Econ 360 Marietta College
Problem Set 1 Fall 2008

Microeconomic Theory
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"If the DEA intercepts 100 tons of cocaine, s@ply of cocaine will fall. This will cause theige to rise, which will
increase the supply back to its original positionTtue, False, or Uncertain. Explain.

What is the effect of each of the following etgeon the equilibrium price and quantity of newasbbiles?
a) The price of used autos increases.

b) The price of steel decreases.

c) Several firms exit the auto industry.

e) The price of gasoline increases &hdr glass becomes less expensive.

f) The price of train service decreases Hmgovernment imposes a tax on auto producers.

The number of lawyers in the US has increased the last decade. The wage rate of lawyersritaedsed over the same
time period. Use supply and demand analysis toaéixphis phenomenon.

The minimum wage is typically set above thekatclearing wage in the market for labor. Usingraph with an upward-
sloping supply of labor, a downward-sloping demfordabor, with the quantity of labor measured be horizontal axis and
the wage rate measured on the vertical axis, shewffect on the labor market of a minimum wageabetve the equilibrium
wage rate.

Judith loves cats, hates dogs, and is completdifferent to tropical fish. Draw her indiffere@curves between:
a) cats and dogs

b) cats and fish

¢) dogs and fish

In each case, plot the second animal on the haaraxis.

Use budget lines and indifference curves tiyae the effect of the following policies on theaqtity demanded of some
good, X.

a) Government gives the individual $500.

b) Government places a 5% tax on good X only.

c) Government places a 5% tax on both goods

If an organization like the Mafia effectively mapolized illegal activity, would you expect to elpge less crime than under
competitive free entry into this "industry"”

Your coffee mug company is currently producitgraoutput level of 200 units per month. Fixedts@re $500 per month.
At the current output level, you know that margioast is $10 and equal to average total cost.nAfwput level of 150, you
have determined that marginal cost would be $6eaul to average variable cost. The market pacgdur coffee mugs is
$8. If your goal is profit maximization, shouldwyeontinue at q = 200, increase g above 200, arceed below 2007?
Would you do better to shut down? (Hint: It midpet useful to sketch the cost curves and demane darthis firm.)

A monopolist produces 100 units of output wHdiR = MC and charges a price of $20. The average @ol00 units is $12.
Draw this situation on a graph.

a) What is total revenue, total cost, and ecooqmifit at this output level?

b) Suppose the government imposes a lump-sunf 808 on the monopolist. How does the monopadispond to this in
terms of price and output? lllustrate graphicallyhat are its profits now?

True or false: Robbery is simply a transfewealth from one individual to another, so from pgwent of view of one who is
interested only in maximizing social surplus, thisraothing wrong with it.

Blue laws in many states restrict the sale @§tmmonsumer goods on Sunday. Consumers, by egel Bppose the law
because many find Sunday afternoons the most c@ntdime to shop. Paradoxically, retail merchasgociations
frequently support the law. The Houston Associgtfor instance, has filed more than 40 lawsuitsireg violators, mostly
large retailers. Discuss the reasons for merclsaupporting Blue laws. Use the prisoner's dilemma.



12.

13.

14.

15.

16.

17.

Consider the game matrix below. Player A clay the strategies "High" and "Low," and Player & @lay the strategies
"Odd" and "Even."

Player B's
Strategies
Odd Even
Player A's Strategies  High A gets 0 Agets 3
B gets 0 B gets 3
Low A gets -2 Agets 4
B gets 2 B gets -4

a) Which outcomes in this game are Pareto op®imal
b) Which outcomes in this game are Nash equdtbri
¢) When would the upper left-hand corner be itkedyt outcome of this game?

Which of the following are private goods andwdll, therefore, be provided by the private seatat which are pure public
goods and should, therefore, be provided by thdigpsbctor? Explain your answers.

a) A swimming pool large enough to serve a muaidip

b) A fireworks display.

c) A heart transplant.

d) A wilderness area.

e) Protection from an epidemic disease.

Should society take as its objective the egdidin of all crime? Of all pollution? Of all acciaks? On what basis should
society allocate its scarce resources toward remuof crime, pollution, accidents, and other baidgs?

In the last decade, no-fault divorce laws Haaeome the norm. Ignoring for the sake of this fgwball the other factors that
influence the marriage decision and that have aidudgiring the same time period, what does the rteowe-fault divorce do
to the implicit (legal) price of divorce? What wdube your prediction about the effect of this cteimgthe implicit price of
divorce on the quality and quantity of marriaged divorces? If in the next decade, the states veerepudiate the
experiment in no-fault divorce and return to the i@gime, would you predict a change in the qualitg quantity of
marriages and divorces?

