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INSTRUCTIONS:


Answer all questions.  It is essential that you explain the reasoning behind your answers rather than just give the answers themselves.  Be as brief, but as rigorous, as possible.  Be sure to use graphical explanations where appropriate.  The exam has a total of 39 points, with points for each question in parentheses.
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I have neither given nor received inappropriate aid on this work.  Nor have I observed any academic misconduct on the part of others pertaining to this work.
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(signed at the end of the exam)

I. (11 points)  Assume that the sweatshirt market is perfectly competitive.

     A) On the graph labeled (A) on the next page, the supply and demand curves for sweatshirts are shown for only U.S. buyers and sellers.  Show the surplus areas generated for domestic consumers and producers if there is no foreign trade in sweatshirts.  On the same graph, add foreign demand to the picture.  Then show the new producer, consumer and total economic surplus areas for U.S. domestic (only) consumers and producers under this scenario.  (You may assume that there is no foreign supply in this case.  This assures that all producer surplus will go to domestic producers; however, some of the consumer surplus generated in the market will go to foreign consumers.)  Do U.S. consumers and producers gain in total economic surplus from the addition of foreign demand?

     B) On the graph labeled (B) on the next page, perform the same analysis as in A), but with the addition of foreign supply instead of demand.  (You may assume that there is no foreign demand in this case.  Thus, all consumer surplus will go to domestic consumers; however, some of the producer surplus generated in the market will go to foreign producers.)  Again, ascertain whether domestic consumers and producers gain in total economic surplus from the addition of foreign supply.

     C) Many politicians argue that the government should try to stimulate foreign demand, but not foreign supply.  Using your analysis in parts A and B, does this position make sense if the goal is to maximize total economic surplus?

     D) Regardless of whether the policy makes sense in terms of total economic surplus, what is your guess as to why (interpreted in a positive as opposed to normative way) these politicians support the stimulation of foreign demand but not supply?

III. (12 points) The Seattle area currently is suffering from an enormous traffic problem.  Virtually every rush hour (extending from 7-9 AM and from 4-6 PM) cars are bumper-to-bumper on main traffic arteries such as I-5, I-90, SR520, I-405, etc.  During these periods, traffic slows to a crawl (about 10 miles per hour) over long stretches, and commute times increase enormously.

King County and Seattle are currently considering several possible remedies for this situation, which many motorists find intolerable.  Two remedies that governments are seriously considering are

          T - Charging a toll on the freeways during peak periods.  These tolls

               could be enforced by relatively inexpensive electronically coded

               cards given to drivers.  This toll system would not require the 

               setup of the more usual tollbooths, with their high labor costs

               and long delays.

and

          LR - Building some type of local railroad system for the Seattle area

               that covers the suburbs and various areas in the city with a

               high density of either residents or workers.

     A) If a T system is used, does it make sense (in terms of maximizing economic surplus) to charge the toll only during peak periods and not during other periods?  Explain.

     B) Conceptually, if you had all the data you could possibly want, how would you determine the exact dollar amount that the toll should charge to maximize total economic surplus?

     C) How does a LR system help to reduce traffic congestion?

     D) Some have advocated that if a proper toll is charged with the T system, government need not make any decision on the LR system.  That is, total economic surplus could be maximized by simply selling government owned rights-of-way to the highest bidder, and allowing this bidder to start a private rail system if they wish.  Then, the argument goes, if the system were helpful, the private firm would build it; if the system instead reduced total surplus, there would be no incentive to build it.  Do you agree with this argument?  Critically evaluate it.

III. (10 points) The city of Santa Monica, California has had a rent control policy for many years.  Under this policy, landlords could not legally charge a rental price for their apartments high enough to clear the market; that is there were rental price ceilings below the competitive equilibrium level.  A very short time ago, the City Council terminated the rent control policy and allowed landlords to charge whatever rents they wanted.  

A) What effects do you expect the termination of this policy to have had on the prices for renting apartments and the number of apartments available in Santa Monica,

immediately after the policy was terminated?


B) How do you expect rental prices, and the number of apartments available, to change over the coming year or two?


C) Give one or two examples of other changes that you would anticipate in the Santa Monica housing rental market as a result of the termination of rent control.

SPECIAL MULTIPLE CHOICE INSTRUCTIONS : The following two questions are multiple choice-- circle all correct answers.  Note that any number of answers may be correct, from zero to all.private 

No explanation is necessary for full credit.  You may give explanations if you wish, but you may lose as well as gain points from them.  In any event, the explanations should be no longer than two sentences.  

IV. (3 points) There used to be two major newspapers in the Miami area, the Miami Herald and the Miami News.  Now only the Herald remains, the News has gone out of business.  When the News ceased operations, 

A) the demand curve for buying the Herald shifted out.

B) the demand curve for buying the Herald became more price elastic.

C) the price the Herald charged for advertising is likely to have increased, or at least stayed at a level higher than where it would have been if the News had maintained its operations. 

D) the average cost curve for producing the Herald shifted up. 

V. (3 points) Firms with monopoly power, as opposed to firms in competitive industries that cannot much influence price, 

A) charge the highest price they can.

B) have little or no incentive to improve the quality of their product, even if such quality improvement is not very expensive.

C) set price equal to marginal revenue.

D) may charge different consumers different prices, if identifiable groups of consumers have differing price elasticities of demand when charged the same price.

Integrated Question:

A) The articles suggest that Coke has devoted a large amount of resources toward investigating and limiting any safety (or public relations) problem with its product.  For example, a large amount of top level manpower was flown to Brussels during the week of the June 17th article to staff a “main operations center.”  Would you expect Coke to raise the price of its product to reflect this increase in its costs?  Why or why not?

B) The articles suggest that Pepsi has not lowered its price to increase its market share in the wake of Coke’s problems.  If Pepsi were not concerned about appearing to be “opportunistic” and were not worried that “the shoe could easily be on the other foot,” would it have an incentive to change prices because of Coke’s problem?

