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April 21, 2006
2nd In-Class Exam - - Chapters 6, 9, 10
Part I.  Multiple Choice (3 points each).  For each of the following questions, indicate the best answer in the space provided.
___
1.
Diminishing returns initially sets in when:

A.
average product is maximized.



B.
marginal product is maximized.



C.
the firm’s output is maximized.


D.
average variable cost is minimized.


E.
Both A and D.
___
2.
Suppose the firm’s production function or total product curve is an upwards-sloping straight line.  This implies that the marginal product curve: 

A.
increases, hits a maximum, and then decreases.



B.
is a vertical straight line.








C.
is a horizontal straight line.

D.
a straight line with a positive slope.

E.
a straight line with a negative slope.

___
3.
Which of the following statements is true?

A.
Diminishing returns initially set in after marginal product equals 0.



B.
If marginal product falls, then average product must also fall.


C.
If average product is falling, average total cost must be rising.


D.
Average product is minimized when average product equals marginal product.


E.
Underlying the law of diminishing returns is the assumption that at least one input is fixed.
___
4.
A firm’s short-run marginal cost curve eventually rises because:


A.
of diseconomies of scale.








B.
fixed costs increase as output increases.





C.
average fixed costs increases as output increases.


D.
diminishing returns will eventually set in.


E.
marginal product always increases as more variable input used.
___
5.
If average variable cost is falling:


A.
marginal cost must be greater than average variable cost.




B.
marginal cost must be less than average variable cost.





C.
then average product is also falling.


D.
marginal cost must be falling.


E.
marginal cost must be rising.

___
6.
In the short run, a profit-maximizing, perfectly competitive firm:


A.
must make an economic profit.



B.
must incur a loss.






C.
must earn a normal profit.


D.
might make an economic profit, incur a loss, or make a normal profit.


E.
will never shut down.

___
7.
The short-run supply curve for a perfectly competitive firm is:
A.
the upward sloping portion of its ATC curve.


B.
the upward sloping portion of its AVC curve.


C.
the portion of its MC curve above its ATC curve.

D.
the portion of its MC curve above its AVC curve.

E.
the upward sloping portion of its MC curve.

___
8.
If a single, perfectly competitive firm unilaterally raised the price of its product:


A.
its profits would increase.









B.
the output it sells will decrease to zero.






C.
then new firms would enter the industry in the short run.


D.
rival firms would follow suit and raise their prices also.

E.
the firm will be forced to advertise more.

___
9.
If the last unit produced and sold adds $75 to the firm’s revenue and $100 to the firm’s costs, the perfectly competitive firm should: 


A.
increase output to increase profit.



B.
decrease output to increase profit.

C.
increase price to increase profit.


D.
decrease price to increase profit.


E.
shut down.
___
10.
Which of the following is true about the short run?


A.
Firms may leave the industry.



B.
All inputs are variable.




C.
Firms may enter the industry.


D.
It is the same length of time for every industry.


E.
There must be at least one fixed input.
___
11.
The vertical distance between the average total cost curve and the average variable cost curve equals:

A.
fixed cost, which decreases as output increases.


B.
fixed cost, which remains constant as output increases.


C.
average fixed cost, which remains constant as output increases.


D.
average fixed cost, which decreases as output increases.


E.
average fixed cost, which increases as output increases.

___
12.
If a firm is experiencing economies of scale:

A.
the long-run average cost curve is upward sloping.






B.
the current plant size is larger than the optimum sized plant.

C.
it is using the current plant over capacity.


D.
All of the above.


E.
None of the above.
___
13.
Which of the following will happen if the wages of a firm’s production workers decrease?

A.
The ATC, AVC, MC, and AFC curves all shift downwards. 

B.
Both the ATC and AFC curves shift downward, but the AVC and MC curves aren’t affected.


C.
Both the ATC and AFC curves shift upwards, but the AVC and MC curves aren’t affected.

D.
The ATC, AVC and MC curves shift downwards, but the AFC curve isn’t affected.

E.
The ATC, AVC and MC curves shift upwards, but the AFC curve isn’t affected.
___
14.
Graphically, producer surplus is the area under the:

A.
demand curve and above the supply curve, up to the relevant quantity.

B.
demand curve and above the price, up to the relevant quantity.

C.
demand curve, up to the relevant quantity.


D.
supply curve, up to the relevant quantity.


E.
price and above the supply curve, up to the relevant quantity.
___
15.
Assume a perfectly competitive firm is earning an economic profit when its fixed cost increases.  In the short run, the firm will:

A.
charge a higher price.


B.
charge a lower price.

C.
produce more output so that the extra revenue will cover the increased costs.


D.
produce less output to decrease total costs.

E.
continue producing the same quantity as before but it will earn less economic profit.

Part II. Short Answer Questions (55 points total).  For each of the following questions, give a concise, but complete answer.  When appropriate, use math, graphs, or equations to help explain your answer.  Label all the axes of your graphs.  If you require more space, right on the back of each page, indicating that you have done so.

1.
Illustrate and explain how the long-run average cost curve is derived.  Explain in words why knowledge of the firm’s long-run average cost curve is important.  Identify the optimal-sized plant and explain why it is called optimal.  (16 points)
2.
Table 1 below shows the short-run production function for Hair Today, a hair styling salon, with a fixed physical plant.  (12 points)
	Table 1

	Quantity of Labor (workers)
	Total Output (Hair Stylings/Day)
	Average Product (AP)
	Marginal Product (MP)

	0
	0
	- - -
	- - -

	1
	10
	
	

	2
	25
	
	

	3
	45
	
	

	4
	60
	
	

	5
	70
	
	


A.
Fill in the values for MP and AP in Table 1.  (6 points)
B.
Define the law of diminishing returns.  Does the production function in the table above exhibit diminishing returns?  Explain.  (6 points)
3.
Figure 1 below shows the before-tax and after-tax equilibrium for a product with perfectly elastic supply.  Assume the government imposes the per unit tax and costlessly distributes all the tax receipts to the consumers.  Fill in Table 2 below and explain whether the tax hurts consumers.  (15 points)
Figure 1
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	Table 2

	
	Before-Tax Equilibrium
	After-Tax Equilibrium

	Consumer Surplus
	
	

	Producer Surplus
	
	

	Government
	
	

	Society Welfare
	
	


4.
Assume a purely competitive firm has the short-run average and marginal cost given in Table 3 below.  (12 points)
	Table 3

	Q
	AFC
	AVC
	ATC
	MC

	1
	$600
	$200
	$800
	$200

	2
	300
	150
	450
	100

	3
	200
	140
	340
	120

	4
	150
	145
	295
	160

	5
	120
	160
	280
	220

	6
	100
	180
	280
	280

	7
	86
	205
	291
	360

	8
	76
	232
	314
	460


In Table 4 below, indicate the output that the profit-maximizing (or loss-minimizing) competitive firm will produce at each price.  Also indicate the corresponding profit or loss associated with each output and whether firms would enter or exit in the long run.

	Table 4

	Price
	Profit-maximizing (or loss- minimizing) output for typical competitive firm
	Profit or loss ($ value)
	In the long run, firms would:

	$385


	
	
	

	$280


	
	
	

	$180


	
	
	

	$125
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