Suppose that an entrepreneur is consideringpbssible projects in which to invest. The fii31,, involves the production of
an output whose market is familiar and stable. r&li&e no uncertainty about the outcome of projett the entrepreneur can
be confident of earning a profit of $500 if shegslb1. The second project, D2, involves an unfpiediuct whose reception
by the consuming public is uncertain. If consumigte the new product, the entrepreneur can eadiitprof $1000.
However, if they do not like it, she stands to 184€0. Let D2's probability of success, p, be tua.25.

a) What is the expected value of D1?

b) What is the expected value of D2?

¢) What value of p would make the entreprenedifferent between the two projects?

This is a problem about the difference betwssmial and private costs. There are two ways tegetraetween cities A and B.
The train costs $1 and the trip takes one hourh Eadividual values his time at $1.50 per hour. ukss that the duration of
the train trip is independent of the number of peasing the train. One can also drive from A tdBj in this case the
duration of the trip depends on the number of oarthe road according to the following formula:

t=0.2 + 0.05N
where t = the duration of the car trip in hourg] &h=the number of cars on the road. Gasolirks, tand all other expenses
are $0.50 per trip, regardless of its duration.iAgall drivers value their time at $1.50 per hamd each car takes only one
person.
a) Calculate the cost to an individual of takihg train from A to B. (This is the individual's d¢a¥ a train trip, and it is also
the cost to society of one more person’s takingripefrom A to B by train.) What is the total cadtN people’s taking the
train from A to B? What is the social marginal costhe trip? How does that com-pare to the privateginal cost?
b) Calculate the cost to an individual of travglfrom A to B by car. How many individuals, N, witavel by car between
the two towns? (Hint: An individual will prefer take his car rather than the train up to the paiinthich the (private) cost to
him of car travel is equal to the private costrafit travel. Derive an equation showing the equalitthose private costs and
solve for N.)
¢) Unlike train travel, car travel imposes costsother people over and above the private costeseghon each individual
driver. Derive an equation that shows the totatso§N people’s taking their cars from A to B. bigithis equation and the
information from part (a) on the costs of trainve what is the socially opti-mal number of caesseling between A and B?
(Hint: In order to solve this part, you first needcalculate the social marginal cost of car trakel a total cost function of
the form TC = a + b®, the marginal cost is given by MC = a + 2bQ.c®gou have derived that equation, you need to



realize that the socially optimal number of car @écur when the social marginal costs of traid aar travel are equal.)
How does your answer for the optimal number oftdps in this part compare with your answer in {aj®

d) Can you suggest a public policy that will indwar travelers to behave in a socially optimahifas? That is, what policy
will induce car travelers to take account of theigocosts they impose in addition to the privaists they incur?

18. You have $30,000 in income. Your utility fuoct is shown in the chart below. There is one ckan a hundred that your
house will be struck by lightning, in which casenitl cost $10,000 to repair it. What is the high@rice you would be
willing to pay, if necessary, for a lightning raal protect your house?
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19. Clarence Bunsen is an expected-utility maximikgs preferences between contingent commoditydlaeg and ¢, likely to
occur with probabilities pand p, are represented by the expected-utility function

u(Cu, G, P, P2) = 1 (V C)+ P2 (V )

Clarence’s friend, Hjalmer Ingqvist, has offered&i him $1,000 on the outcome of the toss of a.cHhe rules are that if
the coin comes up heads, Clarence must pay Hj@mte00 and if the coin comes up tails, Hjalmer npast Clarence
$1,000. The coin is a fair coin, so that the pralifglof heads and the probability of tails are bbd#2. If he doesn’t accept
the bet, Clarence will have $10,000 with certaiflty.the privacy of his car-dealership office oaBunsen Motors,
Clarence is making his decision, using the pociktutator that his son, Elmer, gave him last Chrést. For most of the
guestions you can calculate the answer exactly pgthand paper. This may take a little imaginatiod perseverance. In all
cases where you must calculate the square roofanfi@ number, round off to the nearest whole nunhhet Event 1 be
“coin comes up heads,” and let Event 2 be “coin esup tails.”

a) If Clarence accepts the bet, then in Eventwt imany dollars will he have? And in Event 2, hownyadollars will he
have?

b) Because the probability of each event is 0s8,the values from part (a) to write out the forarfolr calculating Clarence’s
expected utility for a gamble in which he getsrcEvent 1 and cin Event 2.

c) Calculate Clarence’s expected utility if heeuts the bet with Hjalmer. (If you need help wifstcalculation, please see
me.)

d) If Clarence decides not to bet, then in Evehow much money will he have? And in Event 2 howchmmoney will he
have?

e) If Clarence decides not to bet, what will hipected utility be?

f) Having calculated his expected utility if hetdand if he does not bet, Clarence determineshaibibigher and makes his
decision accordingly. Does Clarence take the btV

Law and Legal Institutions
20. What is the primary difference between thetiegite sources of law in the common law and caiV kcountries?

