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1) Give a brief definition for the following notions (use a relatable example if necessary):
i. Pareto optimality: Pareto optimality or Pareto efficiency is an economic state where resources cannot be reallocated to make one person better off without another being made worse off.
i. A nonexclusive and nonrival good: A public good, no one can be excluded from its benefits and consumption by one does not preclude consumption by others.
i. Common good: A nonexcludable and rival good. For example, forests and fisheries.
i. Club good: An excludable and nonrival good. For example, encoded radio and tv broadcast.


2) Give brief definitions for the following problems and offer solution methods. 
i. Free rider problem: Individuals’ unwillingness to share in the cost of a public good. The free rider problem can be overcome through measures that ensure the users of a public good pay for it. Such measures include government imposing a tax on everyone, social pressures, and/or turning the public good into an excludible good.
i. İmperfect information: A situation in which the buyers and/or sellers do not have all the information necessary to make the best decisions for themselves (i.e. Asymmetric information). The informational problems can be partially resolved by screening. Screening refers to an action taken by the uninformed party that induces the informed party to reveal information. An example is asking job applicants for references even if a company isn’t going to contact them.
iii. Adverse selection problem: A problem that occurs when buyers and sellers have different amounts of information about the good for sale and use that information to the detriment of the other. Informational problems can also be partially resolved by signaling. Signaling refers to an action taken by an informed party that reveals information to an uninformed party that offsets the false signal that caused the adverse selection problem in the first place. As an example, lowering the offering price of a secondhand car would provide a signal that the car is a lemon (a faulty car). Therefore, buyers reasonably would equate low prices with low quality.
iv. Moral hazard problem: A problem that arises when people don’t have to bear the negative consequences of their actions. For example, people with insurance tend to be less careful, because the consequences of not being careful are reduced. Since moral hazard problem is also an informational problem like adverse selection problem, it can be reduced by signalling and screening. 



3) What are sources of market failures?
Market failure is a situation in which the invisible hand pushes in such a way that individual decisions do not lead to socially desirable outcomes. We consider three sources of market failures: externalities, public goods, and imperfect information.

4) Briefly define the income and substitution effects. Give an example where the income effect surpasses the substitution affect.
The reduction in quantity demanded because the increase in price makes us poorer is called the income effect. (we’re poorer due to the rise in price). Second, the reduction in quantity demanded because relative price has risen is called a substitution effect. 2 For any other sort of good, as the price of the good rises, the substitution effect makes consumers purchase less of it, and more of substitute goods; for most goods, the income effect reinforces this decline in demand for the good. But the type of good, that is called Giffen Good, income elasticity is negative that this contrary income effect more than offsets the substitution effect, and the net effect of the good's price rise is to increase demand for it. Potatoes during a famine in Ireland in the 19th century were proposed as an example.
5) A consumer has an income of 180 TL per month and he wishes to spend all of it on two goods A and B, whose prices are 3 and 5, respectively. (Put A in the vertical axis)

a) Draw the budget line


A
B
60
36








b) Write the budget constraint equation.

PA.A + PB.B = Y,	 Y stands for income, 	3A + 5B = 180

c) How will budget lines be affected by following situations (assume each time you start from initial budget constraint).

i) Doubling of money income and doubling of all absolute prices.

Nothing changes.		6A + 10B = 360

ii) A doubling of money income and a doubling of price of B.

A
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60







           iii) Doubling of price of A, assuming all other things constant.
A
B
30
36
60


6A + 5B = 180



iv) An increase in income by 60.A
B
80
48
36
60


3A + 5B = 240



d) Consumer is currently maximizing his/her utility and consumes both A and B. Illustrate her initial equilibrium in an indifference curve/budget line diagram (put B on the horizontal axis.) Suppose that, the price of B decreases. Draw consumer’s new budget line. Using the concepts of the income and substitution effects, show consumer’s new utility maximizing consumption of A and B assuming that B is an inferior good for the consumer.
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In the diagram above, consumer is initially consuming at point X on her original budget line. When the price of B decreases consumer’s budget line moves out along the horizontal axis and her consumption moves to point Z. We can break the move from X to Z down into two parts. If we let consumer see the new relative prices but keep her on her original indifference curve she will go to point Y (tangent point of original indifference curve and the new relative prices). We see that her consumption of B would increase from B1 to B2. This is the substitution effect. The only difference between her choice at point Y and at Z is her income (the budget lines have the same slope). As she moves from Y to Z her consumption of B decreases from B2 to B3. This is the income effect. Since her consumption of B fell (when income increased) B must be an inferior good for her.

6) Deniz is trying to decide how much coffee, tea and biscuits to buy. A packet of coffee, tea and biscuits cost 5 TL, 4 TL and 2 TL respectively. Suppose she has an income of 43 TL.
	
