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ANSWERS AND EXPLANATIONS
SECTION

I

1. C
Economists use marginal analysis to model the
benefits and costs of incremental choices, which
constitute the majority of choices. Choice (C) is
therefore correct.

2.

E

Choice (E) is correct because if the supply of lawyers
increases, lawyers' salaries will fall only if the supply
curve for lawyers shifts to the right (increases) more
than the demand curve for lawyers does. Choice
(A) does not consider demand as a factor. Choice
(B) is incorrect because the supply of new lawyers
will move the supply curve as noted. Choice (C)
considers demand but not supply. Choice (0 ) states
the opposite of the correct answer;

3.

5. A
Public goods are not exclusive, and they are not
rival. Those goods that exhibit nonexclusion are
those for which it is too costly to develop a means
of preventing those who refuse to pay from enjoying
the benefits. Choice (B) is another characteristic of
public goods but not the term used to define this
issue. Choice (C) is not an economic term. Choice
(0) is incorrect because it defines the condition of
those people who benefit as third parties from a
market transaction that others have entered. Choice
(E) is also incorrect because it defines a market
failure where third parties are harmed by a market
transaction that others have entered.

D

The correct choice (0 ) states that the marginal
revenue product (MRP) of capital is defined as the
additional revenue a firm earns when it employs
an additional unit of capital, all other th ings being
equal. MRP considers both the additional product
that the new capital produces and the price of the
product made. This makes (A) incorrect. Choice (B)
is incorrect because the cost of the additional unit of
capital is not used in the calculation of MRP. Choice
(C) is incorrect because profit is dete rmined by
taking the revenue earned and subtracting the costs.
Choice (E) does not refer to the additional unit of
capital used.

4.

chips will increase the demand for corn, resulting in
a higher price for corn.

C

If consumers exhibit a dem and for an output, a
demand for inputs arises. Thus, an increase in
demand for tortilla ch ips (out put ) generates an
increase in demand for corn (an input). Choice (C )
defines this derived demand. C hoices (A) and (B)
note that supply shifts, but a change in the demand
for chips will not cause a shift in supply. Choice (0 )
is incorrect, being the opposite of the correct choice.
C hoice (E) is incorrect because a higher demand for

6.

C

For a firm selling in a perfectly competitive market,
the marginal revenue product (MRP) is equal to the
marginal physical product (MPP) times the market
price. Here, 5 units per labor input times $10 per
unit of output equals $50 . Choice (C) is the correct
answer, while the other choices do not follow the
formula, MRP = MPP X P.

7.

C

Choice (C) expresses the view that the demand
curve is downward sloping because of the law of
diminishing marginal utility. After some point,
as one consumes more of a good or service, the
marginal, or extra, utility will decline. Choice (A) is '
incorrect because total utility cannot fall below the
marginal utility. Choice (B) is also incorrect because
even if this statement is true , it does not define why
the demand curve is downward sloping. Choice (0)
is incorrect because time is not related to marginal
utility. Choice (E) is incorrect because although the
income and substitu tion effects are reasons why the
demand curve is downward sloping, they do not
work together to offset each other.
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8. C
Choice (C) is correct because price elasticity
of demand measures how consumer demand
changes in response to a change in price. Choice
(A) is incorrect because transaction costs are the
opportunity costs in making a transaction. Choice
(B) is incorrect because demand does not involve
supply ideas like cost. Choice (0) is incorrect
because price elasticity does not factor in taxes, and
(E) is incorrect because it is a supply idea, not a
demand notion.

9.