21. Describe the hierarchical structure of the faldand state court systems in the common law c@snt What purpose does
this pyramidal structure serve?

22. How does the law change in the common law By3t&ive an example.
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What is the fundamental economic purpose gbgnty law?
What is the Coase Theorem, and why is it ingmdrto the economic theory of property law?
Explain the criticisms of the Coase Theoren éine made on the basis of wealth effects andrilevement effect.

According to the Coase Theorem, what ought ¢othe relationship between the level of transactiosts and public
intervention in private decision-making?

The traditional remedy for a nuisance is aarigfion, and the nontraditional remedy is damadesplain in a paragraph the
circumstances in which the former is more efficignatn the latter, and the circumstances in whielobposite is true

Calabresi and Melamed used the insights oCiese Theorem to discuss the efficiency of legdlequitable remedies for
protecting against property-rights infringemeriescribe their results.

Considerations of efficiency argue for timeitgron the duration of property rights in paterms @opyright. What are those
considerations? Is the social cost attributable lmnger duration of patent the same as the soecslattributable to a longer
duration of a copyright? Why has the duration pitent remained constant for two centuries butithe for the duration of
a copyright has expanded throughout that same pienesd? Could you argue for extending the lifeaofopyright even
further than the current “author’s life plus 70 g&aor is the current limit efficient?

Is it inefficient to grant every invention a-28ar monopoly right? How might you reform paté&aw in order to minimize
these inefficiencies?

Why do trademarks and servicemarks have ecaneathie? Do considerations of economic efficieamyue for a time limit
on the owner’s rights to use a trademark or semé&? Why or why not?

Should an owner of real property be able ta@se control over her property (in the sense dfigteating to whom her
property passes and the uses to which her propeput) after her death? What would be the ecoaangfficiencies of
society’s trying to prevent that control? What webhe the social costs of allowing that controboexercised for too long a
period after the owner’s death?

On efficiency grounds, how would you have dediBoomer? Compare your reasoning with that of the New Y@durt of
Appeals.

For fugitive property, the rule of tied possessas higher costs of administration than the oflfirst possession. True or
False? Explain

If “just compensation” for governmental takiisginterpreted to mean “fair market value” and tisathe only constraint on
governmental taking, will the government’s powerctompel the sale of private property be exercisédiently? Why not?

What additional constraint ought to be imposed e government’s power in order to confine the us¢hat power to

circumstances in which it is efficient to compes tale?

What is a regulatory taking? Should the gowemt be liable for compensating owners every tinegdimate governmental
regulation reduces the value of private properyy not? Under what circumstances should a redludti value following
a government regulation be compensable?

Describe the incentive effects for government private property owners of a rule afvays compensating private property
owners for regulatory takings. @&ver compensating them. What is the “paradox of corspton”? Is there a workable
legal solution to the paradox?

The city council is considering whether to passordinance that requires every restaurant anéhithe city to set aside a
minimum of 50% of its seating area for the exclasige of non-smokers. Those who are in favor@btidinance argue that
without the ordinance restaurants will not makecs@deconcessions to non-smokers and that, theresmekers will inflict
considerable external costs on non-smokers inuesits and bars. Those who are opposed to theamrck argue that there
is no need for governmental intervention: restaisramd bars have the right incentives to set asideoptimal amount of
space for smokers and non-smokers. Explain briedly the Coase Theorem might be used to analygasthie and take a
position for or against the ordinance and justify i
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The owner of a small bar closed for the nigid began counting the money. He was surprised hgsked armed robber.
As the thief was leaving the scene, one of theslpatron's who was loitering in the parking lott gdook at him. Using solid
circumstantial evidence, a well-known hood callexfty was arrested and, after he was chosen frameag by the patron,
Lefty was charged with the crime.

After working on the case, the prosecutor is urggerdbout her ability to win a conviction at triél.conviction will depend
in part upon the testimony of the eyewitness, vilesides being an unstable character, was drinkitigei bar just before the
robbery. It is difficult to foresee how well the eayitness will perform on the stand. The defenddmugh his lawyer,
begins plea bargaining with the prosecutor. Thesgeator and the defendant's lawyer, who have adoessich the same
facts, both conclude that there is a 50% chanee@iittal at trial and a 50% chance of conviction.

If convicted, the sentence would depend upon secerdingencies, but the most important one isideatity of the judge.

There are two judges in this jurisdiction, "hangihgdge Grim" and "lenient Judge Smiley". If theecds tried and a

conviction secured before Judge Grim, the probabigence is 36 months, whereas with Judge Smitepribbable sentence
is 12 months. The assignment of the case to dqitikdge is equally likely.

Representation of facts as a Decision Tree:

S5 LA Acquittal 36 months
I ( 5 |~ Judge Grir
5 .
Convictior

12 months
B Judge Smile

In the event of a trial, what punishment is 'eoted" in the mathematical sense by the attornégs® your answer in
“months.”)

