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Indicate whether each of the following statements is TRUE or FALSE and carefully justify your answers. No
credit will be given without justification. (6 points for questions 1-5; 10 points for questions 6 and 7)

1. If a consumer spends all her/his income on just one good, then both the income elasticity of demand and the

price elasticity of demand for that good are equal to one. (Note: the price elasticity of demand is defined
to be positive.)

2. A monopolist always produces where the demand curve has the price elasticity of demand greater than one;
a monopsonist always buys where the supply curve has the elasticity of supply less than one.

3. In atwo-person exchange economy, it is impossible for any Pareto improvement if the two persons have
identical homothetic preferences.

4. Inatwo-period intertemporal decision model, a lender in the first period may remain a lender or become a

borrower in the second period when the interest rate decreases. However, if the lender remains a lender,
the amount she/he lends to others must decrease.

5. Negative externalities are bad so that government interventions to reduce them are justified. Positive

externalities, however, are good, and there is no reason for government interventions in this case.

6. As long as the isoquants of a constant returns to scale production function F(K, L) are strictly convex, then

both the marginal product of labor (MP;) and the marginal product of capital (MPg) are everywhere
diminishing.

7. 1o the figure below, SMC is the short run marginal cost curve of a competitive firm. Suppose that SDP is
the price corresponding to the firm’s shut-down point, BEP is the price corresponding to the firm’s
break-even point, and P is the market price faced by this firm. Then, area B in the figure represents the
ftrm’s loss.  PRICE, COST
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