C

Inelastic demand occurs when the percentage
change in quantity demanded is less than the
percentage change in price. Total revenue is the
price of the product times the quantity demanded.
Choice (C) correctly states that a price increase
will yield higher total revenues only if the demand
curve is inelastic. Choices (A) and (B) are other
measures of elasticity, but (A) would mean that total
revenues would fall, and (B) would mean that total
revenues would be constant. Choices (0) and (E)
are incorrect because perftct/y means that either no
change or infinite change would result.

vertical and perfectly inelastic. Choice (A) is incorrect
because a horizontal and perfectly elastic demand
curve would indicate that quantity demanded would
be any amount at a particular' price. Choice (C) is
incorrect because Arianne would not be unwilling at
some prices. Choice (0) is incorrect because demand
curves are downward sloping. Choice (E) is incorrect
because unit elastic means that the percentage change
in quantity demanded is the same as the percentage
change in price.

12. D
For an inferior good, consumer income and
demand are inversely related. As cities prosper,
more citizens switch away from mass transit and
prefer to drive themselves, making (0) the correct
answer. Choice (A) is incorrect because cities
would not be able to raise revenue if the demand
for mass transit fell. Eliminate (B) because price
elasticity is not connected to income. Choice (C) is
incorrect because automobile travel and mass transit
travel are generally substitutes for each other, not
complements. Choice (E) is a statement of opinion
and, therefore, not an economic factor.

13.
10.

D

A government imposes a price ceiling when it
feels that the price of a good or service is too high.
Choice (0) correctly states that the ceiling price is
set below the market equilibrium, making it possible
for more consumers to afford to buy the good or
service. Choice (A) is incorrect because a price floor
will create an excess amount, or surplus. Choice
(B) is incorrect because although a price ceiling
creates a shortage, it is not the definition of a price
ceiling. Choice (C) is incorrect because government
price ceilings aim to lower the price for consumers.
Choice (E) is incorrect because it defines a price
floor set above the market price.

11.

B

A vertical demand curve as described in (B)
represents a situation where elasticity is zero; that
is, where consumers will buy a certain quantity
regardless of price. Hence, the demand curve is
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B

When the demand for a good is inelastic (B), the
percentage change in quantity demanded is less than
the percentage change in price. Here , the change in
quantity demanded is 40 or 33%; the change in
$2
120
price is - or 100% . Other choices do not apply the
correct !o;mula shown above.

14. C
As the price ofgasoline increases, hybrid cars will
become a cheaper alternative to gasoline~onlycars.
This substitutability is a nonprice determinant for
demand. Choice (C) is correct because demand for
hybrid cars will increase, and, ceteris paribus, raise the
market price. Choice (A) is incorrect because it states
that the price of hybrid cars will fall. Choices (B)
and (0) are incorrect because they propose that the
demand curve for hybrid cars would move to the left.
Choice (E) is incorrect because it changes the elasticity
of the hybrid cars, which is not indicated.

~
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15.

C

Price elasticity of demand is less for goods with few
substitu tes and that constitute a small portion of
the consumer's budget. Choice (C) correctly states
that paper clips exhibit inelastic demand. Choice
(A) wrongly states that paper clips are a large part
of most people's budgets. Choice (B) wrongly states
that there are many substitutes for paper clips.
Choices (0) and (E) are both incorrect because they
assert that the demand is elastic.

16.

A

If the price of a good rises and consumers demand
more of a substitute, the cross-price elasticity
between these goods will be positive-(A). Choices
(B), (C) , and (E) use income elasticity incorrectly.
Choice (0) is incorrect because it uses the price
elasticity of demand concept.

17.

A

Choice (A) correctly identifies the reason for Sam's
coffee intake: The marginal utility of the coffee
eventually diminishes, This is a clear definition of
the law of diminishing marginal utility. Choice
(B) incorrectly mentions budget constraints. (C)
incorrectly states that total utility increases as more
is consumed. Total utility reaches a peak and then
falls as the marginal utility becomes negative.
Choice (0) incorrectly brings price into the answer.
Choice (E) incorrectly states that marginal utility
is constant in violation of the law of diminishing
marginal utility.

