
Ch.4  Individual and Market Demand
Multiple Choice:

1. A price consumption curve is derived from:

a. the connection of various consumer equilibrium points at different prices for one good holding income and other prices constant

b. the changes that take place on the budget lines when income changes

c. the intersection of indifference curves

d. all of the above

2. A positively sloped income-consumption curve is associated 
with a:

     

a. 
normal good.                  c. 
Giffen good.

     
b. 
inferior good.                d. 
free good.

3. If a good is inferior:

     a. 
the income-consumption curve slopes downward.

     b. 
the income effect reinforces the substitution effect.

     c. 
the income elasticity of demand is positive.

     d. 
all of the above.

4. The following can be said about the income and substitution effects of a price change:

a.
the former is always positive and the latter always negative

b.
both can be either positive or negative

c.
while the former is always negative, the latter can only be positive

d.
while the latter is always negative, the former can be either positive or negative

5. Which of the following statements is true for a Giffen good:

a.
the substitution effect is stronger than the income effect

b.
the substitution effect is the same as the income effect

c.
the substitution effect is weaker than the income effect

d.
none of the above

6. Which of the following statements best illustrates the substitution effect:

a.
when a consumer receives a raise in pay, he is more likely to go out to eat for dinner

b.
when the cost of eating out increases, consumers are more likely to eat at home

c.
when a consumer has to pay higher rent on his apartment, he has less to spend on entertainment

d.
when a consumer makes the last payment on his automobile, he has more to spend on entertainment

7. The income effect:

a.
REINFORCES the substitution effect for inferior goods

b.
OPPOSES the substitution effect for normal goods 

c.
REINFORCES the substitution effect for normal goods

d.
all of the above

8. If the price of good X rises and X is a normal good:

a. 
the income effect will induce the consumer to buy less of X and the substitution effect will induce him to buy more

b.
the income effect will induce the consumer to buy more of X and the substitution effect will induce him to buy less

c.
the income and substitution effect will both induce the consumer to buy more X

d.
the income and substitution effects will both induce the consumer to buy less X.

When the substitution effect of a lowered price is counteracted by the income effect, the good in question is:

a.
an inferior good

b.
a substitute good

c.
an independent good

d.
a normal good

9. An individual demand curve can be derived from the:

      a.
price-consumption curve

 
b.
price-income curve

c.
income-substitution curve

d. income-consumption curve

10. Empirical studies of market demand have used several 
approaches such   as:

a.
time-series studies

b.
cross-section studies

c.
consumer interviews

   d.
all of the above

11. When the income-consumption curve has a positive slope throughout its entire length, we can conclude that:


a.
both goods are inferior

 
b.
both goods are normal

c.
the good on the vertical (y) axis is inferior

d.
the good on the horizontal (x) axis is inferior

12. Elasticities are measured to determine:

 
a.
the responsiveness of consumers' purchases to price 

changes

b.
the slope of demand curves

c.
the responsiveness of consumers' purchases to changes in income

d.
(a) and (c) are both correct

e.
(a) and (b) are both correct

13. For an inferior good, the income and substitution effects:

a.
work together                              

b.
work against each other                    

c.
can work together or in opposition to each other depending upon their relative magnitudes

d.
always tend to cancel each other         

14. You would expect the income elasticity of demand to be positive for:

a.
generic goods

b.
inferior goods

c.
normal goods

d.
those goods whose demand decreases as its price rises

15. A snob effect is said to occur when:

a.
people buy more of a good to go with the trend

b.
a person's demand for a good varies directly with the quantity others are seen to demand of that good 

c.
the Veblen effect is present

d.
people set themselves off from the mass by buying things primarily because others are not

16. When the demand for a good by each individual varies directly with the quantity others are seen to demand, a 

                effect is said to occur

a.
substitution

b.
income

c.
snob

d.
bandwagon

17. The income effect of a price change for an inferior good

a.
causes more of the good to be consumed when the price of the good falls (substitution effect ignored)

b.
causes less of the good to be consumed when the price of the good falls (substitution effect ignored)

c.
causes consumers to have more income when the price decreases and this effect always outweighs the substitution effect

d.
is positive

18. A substitution effect:

a.
works with an income effect for a normal good

b.
works opposite an income effect for an inferior good

c.
always works in the opposite direction as an income effect

d.
a and b

e.
none of the above

19. A Giffen good:

a.
is always the same as an inferior good       

b.
is the special subset of inferior goods in which the substitution effect dominates the income effect

