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Professor Plotnick

SAMPLE FINAL EXAM - Solutions

A1.  TRUE.   At a tax rate of 8%, people earning $110,000/year will pay $7,200 in taxes.  If the rate drops to 6%, they will pay $5,400. This change in the tax rate, though, does NOT affect the wage rate because earnings exceed $110,000.  Hence, the increase of $1,800 in after-tax income will create an income effect that would tend to reduce work.  Because the wage does not change, there is no substitution effect.   (For persons earning less than $90,000, the tax cut would create an income effect that tends to reduce work, AND, since the after-tax return to an hour of work rises, a substitution effect that tends to increase work.)

A2.  At the current price, some US mills cannot cover their AVC, so they have shutdown and laid off workers.  If imports are banned, the market supply curve will shift in.  This will increase the price.  If the sawmills are correct, they expect the new, higher price to exceed AVC at the quantity where P = MC.  (An exam answer would also include the appropriate graph.)

B.  The main point is that a rent increase raises fixed costs and hence ATC of the restaurants.  Assuming this market was in competitive equilibrium with 0 profits (“just barely getting by now”), then at the current price, the restaurants start taking economic losses.  A year later, some of them have decided to go out of business since they are losing money.  This shifts the supply curve in and the price rises so that the survivors that still operate return to 0 profits i.e. “still barely managing to stay in business.”

C.  The Japanese garden is unique, and therefore has some pricing power.  Thus, we need to use monopoly theory.

a.  The council member’s argument shows very poor understanding of economic ideas.  The marginal cost of a visit is $.50.   So to prevent an efficiency loss the garden should charge only $.50 per person.  The deficit that results, $200,000, would then have to be covered by other funds from the City or donors.

It is true that setting a price of $1.50 eliminates the deficit. This is because revenue = 1.50*200,000 visits = $300,000. And costs = 200,000 fixed costs + marginal cost*number of visits = 200,000 + .50*200,000 = $300,000.  But total revenue is not the correct measure of total benefits. Rather, we need to also include the consumer surplus created by 200,000 visits.  And in any case, the condition for efficiency requires social marginal benefits = social marginal costs, not total benefits = total costs. 

b.  Because we know 300,000 visits occur when the price is $1, there will be more than 300,000 visits at a price of $.50.  If congestion occurs after 200,000 visits, the social marginal cost of a visit is larger than the $.50 of maintenance costs.  Thus, the price should be more than $.50 to achieve efficiency.  How much more depends on how serious the congestion is – the question does not provide enough information to determine the efficient price.

D.  a.  A moral hazard issue.  If I know my insurance will cover costs of illness, I might not get a flu short.  By subsidizing shots, the insurance companies expect to save money above and beyond the $20.

   b.  The demand curve shifts out. Equilibrium price and quantity rise. Flu shot providers enjoy excess profits.

   c.  Flu shots provide external benefits neither a consumer nor insurance company would consider – less flu means that fewer other persons who don’t subscribe to a company’s insurance will get sick.  So it would be good policy to further subsidize the price of a shot above (beyond) $20.  This will expand the number of consumers who get the shots and get them to behave in a way that brings marginal social benefits closer to marginal social costs.  We do not have enough information to determine the socially efficient price.
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