18. E
On a production possibilities curve (PPC),
efficiency is on the curve. When an economy
suffers unemployment or there is a misallocation
of resources towards production, the economy
lies inside the Pl'C, Choice (E) is correct because
production will be lower than when it sits on the
curve. Choices (A) and (B) state [hat shifts of the
PPC are correct, but shifts of [he curve means that
a nation employs new resources like labor, capital,
or [he natural. Choice (C) is incorrect because
efficiency, noted on t he PPC, cannot exist while
[here an inefficient use of labor resources caused by

unemployment. Choice (0 ) is incorrect because
points outside the PPC are unattainable with the set
of current resources.

19.

C

To maximize utility, consumers will consume
free goods up to the point at which the next unit
provides them no additional utility, or zero marginal
utility, so (C) is the correct answer. Price is not the '
only factor that drives consumption. Choice (A)
is incorrect because for most of the range where
the total utility is rising, the marginal utility is
falling. Choices (B) and (0) are incorrect because
a consumer's satisfaction fallswith additional or
marginal units. Choice (E) is incorrect because
when total utility is at zero, marginal utility is very
negative.

20. D
Consumer surplus is the difference between the
maximum a consumer is willing to pay and the
amount he actually pays for a good . In (0), by
revealing his maximum price, Ruben will get no
consumer surplus . Choice (A) is false because Ruben
has stated that he would be willing to spend the
$15,000. Choice (B) is a value judgment, not a
statement of fact. According to the definition above,
(C) .is incorrect. Choice (E) is incorrect because we
have no information as to the wholesale value of the
car or what commission rate the salesperson earns.
Furthermore, consumer surplus relates to the buyer,
not the seller.
21. D
Consumers maximize their utility by directing their
expenditures until the marginal utility per dollar is
equal across all goods. If the maginal utility is not
equal, the rearranging the consumption bundle can
yield higher total utility for the same expenditure,
as in (0) . Choices (A), (B), and (C) are incorrect
because [hey do not use marginal utility per dollar.
Choice (E) is incorrect because when the total utility
is maximized, [he marginal utility is zero.
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22.

D

The total cost of the items includes the opportunity
cost of the time spent purchasing them. Gerry's
regular wage (2 hours times $125) provides a good
approximation of value for the next best use of his
time . Thus, the scarves cost $40 in cash and $250 in
time for a total of $290. The other choices contain
either math errors or incorrect assumptions about
the solution.

23.

B

A normal profit is defined as one such that
accounting profit is just enough to cover all costs,
including the next best rate of return. In other
words, economic profit, which includes such
opportunity costs, is zer~(B) . Choice (A) is
incorrect because economic profit differs from
accounting profit, since economic profit considers
the opportunity cost of an action. Choice (C) is
incorrect because it states a false or unrelated idea.
In (0), if the firm has no accounting profit, it is
likely to be near closure without a normal profit.
Choice (E) is incorrect because economic profit is
usually greater than accounting profits because it
considers opportunity costs.

24.

D

In the short run, at least one resource is fixed. In
(0), the retail store varies its labor usage with a
fixed amount of capital. A short-run adjustment
usually means that firms can add labor while they
hold constant other factors. Choice (A) is incorrect
because the shutdown of a plant is a long-run
adjustment to a price less than the firm's average
variable costs. Choice (B) adds capital , which
signifies long-run change. Choice (C) is incorrect,
as it is another long-run change. Firm entry in (E)
signifies a long-run adjustment.

25.

C

Marginal costs show the additional cost of
producing another unit of output. If the marginal
unit costs more than the average unit, the average
cost must increase. Choice (C) correctly states this
concept. In graphs of these costs, marginal cost
intersects average cost when it reaches its lowest
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point. Choice (A) is incorrect because it fails to
recognize that marginal cost and average cost are
related . Choice (B) is incorrect because changes
in marginal cost happen when new resources are
employed. Choice (0) is incorrect because it states
that the average cost falls, which is opposite to the
correct answer. Choice (E) is incorrect because
marginal cost only falls briefly when additional units
are produced and average cost is falling.

