2009 AP®* MICROECONOMICS FREE-RESPONSE QUESTIONS

MICROECONOMICS
Section 11
Planning time— 10 minutes
Writing time—50 minutes

Directions: You have 50 minutes to answer all three of the following questions. It is suggested that you spend
approximately half your time on the first question and divide the remaining time equally between the next two
questions. In answering the questions, you should emphasize the line of reasoning that generated your results; it is
not enough to list the results of your analysis. Include correctly labeled diagrams, if useful or required, in explaining
your answers. A correctly labeled diagram must have all axes and curves clearly labeled and must show directional

changes. Use a pen with black or dark blue ink.

1. CableNow is the only supplier of cable TV services offering a wide range of TV channels. CableNow is an
unregulated firm and is currently earning an economic profit. Assume that CableNow does not practice price
discrimination.

(a) Draw a correctly labeled graph for CableNow and show each of the following. Make sure your graph is large
enough to be legible.

(1) The profit-maximizing quantity of cable services, labeled as Q*
(i) The profit-maximizing price, labeled as P*
(iii) The area of economic profit, completely shaded

(iv) The socially optimal level of cable services, assuming no externalities, labeled as Qg

(b) Assume that the government grants CableNow a lump-sum subsidy of $1 million. Will this policy change
CableNow’s profit-maximizing quantity of cable services? Explain.

(c) Instead of granting a subsidy, assume now that the government chooses to require CableNow to produce the
quantity at which CableNow earns zero economic profit. On the graph you drew in part (a), label this

quantity Qg.
(d) At Qyg, is the firm’s accounting profit positive, negative, or zero? Explain.

(e) Assume that a new study reveals there are external benefits associated with watching TV. Will the socially
optimal quantity of cable services now be larger than, smaller than, or equal to the Qg you identified in part

(a)@v) ?
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2. The graph above illustrates the market for calculators. S denotes the current supply curve, and D denotes the
demand curve.
(a) Calculate the producer surplus before the tax.
(b) Now assume a per-unit tax of $2 is imposed whose impact is shown in the graph above.

(i) Calculate the amount of tax revenue.
(il)) What is the after-tax price that the sellers now keep?

(iii) Calculate the producer surplus after the tax.
(¢) Is the demand price elastic, inelastic, or unit elastic between the prices of $5 and $6 ? Explain.

(d) Assuming no externalities, how does the tax affect allocative efficiency? Explain.
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(a) b points:

e One point is earned for a correctly labeled graph for CableNow, with a downward-sloping
demand curve and with the marginal revenue curve below the demand curve.

e One point is earned for identifying the profit-maximizing quantity of cable services, Q*, at
MC = MR.

o One point is earned for identifying the profit-maximizing price of cable services, P*, on the
demand curve above Q*.

e One point is earned for showing the area of economic profit, completely shaded.

e One point is earned for identifying the socially optimal level of cable services, Qg, where the
MC curve intersects the demand curve.

(b) 2 points:
e One point is earned for stating that the lump-sum subsidy will have no impact on the quantity
of services CableNow produces.
e One point is earned for explaining that the lump-sum subsidy will not affect MC.

(c) 1 point:
¢ One point is earned for identifying the quantity of cable services, Qg where the ATC curve
intersects the demand curve.

(d) 2 points:
e One point is earned for stating that accounting profit is positive.
e One point is earned for explaining that accounting profit excludes implicit costs.

(e) 1 point:
e One point is earned for stating that the socially optimal quantity will be larger than Q.
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