	Coffee
	Tea
	Biscuits

	# of each
	TU
	MU
	MU / P
	TU
	MU
	MU / P
	TU
	MU
	MU / P

	0
	0
	
	
	0
	
	
	0
	
	

	1
	75
	75
	15
	100
	100
	25
	60
	60
	30

	2
	130
	55
	11
	180
	80
	20
	110
	50
	25

	3
	170
	40
	8
	240
	60
	15
	140
	30
	15

	4
	200
	30
	6
	292
	52
	13
	156
	16
	8

	5
	220
	20
	4
	324
	32
	8
	170
	14
	7

	6
	225
	5
	1
	340
	16
	4
	178
	8
	4



a) Fill in the empty cells of the table above.
b) Does Deniz’s response to all goods obey the law of diminishing marginal utility?
As Deniz consumes more of coffee (or tea or biscuits), the utility derived from each additional unit of them is less than the utility derived from consumed before. As the number of all consumed goods increase, the marginal utility derived from additional unit decreases. Therefore the utility that Deniz derived from successive units of all goods diminishes as total consumption of the goods increase, so that Deniz’s response to all goods obey the law of diminishing marginal utility. 

c) How many units of each good should she purchase to maximize total satisfaction?
PCoffee QCoffee + PTeaQTea + PBiscuits QBiscuits = 43
5 * QCoffee + 4 * QTea + 2 * QBiscuits = 43
To maximize the level of satisfaction; the following condition should be hold.
(MUCoffee / PCoffee) = (MUTea / PTea) = (MUBiscuits / PBiscuits) 
This holds for following pairs of coffee, tea and biscuits; (1,3,3), (3,5,4), (5,6,6). However, the consumption pair must also satisfy the budget constraint. Since the only (3,5,4) pair satisfy both of the constraints, Deniz  should maximize his satisfaction by consuming 3 units of coffee, 5 units of tea and 4 units of biscuits.

d) If her money income were cut to 23 TL, how many units of each should she purchase to maximize total satisfaction? 

If income were cut to 23 TL, bundle of (1,3,3) satisfies both constraints.

7) Suppose that Hakan allocates all his income on goods X and Y. The price of good X is 4 TL and the price of good Y is 6 TL per unit. Suppose that total utility function of Hakan is as follows:
TU = X2 + Y2
Where X and Y represents the quantity of good X and Y consumed respectively.
a) Obtain the marginal utility functions of good X and Y.

 	

b) If Hakan’s income is 130 TL, by using the information you obtain above, find that how many units of each good should Hakan purchase to maximize his total satisfaction. 
Utility maximization condition:  		or  	 
		
From budget constraint:   4X + 6Y = 130
If we solve these two equations simultaneously, X=10, Y=15; (X, Y) = (10, 15).
c) Suppose that Hakan consumes the bundle (X, Y) = (3, 18). Does this consumption bundle maximize the consumer’s utility? Why or why not? Explain by drawing a graph and making necessary calculations (Put Y on the vertical axis).
MUX/PX = MUY/PY    , then       -(MUX/ MUY) = -(PX /PY)       
At point A;
3/18 is not equal to 2/3.
At E, MRS equals to slope of the budget line.
All of the income is spent, consumer is at point like A= (3, 18).
However, at A, since MRS is not equal to slope of budget line, the equilibrium condition fails. Point A is not equilibrium, i.e. consumer’s utility is not maximized. 
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d)  If the bundle in (c) does not maximize utility, what should this consumer do?

At A, consumer is using 3 X, and 18 Y. since MRS is not equal to slope of budget line, consumer should change his bundle to maximize utility. Then he should go to point E, given this budget constraint. So, in order to maximize the utility by spending all of income, consumer should consume less Y and more X as consumption of Y (X) decreases (increases), till point E. At point E, MRS is equal to the price ratio, utility maximization is satisfied.

8) Define bounded rationality and explain why bounded rationality might be a more realistic assumption for much of human behavior than pure rational choice.

Bounded rationality is rationality based on rules of thumb, such as “you get what you pay for” or “follow the leader.” Even though such rules of thumb do not result in utility maximization, they may be more realistic assumptions for much of human behavior because the decision-making demands of pure rational choice are beyond human capability. Rational choice requires the comparison of the ratio of MU to price for different consumption possibilities. This may seem a reasonable procedure when a small number of alternatives are involved. But to engage in pure rational choice when a very large number of alternatives are involved (such as all the different consumption possibilities that might contribute to utility) is not realistically possible. Bounded rationality avoids having to make all these calculations, by following rules of thumb.
[bookmark: _GoBack]



PART B- MULTIPLE CHOICES
1. When money income increases while the prices of all goods remain unchanged
a) the budget line shifts inward
b) the slope of the budget line increases
c) the slope of the budget line decreases
d) the budget line shifts outward with the same slope
2. If the price of a product X rises, then the resulting decline in the amount purchased will
a) necessarily increase the consumer’s total utility from his aggregate purchases.
b) increase the marginal utility of this good.
c) increase the total utility from purchases of this good.
d) reduce the marginal utility of this good.