26.

D

Total cost is equal to total fixed costs plus total
variable costs (TC =TFC + TVC). Total fixed costs
are equal to average fixed cost multiplied by quantity
(TFC =AFC X Q), or $2 X 5,000 = $10,000. Total
variable costs are equal to average variable costs
multiplied by quantity (TVC =AVC X Q), or $4 X
5,000 = $20,000. Total cost in this case, then, is
$30,000 because $10,000 + $20,000 = $30,000.
Choice (0) is correct. All the other choices contain
math errors or incorrect applications of the formula _
stated above.

27.

C

Choice (C) correctly states that if a firm doubles
inputs and output exactly doubles, the firm is
witnessing constant returns to scale, and its long-run
average costs remains the same. Choices (A) and (E)
are incorrect because they state concepts not related
to the question. Choice (B) is incorrect because
economies of scale define the downward portion of
a long-run total average cost curve. Choice (0) is
incorrect because it .is not an economic term.

28. C
The market is a summation of all suppliers and
buyers; the demand curve slopes downward,
reflecting the law of diminishing marginal utility.
Firms operating in a perfectly competitive industry
are price takers who have no influence over their
price. The price is taken from the market and is, thus,
perfectly elastic. Choice (C) is correct. Firms must sell
at the market price or lose sales to other firms in their
industry. Choices (A) and (0) are incorrect because
a perfectly inelastic curve is vertical. Choice (B) is
incorrect because supply curves are upward sloping,
while the demand curve is downward sloping .

-- -- --- ---
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Choice (E) is incorrect as well" because price
inelasticity would have some slope to the curve.

29. E
Any above-normal profit earned in the short run
will attract other businesses to the field, increase
supply, and drive down price until just normal profit
is earned. Choice (E) is true because open entry and
exit give firms freedom to act. Choices (A), (C) and
(D) are characteristics of pure competition, but not
the answer to the question. Choice (B) is incorrect
because firms take their price from the market
but do not know the cost structures of the other
competitive firms.

30.

B

Because economic profit includes all cost of
production (including opporrunity cost), economists
assume that firms aim to maximize economic
profit-(B). Choice (A) is incorrect because
accounting profits do not consider opportunity
costs as a factor. Choice (C) is incorrect because
economic profit is revenue minus all costs. Choice
(0) is incorrect as well because normal profits occur
in the absence of economic profits and only keep the
owner working with the hope of economic profits
in the future. Choice (C) incorrectly states that total
cost should be minimized, forgetting that revenues
must be maximized.

31.

D

In a perfectly competitive market, price equals
marginal revenue (P = MR) , which in this example is
$40. Choice (0) is the correct response; other choices
do not reflect the correct formula as stated here.

32.

D

The market price of $40 is less than the AVC of .
$50. As a result, the firm's loss exceeds its fixed cost,
and it would be better off shutting down and just
incurring fixed cost. Choice (0) is correct. Choices
(A), (B), and (C) all incorrectly maintain some level
of production, but price does not cover the average
variable costs. Choice (E) is incorrect because
perfectly competitive firms cannot change their
price since it comes from the market.

35. E
Because variable resources can be reduced to zero
in the short run but fixed resources cannot, firms
must only pay fixed costs when they shut down,
as (E) states. Choice (A) is incorrect, stating that
all the variable costs must be paid-these costs are
only incurred when production occurs. Choice (B)
is incorrect because fixed costs like rent, insurance,
or wages of salaried workers must be paid regardless
of production. Choices (C) and (0) are incorrect
because variable costs are only incurred when
production is undertaken.

36.

E

In long-run equilibrium, a perfectly competitive
firm's price equals average cost. It earns zero
economic profit, but it can earn normal profit. A
reduction in market demand will drop price below
average cost, forcing the firm to suffer an economic
loss. Choice (E) is correct. Choice (A) is incorrect
because with a lower price, the firm cannot earn an
economic profit. Choice (B) is incorrect because
in the long-run position, normal profit is earned.
Choices (C) and (0) are incorrect because price
changes do not change cost.