c.
is the special subset of inferior goods in which the income effect dominates the substitution effect

d. 
leads to a downward sloping demand curve

20. Assume that as the price of product X decreases, the demand for product Y increases.  It can then be concluded that,

a.
X and Y are substitutes     c.  X and Y are complements

b.
Y is an inferior good       d.  Y is a Giffen good

21. If the price-consumption curve for X is horizontal, then:

a.
the price elasticity of demand for X is greater than 1 

b.
the price elasticity of demand for X is less than 1

c.
X is an inferior good                                 

d.
the price elasticity of demand for X is equal to 1

22. The demand for Chevrolet Chevettes is              elastic   than the demand for cars in general:

a.
more    b.  less   c.  the same   d.   cannot be determined

USE THE FOLLOWING GRAPH FOR THE NEXT THREE QUESTIONS:


23. When the price of x falls to Px, the substitution effect is:

 a.
L-K     b.   M-K     c.  N-K     d.  N-L    e.  N-M    

24. When the price of X rises to P'x the income effect is:  

   a.   L-K     b.   M-K     c.  N-K     d.  N-L    e.  M-L

25. Which of the following statements is true:

a.
both goods are normal

     
b.
neither good is a Giffen good                          

c.
the income effect reinforces the substitution effect for the price fall              

d.
the income effect reinforces the substitution effect for the price rise       

   e.
all of the above are true                                                    

26. The elasticity of demand for Mrs. Baird's bread is           for bread in general.

      a.  greater than    b.   less than    c.   the same as

27. "Alfred Marshall first described the case of the upward-sloping demand curve and gave credit for the idea to..."  

a. 
Adam Smith


c.   Thomas Malthus 

b. 
John Locke       
    
d.   Robert Giffen

28. When a good is price inelastic: 

      a.
consumer expenditures increase with all price increases

b.
consumer expenditures decrease with all price increases

c.
consumer expenditures do not change with all price increases

d.
consumer expenditures are not related to price elasticity of demand

29. In which of the following instances will total receipts decline: 

a.
price rises and demand is elastic

b.
price rises and demand is inelastic

c.
price falls and demand is elastic

d.
price rises and supply is elastic



30.  When a good has a unitary price elasticity:


a.
consumer expenditures for the good change in the same direction and unit-for-unit with a price change

b. consumer expenditures for the good change in the opposite direction to a price change, but not unit-for-unit

c. consumer expenditures for the good do not change when the price of the good decreases


d. 
consumer expenditures for the good change in the opposite direction and by the same percentage as any price change

31. If an increase in the New York state cigarette tax raises the average price of cigarettes from $0.90 to $1.05 per pack and the quantity sold decreases by 5 percent, the arc price elasticity of demand is approximately:

    
a. 0.33
b. 0.5
c. 0.7
d. 3.0
e. 3.3

32. Suppose a government policy to encourage computer use subsidized the price of computers by giving $50 to anyone who bought one.  But simultaneously everyone's income tax was increased so that as a result of both policies, everyone's level of satisfaction was unchanged.  Which of the following results would be correct?

    
a. 
there would be no change in actual behavior

    
b. 
the purchase of computers would rise only if they were inferior goods

    
c. 
the purchase of computers would fall, whether they were inferior or normal

    
d. 
the purchase of computers would rise, whether they were inferior or normal

e.
the purchase of computers would fall if they were inferior goods

33. Jake's demand for movies is such that he would buy one ticket per month at a price of $10, two if the price were $8, three if the price were $6, and 4 if the price were $4.  Suppose the actual price is $4.  How much consumer surplus would Jake enjoy?

    
a. 
$12    b.    $10    c.   $8     d.    $6     e.    $4

34. Which of the following would be an example of a positive network externality?                      

a. 
Customers at a lunch counter buy chicken salad sandwiches because they like the taste and the sandwiches are filling

b.
As soon as Jake discovered that everybody else was wearing bright suspenders, he stopped wearing his to the office

c.
Sally wouldn't think of buying bobby socks until she saw all her friends doing it

d.
When personal income grew by 10 percent, the sale of cheaper cuts of meat fell

e.
the real value of a diamond is in knowing there are so few around

35. If kisses at a carnival's "Kissing Booth" were free, people could conceivably consume all they wanted.  At this zero price, the elasticity of demand for kisses becomes:

    
a.
zero

    
b. 
relatively (but not completely) inelastic              

c.
unit elastic

    
d. 
relatively (but not perfectly) elastic

e.
infinite

36. The difference between what a consumer is willing to pay for a unit of a good and what must be paid when actually buying it is called:

    
a.
producer surplus      

b. 
consumer surplus

c.
profit per unit

    
d.
net utility      

37. The snob effect corresponds best to a:     

a.
negative network externality   

      b.
Giffen good                            

c.
positive network externality

d.
bandwagon effect

38. Assume that we have a demand curve of the form: log(Q) = a - b log(P) + c log(I), where Q = quantity, P = price, and I = income.  The income and price elasticities for the demand curve represented above are:

a.
always equal to one 

b.
always equal to zero

c.
always equal (i.e., income elasticity always equals price elasticity).

d.
always constant

39. If the demand curve is inelastic (in the relevant range) a price decrease leads to:

a.
a decrease in the total amount spent on the commodity

b.
an increase in the total amount spent on the commodity

c.
an increase then a decrease in the total amount spent on the commodity as the price falls below the price corresponding to the midpoint of this demand curve

e.
not necessarily any of the above

Essays:

1) The incidence of heart disease among women aged 30‑50 who are smokers has been found to be several times that of women in the same age bracket who are non‑smokers.  As a consequence, the women's caucus proposes that still higher taxes be imposed on every pack of cigarettes sold.  One Congresswoman argues: "First, the tax will cut back dramatically the rate of use of cigarettes.  Moreover, it will raise revenue for the Treasury."  Using your knowledge of price elasticity of demand, explain the paradox of this statement.

2)Assume that the demand for real lemon juice is:

Q = 500 ‑ 30P

and the supply is:




Q = 60P

 a) Find the general form of the elasticity of demand in terms of Q.

    (Hint: For the elasticity use the equation (Q/P)(P/Q),

    keeping in mind that the slope is constant for the above

    demand curve)


Note that the elasticity can be written as E=(dQ/dP)(P/Q)=-30*(P/Q). Now substitute for P in the numerator with P = -(1/30)*(Q-500).  I will let you do this last step. The elasticity formula becomes a function of only Q.  

Part b is easy to do after you have written this formula.

 b) Using the information in a), compute the elasticity for

 Q = 100, 200, 400 and 500.

3.
The State of Texas raised the price of personalized license plates last year.  After discovering that revenue from the sale of these plates had decreased, they later lowered the price.  What does this imply about the price elasticity of demand for these plates?

4.  
If demand is inelastic and price increases, what happens to total revenue?  Explain.

5.
Suppose price increases from $0.25 to $0.50 and quantity demanded decreases from 600,000 units to 300,000 units.  Compute the arc elasticity of demand. 

6) Suppose the quantity demanded of good X (Xd) depends only upon the price of X(PX), weekly income (Y), and the price of a related good Y (Py):  

              Xd = 200 ‑10PX ‑ 2Y + 10PY 

     a) Draw this demand curve for X when Y = $100 and PY = $5.   

     b) Draw this demand curve for X when Y decreases to $95.

7. Given:  Income = $100   Px = $1   Py = $2

a) Draw the budget constraint and show an indifference curve which would maximize this consumer's utility.

b) Let the price of good X increase to $2.  Show the change graphically, draw a new indifference curve to illustrate consumer optimum, and draw a budget constraint to show the substitution and income effect.

8. The ACME corporation determines that at current prices the demand for its computer chips has a price elasticity of -2 in the short run, while the price elasticity for its disk drives is -1.

a) If the corporation decides to raise the price of both products by 10%, what will happen to its sales?  to its sales revenue?

b) Can you tell from the available information which product will generate the most revenue for the firm?  If yes, why?  If not, what additional information would you need?

9. Suppose you are in charge of a toll bridge that is essentially cost free. The demand for bridge crossings is given by 

       P = 12 - 2Q.

a) Draw the demand curve for bridge crossings

b) 
How many people would cross the bridge if there were no toll?

c)
What is the loss of consumer surplus associated with the charge of a bridge toll of $3?

10. The wheat market is competitive with the market supply and demand curves:

QD = 20,000,000 - 4,000,000P

QS =  7,000,000 + 2,500,000P

where QD and QS are quantity demanded and supplied respectively measured in bushels, and P = price per bushel

a) Determine consumer surplus at the equilibrium price and quantity

b) Assume that the government has imposed a price floor at $2.25 per bushel.  How much will consumer surplus be REDUCED?  
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