Whitman College

Econ 107

Exam 1

February 7, 2008

Write all answers on your exam.  Show all of your work.  The exam ends at 12:00.

1.  Read parts (a)-(e) before answering any of these questions.

(a)  (5pts)  On the graph paper below, draw a Production Possibilities Frontier for food and shelter that exhibits the law of increasing opportunity cost.   

(b)  (5pts)  On your graph, find a point that represents an efficient level of production, and label that point “E”.  

Find a point that represents an inefficient level of production, and label that point “I”.

(c)  (2pts)  Based on your graph, what is the opportunity cost of producing the first unit of food?  

(d)  (3pts)  Based on your graph, what is the opportunity cost of producing the third unit of food?

	
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 


(e)   (5pts)  What causes increasing opportunity cost?  Explain.

2.  (a)  (5pts)  Define a perfectly competitive market. 

Suppose that the government decides to tax potato chip producers for every bag of chips sold.  Assume that potato chips are produced in a perfectly competitive market.  Before the tax, 100 million bags of potato chips are sold every year at a price of $3 per bag. After the tax is imposed, 50 million bags are sold yearly; consumers pay $4 per bag and producers receive $2.50 per bag. Use this information to solve parts (b)-(d).  Read all of parts (b)-(d) before you answer any of them.   

(b)  (10pts)  On a supply and demand graph for potato chips, show the supply and demand before the tax and show the supply and demand after the tax.  Be sure to label your axes.  On your graph, indicate the equilibrium price and quantity before the tax, and the equilibrium price and quantity after the tax.

(c)  (10 pts)  How much tax revenue does the government raise?  

(d)  (15pts)  On your graph from part (a), indicate the dead weight loss caused by the tax. Explain in words what this dead-weight loss represents.
3.  (10pts) 
Suppose that Ivy College administrators propose to increase revenue for the college by raising tuition for all students. What are the college administrators assuming about the price elasticity of demand for an Ivy College education?  Explain your answer. 

4.  Our guest speaker, the Canadian Consul Kim Blanchette, mentioned that the price of milk in her home region of Nova Scotia was about twice what she pays for milk in Seattle.  Consider the information below, and use it to answer question (a) below and question (b) on the next page.  

DAILY BUSINESS BUZZ
 

Last updated at 3:33 PM on February 5, 2008  

Milk price jump will help Farmers 

BY COLIN MACLEAN, TRANSCONTINENTAL MEDIA

The Nova Scotia Business Journal

Last week’s five-cent-per-litre price hike on milk is welcome news to dairy farmers.

Stores are free to set their own prices. But they have to follow the provincial wholesale retail price, which is the minimum amount that milk must be sold for in stores. Steve Arsenault is a consumer who was less than happy to see the increase. But the extra five cents probably won’t affect his buying habits, he said. “People are always going to need it, so no matter how high they put the price you’re still going to buy it,” he said.
(a)  (15pts)  Assume that milk is produced in a perfectly competitive market.  Draw the supply and demand curve for milk in Nova Scotia.  Be sure to label your axes.  How does your demand curve reflect the information you have from Steven Arsenault’s comment?  

(b)  (15pts)  On your graph from part (a), indicate the effect of the government “raising the minimum amount that milk must be sold for in stores”.  Describe what economic theory predicts will happen to the price, the quantity demanded, and the quantity supplied of milk in Nova Scotia.
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