E

Profit is maximized when producing the quantity at
which MR MC; here, MR and MC intersect at
an output of five blankets, (E). The other choices do
not reflect the correct formula as stated here.

=

33.

34.

D

The firm earns revenues of $40 per unit, incurs costs
of $30 per unit, and produces 5 units. Thus , its total
profit is $10 per unit times 5 units , or $50, so (0) is
the correct answer. It is important to find the ATC
directly above the quantity found where MR = Me.

37.

C

In the long run, perfectly competitive firms
remain in business by choosing the most efficient
combination of resources that yields minimum
long-run average costs-(C). Minimizing fixed cost
(A) is incorrect because the firm will not be able
to minimize long-run average costs. Choice (B)
is incorrect because maximizing revenue does not
affect costs or efficiency. Choice (0) is incorrect
because minimum marginal cost does not occur
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at the MR = M C output. Choice (E) is incorrect
because it defines allocative efficiency.

38.

B

Because there are so few firms in oligopolies,
each firm's actions can sign ificantly affect price,
and , thus, the other firms '. These firms must take
into account th eir rivals' responses when making
pricing, marketing, and production decisi ons-(B).
Only firms in perfe ctly competitive markets face
perfe ctly elastic demand curves, so (A) is incorrect.
C ho ices (C ) and (0 ) are incorrect because firms
in oligopolies can either sell differentiated or
homogeneous products.

39.

A

C artels, like all firms, will max imize industry profits
by pri cing and producing wh ere MR = M C C hoice
(B) is incorrect becau se the marginal revenue cu rve
in a graph for an o ligo po ly acting as a cartel will
lie below its demand curve. Choice (C) is incorrect
because a single-price monopoly finds its profit
max imi zing level of output wh ere MR = M C and
th en finds the price.directl y above th at output on
the demand curve. C ho ice (D) is incorrect becau se
perfect competitors get their pr ice from the market
eq uilib rium . C ho ice (E) is in correct because the typ e
of cost is not specified.

40. A
The demand curve for a monopolistic ally
competitive firm is relati vely clastic becau se o f the
product d ifferences th at di stin gui sh its product
from ano the r firm's product. C ho ices (B) and (C)
are incorrect because elasticity do es not change f(lr
these firm s in the lon g run . C ho ice (D ) is incorrect
because there are too man y co m petito rs in a
monopolisti cally competitive industr y tor collu sion
to be effective. Choice (E) is incorrect becau se th ese
hrms do not produce at the minimum average cost
in the lon g run .

41.

C

Only wh en new firms can no t easily enter a
mark et in whi ch above- no rmal profits are being
earned will th ese profits persist in the lon g run .
Often mon opoly is formed becau se firms gain

i

I

j
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the advantage in so me way with barriers to en tr y.
This makes (C) the correct response. C hoices (A)
and (B) are incorrect because barriers to entry
allow monopoly firm s to make profits. Choice
(0) is incorrect because government regulation is
enacted to prevent monopoly power from taking
the advantage. Choice (E) is incorrect because
natural monopolies are usually regulated with pric es
determined by a public service authority.

42.

B

While both perfect competitors and single-p rice
monopolists find their ou tput at MR = MC,
a monopolist can charge a higher price because a
monopolist's demand cur ve lies abov e its marginal
revenue curve. ' Ihe slop e or elasticity of the
monopolist also means that it will produce a lower
output th an th e perfect co m petito r. C ho ice (B) is
therefore correct. Choice (A) is incorrect because
the price is higher for monopoly firm s. Choice (C)
is incorrect becau se price and output statements are
both inco rrect. Choices (D ) and (E) are incorrect
because quantity for the monopoly firm is lower.

43.

