Practice Review – Spring 2005

Review One


Directions:  You have two hours to complete the exam.  You are to take the exam in one sitting, and you are not to use your notes, your book, or any other economics “resource”.  Also, please do not discuss the exam with you classmates after you have completed it. 

Section One (30 pts.) - True/False with Justification – Choose 5 to answer.  Your score depends on how well you justify your answer.  Correctly answering true or false without justifying your answer will only earn you one point!

1. If Sally views pasta as an inferior good, then Sally’s compensated demand curve will be steeper than her uncompensated demand curve.

2. Bob buys only milk and brownies. If Bob’s consumption of brownies increases when the price of brownies falls, then Bob views brownies as a normal good.

3. The price of good 1 is $1, the price of good 2 is $0.50, and Bob has income of $10.  If Bob has the utility function 
[image: image1.wmf], then Bob’s optimal bundle contains 5 units of good 1 and 10 units of good 2. 

4. Dan has the utility function 
[image: image2.wmf], and he has $40 in income.  The price of good two is $4.  If the price of good one falls from $3 to $1 per unit, then the substitution effect associated with this change in price is zero.  (Use graphical analysis to support your answer.)

5. Bert has the utility function 
[image: image3.wmf].  Therefore, Bert will always spend one quarter of his income on good one.

Section Two (70 pts.) – Problems – Please show all of your work!

1.  (20 points)  Sam has the utility function 
[image: image4.wmf]
a) Derive Sam’s uncompensated demand functions. (You should use LaGrange’s method.) 

b) Derive Sam’s expenditure function.

c) Draw Sam’s income expansion path.  (Assume that the price of each good is $1, and use $100, $200, and $300 as your income levels.)

2. (15 points)  Marge likes doughnuts (good one) and coffee (good two).   Marge has Cobb-Douglas preferences with equal weights (exponents) on each of the goods.  Assume that Marge has $60 dollars to spend on the two goods, and that the price of coffee is $1 per cup.  Furthermore, assume that the price of doughnuts is initially $0.50 per doughnut and that the price of doughnuts rises to $2 per doughnut (these are fancy doughnuts!).  Perform a thorough analysis of this price change by using graphical analysis to clearly illustrate the substitution and income effects associated with this price change. 

3. (30points)  The Chatham Housing Authority (CHA) is considering two different proposals to help the poorest families in the city.  Plan 1 provides each family (defined as a family whose annual income is less than $12,000) with a housing voucher worth that may be applied towards housing expenditures.  The voucher is valued at $500 per month.  If an apartment valued at less than $500 per month is rented by the family, then the family still forfeits the entire value of the voucher.  (In other words, the family can’t get “change” when they cash in their voucher.)  Plan 2 provides each poor family with an apartment in a public housing complex.  Every apartment in the public housing complex is 800 square feet. 

The members of the CHA have asked you to provide a consulting report that will help them determine which plan they should implement.  For the purposes of your analysis you should make the following assumptions:

· Poor families have an annual income of $12,000.  (A monthly income of $1000.)

· Families spend their income on housing (H) and all other goods (A).  Housing is priced at $1 per square foot.  All other goods are priced at $1 per unit.

· There are 50 poor families in Chatham.

· Every poor family in Chatham has the following Cobb-Douglas utility function:


[image: image5.wmf]
a) (8 points)  Graph the budget line that a typical family faces.  Now, on the same graph, draw the budget line that would correspond to Plan 1 and the budget line that would correspond to Plan 2.  (Place housing on the horizontal axis and all other goods on the vertical axis.)

b) (8 points)  If the CHA’s goal is to maximize the utility of the typical family, then which plan should it choose?  How do you know this?

c) (8 points)  The CHA is considering a third alternative: giving a cash grant to each family.  If the CHA were to use the cash grant program, then how much would it cost the CHA to make each family as well off as they are under Plan 2?  

d) (6 points)  If the town were to implement Plan 1, then what do you think would happen to the price of apartments that are smaller than 500 square feet?  Why?
4. (5 points)  Tom has the utility function 
[image: image6.wmf] Use the Slutsky equation to decompose the substitution and income effects associated with a change in the price of good 1.  (You may assume that Tom has $100 of income, and that the initial price of each good is $1.)
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