3. The hypothesis of diminishing marginal utility can be used to explain why total utility curves
a) have positive slopes				b) have negative slopes
         c) become flatter as quantity increases		d) become steeper as quantity increases

4. As a consumer moves down on the indifference curve
a) his level of satisfaction varies with the bundles of goods
b) the combination of goods will remain constant although the level of satisfaction will vary
c) the combination of goods will vary, but the level of satisfaction will remain constant
d) both the combination of goods and the consumer’s income level will remain constant

5. The substitution effect causes a consumer to buy less of a product when its price rises because
a) consumer’s real income has decreased.
b) consumer’s real income has increased.
c) product is now less expensive in comparison to other products.
d) product is now more expensive in comparison to other products.

6. Which of the following statements concerning indifference curves is FALSE?
a) An indifference curve shows all combinations of goods that give the same amount of satisfaction
b) The indifference curve which is further away from the origin represents the greater amount of satisfaction 
c) Diminishing slope of indifference curve shows that consumer has greater amount of it and she is willing to exchange for another good
d) An increase in real income will cause an indifference curve to shift outward

7. All points on or below a budget constraint
a) are attainable with the given income.				b) are equally desirable.
c) represent bundles that exactly exhaust the income available.	d) are unattainable.
8. Suppose that Ali allocates all her income on food and shelter. The price of food is 10 TL and the price of shelter is 12 TL per unit. Suppose further that the following equations represent the marginal utilities of food and shelter, respectively. 
 	
where F and S represent the quantity of food and shelter consumed, respectively and and are           measured in million utils. If Ali’s income is 85TL, how many units of each good should he purchase to maximize his total satisfaction?
a) 9 units of F, 10 units of S			b)   9 units of F, 9 units of S
c)    7.5 units of F, 6 units of S                                   d)   8 units of F, 10 units of S
9. The marginal utilities of consuming an additional unit of good A and good B are 10 and 4 respectively. What set of price for A and B respectively would be consistent with consumer equilibrium?
              a) 4 TL and 4 TL	b) 5 TL and 2 TL	c) 2 TL and 5 TL	d) 4 TL and 10 TL
10. If the price of a normal good X rises;
a) the income and substitution effects will both induce the consumer to buy less of X.
b) the income and substitution effects will both induce the consumer to buy more of X.
c) the income effect will induce the consumer to buy more of X and the substitution effect will induce him to buy less.
d) the income effect will induce the consumer to buy less of X and the substitution effect will induce him to buy more.

11. Suppose that  exceeds . To maximize the utility, consumer who is exhausting her money income should buy
a) less of X only if its prices rise.		b) more of Y only if its prices rise.
c) more of Y and less of X.		d) more of X and less of Y.

12. Which of the following is FALSE?
a) Points on a budget constraint represent bundles of the goods that exactly use up household’s income.
b) Points below the budget constraint represent bundles of the goods that do not use up all the household’s income
c) If bundles A and B lie on the budget constraint, we can deduce that the household is indifferent between the two bundles.
d) If the price of one good decreases without any other changes, the budget constraint will swivel or rotate outward

13. A consumer’s demand curve for a product is downward sloping because
a) total utility falls below marginal utility as more of a product is consumed.
b) marginal utility diminishes as more of a product is consumed
c) time becomes less valuable as more of a product is consumed.
d) the income and the substitution effects precisely offset each other.

14. In moving along a given budget line:
a) The prices of both products and money income are assumed to be constant.
b) Each point on the line will be equally satisfactory to consumers
c) Money income varies, but the prices of the two goods are constant
d) The prices of both products are assumed to vary, but money income is constant.

15. If food is on the vertical axis and shelter is on the horizontal axis, a set of indifference curves that are quite steep
a) reflect a preference pattern that generally values shelter high relative to food.
b) imply that food has a higher relative value than shelter for this consumer.
c) say nothing about how the consumer feels about the two goods until a budget line is introduced.
d) Mean that the two goods are perfect substitutes,
16. The substitution effect refers to a change in quantity demanded that occurs due to a change in
a) purchasing power			b) income
          c) marginal utility				d) a good’s relative price

Answer the following five questions by using the information given below.
Hakan is choosing how to allocate her spending between CD’s and clothes. The figure below shows his budget line and an indifference curve. 
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17. On which point Hakan maximizes his utility?
              a)  f   	     b)    c   	      c)   d          	 d)  e      	   e)  b
18. On which point Hakan buys only CD’s and no cloths?
a)  f   	     b)    c   	      c)   d          	 d)  e      	   e)  b

19. Which point  yields the same satisfaction as at point d but Hakan can not afford?
a)  f   	     b)    c   	      c)   d          	 d)  e      	   e)  a

20. Which point is the consumption bundle preferred to point d but Hakan can not afford?
a)  f   	     b)    c   	      c)   d          	 d)  e      	   e)  a
      21.  At point d:
        a) 	    b)          c)           d) All of the above hold true