D

An airline th at is price di scriminating must be able
to differentiate betw een its custo mers' dem and
elasticities to charge differ ent pric es. Furthermore, it
must possess so me degree of monopoly pow er, whil e
its customers can no t resell their tickets. C ho ice
(D ) is th e co rrect an swer. The o t her cho ices do
not account lor th e correct co nd itio ns of a price 
di scrim inating firm .

44.

E

C hoice (E) co rrectly states th at mon op olistic
co m petitio n differs from perfect co m petitio n o nly
in that its Iirm s sell differentiated products. It is
thi s differentiation that gives the demand cur ve a
slope. C ho ice (A) is incorrect becau se monop oly is
another distinct form of market struc ture . C ho ice
(B) is incorrect because entry barriers are not a part
of monopolistic co m petitio n. Barriers are o pen, and
thi s fo sters the com petitio n. Th e erro r in (C) lies in
its stipulatio n th at th ere is o nly one seller. In (0 ),
th ere is a fallacy in its mention of homogeneous
products.
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45.

B

Because firms in monopolistic competition face
demand curves that are not perfectly elastic, they
maximize profits by selling less output at a higher
price. The marginal revenue curve lies below the
sloped demand curve. This means that (B) is correct
because the output is determined by the MR =.
MC point. Choice (A) is incorrect because it states
the opposite of the correct answer. Choice (0) is
incorrect because even though both monopolistically
and perfectly competitive firms use the same MR
= MC equation, the perfectly competitive firm has
an inelastic demand curve. Choice (E) is incorrect
because a single-price monopoly will offer the lowest
output of all the market structures.

possibilities. Choice (0) is the correct response.
Point A will yield slower growth because the current
allocation is for more consumer goods. Point B is
inefficient; resources are underemployed. Point C
could be termed a neutral position-not too slow,
not too fast. Point E may be a future goal, but it is
not attainable with current resources.

49.

B

From point B, the economy could move to points
that produce more of both goods. Thus, point B
represents underemployment of resources relative
to what is possible when resources are being used
efficiently, choice (B). (Refer to the answer for
question 48 for the description of the other points
on the graph.)

46. A
With a day's resources, Alpha can produce more
of each good and thus has an absolute advantage
g
in pr:duc:n bot:lg:o~ ~owev(elr~~r]Odu:ng
one arre costs

p a . oats

80 (';o;]reas

producing a barrel costs Beta 2.5 boats

40

. Alpha

therefore has a comparative advantage in producing
barrels. Choice (A) is the correct response. Choices
(B) and (0) are incorrect because producing one
. I

boat, costs Alpha - barrel, but if Beta produces one
2
boat, it costs them only ~ of a barrel. Choice (C) is

5

incorrect because Alpha has the absolute advantage in
both products. Choice (E) is incorrect because both
nations can gain by specializing in the good in which
they incur the least opportunity cost and then trading
tor the good they no longer make.

47.

C

Producing 100 boats uses up resources with which
Beta could produce 40 barrels, so each boat costs
Beta 0.4 barrels. Choice (C) is correct because
-100 = 0.4. Other choices do not employ the correct
40
logic.

48.

D

Because capital goods produce goods in the future,
point 0 will yield the greatest future production

50.

C

There are three reasons why the demand curve
slopes downward: the law of diminishing marginal
utility, the income effect, and the substitution effect.
The income effect shows the change in consumption
attributable to the change in real income that is
due to the price change-(C). Choices (A) and (B)
are incorrect because there are no such economic
concepts. Choice (0) is incorrect because the
substitution effect would mean that as prices
increase, consumers look for lower-priced substitutes
to purchase. Choice (E) is incorrect as well, because
this law is one of the reasons why the demand curve
is downward sloping but does not relate to real
purchasing power.

51.

D

Because equilibrium occurs where ~ = ~, the
market price will be $4, and the market quantity
will be 120. Total expenditures will be $4 X
120, or $480. The other choices reflect incorrect
calculations.

