Exam 1 Review
General knowledge 
For all papers you should be able to answer the following questions:
1. What were the main questions raised by the authors and/or the main goal and purpose of the article?

2. What did the authors find?

3. What were the major contributions of this paper to the field of public choice economics?

For the following material/articles you should know the model (graphs and/or math), and be able to work with those models (i.e. be able to interpret minor changes).

1. All material from class notes – January 12th to 26th.
2. “The Political Economy of the Rent-Seeking Society” by Anne O. Krueger.
3. Blais and Dion.  “Are Bureaucrats Budget Maximizers?  The Niskanen Model and Its Critics.”
For the following material/articles you should know the empirics (have some general understanding of the model and results) 

1. “Bureaucratic Performance and Budgetary Reward” by Warren, R.S., Jr.

Just know what equations 1-4 are saying and what the results for β, λ, and γ mean.

Review and Practice Questions
The following are some basic questions about international trade.  You should be able to do these so that you can adequately understand how rent-seeking affects the basic international trade results.

1. Suppose there are 30,000 hours of labor available in country A.  Five hours of labor are required to produce 1 unit of X, while 6 units of labor are required to produce one unit of Y.  The world price ratio (Px/Py) = 1, and A imports 2500 units.

a. Draw and label A’s PPF.

b. Draw A’s CPF and trade triangle.

c. What good does A export and how much of it do they export.

d. Suppose instead that the world price ratio is ½.  Redraw the PPF, CPF and trade triangle (given they still import 2500 units).

2. A country that imposes a tariff is represented in the diagram below (small letters refer to areas).
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Use the letters to answer the following:

a. What is the producer surplus gain? 

b. What is the consumer surplus loss?

c. How much is tariff revenue?

d.  What is the production deadweight loss from the imposition of the tariff? 

e. If this were an import quota, which area would represent quota rents?

3. Consider the following example of the Ricardian  model which focuses on trade from tech. differences:

Units of output per unit of labor:





Uruguay (U)
Switzerland (S)

  Dairy products (D)
       
       5

       10

  Plastics (P)

       
       2

       10

  Labor Force
  
 2,000

  1,000

a. Draw the PPFs on one graph (put D on the horizontal axis) and label the endpoints.  

b. Which country has an absolute advantage in plastics?

c. Which country has an absolute advantage in dairy products?

d. Determine and state each country’s opportunity cost of dairy products.

e. Which country will export plastics?

f. Draw a sample CPF for each country.
The following are some actual problems from last year’s exam.

Short answer:
1. (5)  Give and explain two different concrete examples of how a benevolent social planner could improve on the free market outcome.

2. (4) Krueger discusses several other (non-international trade related) forms of rent-seeking.  List and explain two of these.

3. (4)  Give four reasons why a bureaucrat would benefit from a larger budget.

Long problem:

This is from spring ’09.  Below is an extended problem that was on the fall ’09 exam.
1. Recall the regulation model where legislators apply regulations to garner votes.  Votes are a function of producer utility (UR) and consumer utility (UC).  The legislator’s vote/utility function is V = V(UR, UC).  If UR = R, and UC = K – R – L, where K is a constant and R and L are shown in the typical monopoly versus competitive market outcome below.
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Obviously, both UR and UC are affected by the eventual price (P) set by the legislator because both R and L are affected by that price.

a. Derive, in general, how the legislator’s votes are affected by the price (i.e. show his/her optimization condition).

b. The legislator derives more votes by increasing producer utility than consumer utility.  Why is this?

c. Even though the legislator derives more votes by increasing producer utility than consumer utility, he/she will not set the price at Pm (the price that maximizes producer utility).   Explain why!!  (Hint: both 
[image: image1.wmf]dP

dL

and

dU

dV

C

will always be positive).

d. Now suppose the demand equation is given by 
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, and MC = $20.  Write R as a function of the price and show that the price that maximizes producer utility is $60.

e. Given the MC and demand equation above, find the maximum possible consumer surplus (hint: this will be when the market is competitive).

f. Now suppose that (in addition to the information in parts d and e), the legislator get votes according to 
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.  Find the price that maximizes the legislator’s votes.

1. (6)  Recall the regulation model where legislators apply regulations to garner votes.  Votes are a function of producer utility (UR) and consumer utility (UC).  The legislator’s vote/utility function is V = V(UR, UC).  UR = R, and UC = K – R – L, where K is a constant and R and L are as usual in the typical monopoly versus competitive market model.  


Suppose (as in our review) that the demand equation is given by 
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, and MC = $20.  Given 
this setup of the model, we have already found that  
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We have also found that if 
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, then the legislator’s vote-maximizing price is $52.

a. Given this scenario, suppose 50% of the monopolist’s eventual rents are dissipated (typically this number is closer to 90%) through rent-seeking.  Is the economy better or worse off than if the monopoly were completely unregulated?  Show work: you should include rents and deadweight losses with regulation and without.

The DWL without any regulation is L(60) = $800.  The traditional DWL with regulation is L(52) = $512 and the DWL from rent-seeking with regulation is 0.5*R(52) = $768.  So DWL with regulation = $1280, which is much greater than $800. 
b. Repeat your analysis above if only 1/3 of the monopolist’s eventual rents are dissipated.

Here the DWL from rent-seeking with regulation is (1/3)*R(52) = $512.  So DWL with regulation = $1024, which is still much greater than $800. 

_1265654552.unknown

_1314342448.unknown

_1314342627.unknown

_1265655179.unknown

_1265654517.unknown