The prosecutor has such a busy schedule thas sio¢ eager to try this case. She would be wjltmreduce the sentence that
she expects to obtain from a conviction by as nagh2 months to avoid a trial, but notrbgre than 12 months. What is the
minimum sentence which the prosecutor would aciceplea bargaining (threat value expressed in zep@son time)?
Similarly, the defendant, who is frightened hg possibility of a severe sentence and who doewauat to spend his money
on a trial, is willing to add as much as 6 month$iis expected sentence in order to avoid the teiogr and cost of a trial.
What is the maximum sentence which the defendaotdvaccept in plea bargaining (threat value exmeés certain prison
time)?

What is the surplus from cooperating and seftliather than trying the case, as measured inrptime?

Assume that the prosecutor and defendant batogéther. What sentencereasonable (Nash bargaining solution)?
Explain in a couple of sentences where the ‘sispcomes from for each party.

Now suppose that the legislation forbids pleayaiming and requires trying every case. The nm#treally expected prison
time when every case is tried equals

Food Co. built a warehouse in open land andsaential neighborhood grew up around it. Food. @w proposes to
expand the warehouse, which would increase itstproThe neighborhood is zoned "residential," whimplies that future
industrial and commercial developments are profibit (The warehouse has been allowed to remairubedawas there
before the residences.) Although zoned residentie neighborhood has become a suitable locatoncémmercial
development. One company, Developer Inc., is c@msig commercial development. The warehouse bgative impacts
upon commercial and residential activities in te@ghborhood.

Assume that the benefit from different uses ofléimel, including profits from businesses locatedt@nland, are captured by
land values. For example, Developer Inc.'s prdftten commercial development are captured by thd imlues when the
neighborhood is used for commercial purposes.

The following table shows the land values in thiginleorhood and the profits of Food Co. To illustraf the existing
warehouse continues to operate and Developer évelops the land for commercial use, then Foods@odfits equal
$20,000 and the neighborhood's land value equ#g,880.
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Neighborhood's Land Values
Residential Commercial
No Warehouse $230,000 $410,000
$0 $0
Food Co.'s Existing $210,000 $380,000
Profits Warehouse $20,000 $20,000
Expanded $200,000 $175,000
Warehouse $50,000 $50,000

What combination of activities by Food. Co. &weleloper Inc. is socially efficient?

Assume the town retains "residential” zoning forbids the commercial development sought by Dapyed Inc. Also assume
that Food Co. is permitted to expand the warehqueejded that it pays damages to compensate éofathin the
neighborhood's land values resulting solely fromwharehouse expansion. Will Food co. expand threlause?

Assume that the town zones the neighborhood fieential" and permits commercial development by Dayer Inc. To
develop the land, Development Inc. must buy thd larhich involves paying the residents the valuthefland in its
residential use. Also assume the town permits Femodo expand the warehouse. What combinati@attiities will result
if Food Co. and Developer Inc. cannot bargain wdlh other?

As in the preceding question, assume that tiva mnes the neighborhood "commercial" and peragtemercial
development by Developer Inc., and also assumtotine permits Food Co. to expand the warehouse. t\rabination of
activities will result if Food Co. and Developercloan bargain with each other ? (In answeringghistion, compute the
threat values, cooperative value of the game, la@durplus. Bear in mind your answer to the preaeduestion.)

When Abe graduated from Cal, he bought a diahnimig with a golden bear insignia to impress hghtschool friends. The
person most impressed was his old sweetheart, Beétay grew so fond of each other that Abe askat Rewear his ring.
Then the quarreling began. The relationship det&teal until, in a fit of anger, Beth enrolled astadent at Stanford. Abe,
naturally, broke off the relationship and askedtfar return of his ring. Beth replied that it veagift to her and she was not
about to return it. He answered that he had adpnéd it to her to wear for the duration of thaerfdship.

Abe and Beth are now involved in a legal disputerdkie ring. Beth possesses the ring and sherdedlzat she intends to
sell it. Abe threatens to sue her. In the evieait there is a trial and Abe wins, the ring willde¢urned to him. The ring is
worth $1,000 to Abe. In the event that there isad &ind Beth loses, she will forego the $400 #ie expects to get from
selling the ring. (The buyer does not know Abe a#itinot resell to him.) In the event of a triah@&h one expects to win with
probability .5. A trial will cost Abe $300 andhitill also cost Beth $300.

Abe and Beth start negotiating to reach a settl¢ e avoid a trial. The costs of settling out ofit are nil. Supply
numerical answers to the following questions comicgrthe bargaining situation.

The threat values or threat points are....

The value of cooperation is....

The surplus from cooperation is ...

The " reasonable" solution would be for Betheturn the ring to Abe and for Abe to pay Beth houch?