52.

E

At a price of $6, the quantity supplied will be 170
units; the quantity demanded will be 40 units.
Therefore, the market will yield a surplus of 130
units. The other choices misidentify the surplus.

53.

E

The nature of marginal cost means that as the
variable costs are added, the marginal cost increases.
When the average variable costs and the average
total cost reach their minimum, they intersect with
the marginal cost-(E). Choice (A) is incorrect
because the change in AVC is what changes the
. marginal cost. Choice (B) is incorrect because it
presents the wrong equation. Choice (C) incorrectly
mixes the "rises and falls." Choice (D) is incorrect
because the marginal cost cannot decline as output
increases. 

56. 0
For the output of a good to m:lu:h' lhi
maximizes society's welfare, the marginal ""'
_
must equal the marginal social benefit . Othe ... •
opportunities to increase welfare would exist. Th us, - •
(D) is correct. It is never economically efficient [0
clean up pollution completely, so (A) is incorrect.
Choice (B) is incorrect because it is the opposite of
the correct answer. Choice (C) is incorrect because
social benefit and social cost are the important
factors. Choice (E) is incorrect because a negative
externality means that too much of the good is
produced.

54. C
Goods from which it is difficult to exclude people
and that many can consume at the same time (i.e.,
goods that are neither exclusive nor rival) exhibit
the character of public goods. A fireworks display
(C) is an event that many people can watch at the
same time with no rivalry. However, it is difficult
to prevent anyone from watching simply because
he or she did not pay for the display. Choice (A)
is incorrect because you cannot enter the theater
without paying . Choice (B) is incorrect because,
again, you must pay to go to an amusement park.
Choices (D) and (E) are incorrect because placing
the pond or the pool in a restricted community will
mean it is exclusive.

55. A
Negative externalities are defined as by-products
of production or consumption that impose costs
on other consumers or on other firms, which we
call third parties. Choice (A) is the correct answer.
Choice (B) is incorrect because the free-rider
problem means that some people enjoy the benefits
of a product without paying for it. Choice (C) is
incorrect because common pool goods are used
once but no one can be excluded from using what is
available. Choice (D) is incorrect because a positive
externality gives benefits beyond the benefits derived
by the buyer. Choice (E) is incorrect because
the Coase theorem relates to solving negative
externalities with negotiation.

57.

A

The market price is $7 , and suppliers must remit the
tax to the government. The producers' net price is
the market price minus the tax, or $3 , making (A)
the correct answer.

58.

E

As a result of the tax, suppliers see their net price falf
by $2 , while consumers see price rise by $2. Recall
that the tax is $4. This tells us that consumers bear
50% (112) of the tax burden, while producers bear
50% (112). Choice (E) is the correct answer.

59.

C

Tax revenue equals the tax rate multiplied by the
quantity of the good sold, or, in th is case, $4 X 75
million units. This gives us a total tax revenue of
$300 million.

60.

B

The Lorenz curve (B) shows the percentage of
income earned by the corresponding percentage
of families when they are ranked from low income
[0 high income. A Lorenz curve on or close to the
diagonal indicates an equal distribution of income
across families. Choice (A) is incorrect because a
demand curve is part of a model that shows the
market. Choice (C) is incorrect because an LRAC
curve is part of the market structure model. Choices
(0) and (E) are incorrect because they use terms
that are not microeconomic in nature.
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SECTION

II

1. This question tests your knowledge of single-price monopoly and price discrimination.
You are asked to draw the single-price monopoly graph showing economic profit and
deadweight loss; the comparison to the price discriminating model is tested as well. Here's
what a sample response might look like.
(a) A patent is the exclusive right given by government to produce and sell a product for
20 years from the time of the patent application. It gives the inventor the opportunity
to gain a profit from the idea or invention.
(b)
Price
($)

