Practice Questions 1
1. Define Allocative Efficiency (Google!). Use a relevant diagram to explain why allocative efficiency requires consumption and production where MB = MC. What is the key implication (the key consequence) of allocative efficiency?
2. ***	Suppose the government wants to impose an indirect tax (constant per-unit tax) on cigarettes. Who – consumers or producers – will bear a greater tax burden? Use a relevant diagram to explain your answer.
3. ***	“Tariffs are imposed to restrict imports, which will help the domestic economy”. Use a relevant diagram to evaluate the above statement (true or false?). Also, explain the effects of tariffs on consumers, producers, and the government. That is, who is better off or worse off?
4. Explain the differences between diminishing MU and diminishing MRS.
5. Explain the optimality condition: MUx/MUy = Px/Py. What does this condition imply?
6. In what conditions, can a corner solution to consumer optimization arise?
7. ***	Use a relevant diagram to evaluate the differences (pros and cons) between cash subsidy and voucher program.
8. ***	Is cash subsidy always better than voucher for consumers? Explain. 
9. ***	Use relevant diagrams to explain the differences between Hicksian Method and Slutskian Method in decomposing the price effect in the case of a price rise. Make sure to explain how consumers are “compensated” in both approaches.
10. According to the above question, under which approach do consumers get more compensation in terms of income? Why? (Hint: is holding utility or purchasing power constant more difficult?)
11. ***	Show how the demand curve for a Giffen good can be derived from the consumer choice diagram.
12. ***	Use a relevant diagram to explain why some workers may work less when they receive higher wage. (Hint: make sure to state key assumptions.)
13. ***	What is substitution bias? Use a relevant diagram to explain how CPI leads to the bias.
14. Use a relevant diagram to explain how consumer preference can be deduced/predicted from the actual/observed choices made by a consumer.

15. What do you think are the THREE most important factors that determine whether a person is a lender or a borrower?
16. ***	Suppose that a person has current income of 100$ and future income of 100$, which are his initial endowments; his MRS (or MRTP) between current and future consumption is equal to 1. Also, suppose that the market interest rate is 10%. Will this person borrow, save, or do nothing? Use a relevant diagram to explain how this person reallocates his wealth across time to maximize utility.
17. Consider two lotteries: the first with 50% chance to get 100$, and 50% chance to get 0$; and the second with 50% chance to get 75$, and 50% chance to get 25$. Why some people may prefer one lottery to the other despite both having the same expected value? Show numerically which lottery will be preferred by a risk-averse individual. (Hint: you can suppose a utility function of a risk-averse individual.)
18. ***	Use a relevant diagram to explain the risk-loving preference. Define risk premium and explain how it can be calculated on the same diagram.