Deadweight

loss

Pl
Unit

Cost

'.
D

MR
Quantity

(c) Consumer surplus is the difference between what the consumer was willing to pay for
a good or service and what was actually paid; it is the triangle below the demand curve
but above the market equilibrium price .
(d) If the firm wants to gain more of the consumer surplus, it can try to become a price
discriminating monopoly. It must have market power, which it gets from the patent
it holds . The firm will only be able to segment the market based on the demand
elasticities of the consumers. Some will be willing to pay a high price for the good or
service, while others will not. The firm must be able to keep these groupings separated
so no resale of the good or service is possible .
(e) If the firm can fulfill these conditions, it can sell its product all along the demand curve
to the point where the demand curve becomes inelastic. If the costs are lower than
these prices, the firm can earn a greater profit than a single-price monopoly.
2. This question tests knowledge of supply and demand curves as well as efficiency.To predict
market outcomes and show the efficiency aspects of changes in markets , you must understand
the theoretical basis of supply and demand. Here's what a sample response might look like.
(a) The market price and quantity is an equ ilibrium in which the quantity demanded
exactly equals the quantity supplied, holding all other things constant. In this case,
quantity demanded equals quantity supplied at a price of $6 and a quantity of 100,000
pineapples per month. Consumers are buying the quantity they are willing and able
to buy at that price, and sellers are selling the quantity they are willing and able to
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sell at that price. As such, there is no incentive for con sumers to bid up the price
of pineapples in an effort to acquire more, nor is there an incentive for firms to cut
price in an attempt to sell more. (Note: A sup erior answer will show how surpluses or
shortages that occur at other prices are eliminated through adjustments in the price .)
(b) An increase in the price of a substitute means that a smaller quantity of the substitute
will be demanded. An increase in the price of cantaloupes would shift the demand
curve for pineapples to the right, resulting in an increase in the market price and
qu antity of pineapples.
(c) The subsidy would induce suppliers to offer more pineapples at a lower price, thus
shifting the supply curve to the right. As a result, the market equilibrium price of
pineapples would decrease, and the quantity produced and consumed would increase .
(d) Consumer surplus is the difference between what consumers are willing to pay for a good
and what they actually pay. The subsidy reduces the price of pineapples, and consumers
will benefit from the price reduction. Receiving additional consumer surplus on the
pineapples they would have consumed at the old price and getting the opportunity to
earn consumer surplus on their added consumption are beneficial 'to them.
(e) An increase in the wages paid to workers harvesting pineapples increases the costs of
production and will shift the supply curve of pineapples to the left. This movement of
supply will increase the price and reduce the quantity of pineapples.
3. This question tests knowledge of market structures and efficiency. Predicting market
outcomes and showing how changes in markets affect efficiency requires an understanding
of the theoretical basis behind the different types of market structures. Here's what a
sam ple response might look like.
(a) If the outcome is a monopolistically competitive market, price will fall, as each firm will
have less market power than the original pure monopolist. How ever, price will not fall
the perfectly competitive level, because firms will attempt to maximize the ir profits by
restricting output and raising prices based on the amount of product differentiation they

to

can offer to consumers . Free entry will force long-run economic profits to zero---only
normal profits will be earned. Because price will be above marginal cost, there will be
allocative inefficiency, as markets allocate too few resources to this good ; production
inefficiency will result from a lack of pressure to minimize long-ru n average cost and
insufficient incentive to take full advantage of economies of scale.
(b) If the outcome is a perfectly competitive market, price will fall to the minimum oflong-run
average costs. Output will be greater than in any other market structure as firms expand to
the point where price equals marginal cost. Free entry will force long-run economic profits
to zero---onl y normal profits will be earned. At the long-run equilibrium output, price will
equal marginal cost, ensuring allocative efficiency, in which markets allocate the amount
of resources to this good that maximizes consumer welfare. There will also be production
efficiency, because the output will be produ ced at minimum long-run average cost as firms
expand to take advantage of all economies of scale.
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