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Economics 2000

577943

Lesson 3


Pg 78, 

1. "A good harvest will generally lower the income of farmers." Illustrate this proposition using a supply-and-demand diagram.
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2. For each pair of the commodities, state which you think is the more price-elastic and give your reasons :

Perfume and salt: Perfume is price-elastic because it is a luxury item & could be substituted more easily than salt.  Salt is a staple product.

Penicillin and ice cream:  Ice Cream is more price-elastic because other sweets could be substituted.  Penicillin is a drug that has little substitutes.

Automobiles and automobile tires:  Automobiles are more price elastic because motorcycles could be substituted and making a decision on new versus used automobiles, automobile tires have no substitute either you change your tires or they go flat. 

Ice cream and chocolate ice cream:  There is no other ice cream than chocolate!  But really when you look at a single flavor over the entire product line it is somewhat easier to substitute one flavor for another more so than changing from ice cream to a different treat.

3. "The price drops by 1 percent, causing the quantity demanded to rise by 2 percent.  Demand is therefore elastic with ED>1."  If you change 2 to 1/2 in the first sentence, what two changes will be required in the quotation?

The price drops by 1 percent, causing the quantity demanded to rise by 1/2 percent.  Demand is therefore inelastic with ED<1.

4. Consider a competitive market for apartments.   What would be the effect on the equilibrium output and price after the following changes (other things held equal)?  In each case, explain your answer using supply and demand.

a. A rise in the income of consumers.  With a larger income the demand for higher priced apartments would increase.  The demand curve would shift to the right with a higher equilibrium.

b. A $10-per-month tax on apartment rentals.  $10 per month tax would be a slight increase in moderate to higher priced apartments, but moderate in the lower priced markets.  The increase cost would be absorbed in all ranges with the most dramatic demand change in lower priced apartments with a shift to the left.  Lower priced market is inelastic demand, which would in effect cost the landlord in revenue because it might be next to impossible to change the rent.  All markets would see a change over the long run until the contracts came due, but eventually would be passed to the consumer.  The demand curve would shift to the left with a lower equilibrium.

c.  A government edict saying apartments could not rent for more than $200 per month.  If the government were to place a cap on rent; landlords would to bankrupt and the demand would skyrocket through the roof.  In this case there is no price elasticity.

d. A new construction technique allowing apartments to be built at half the cost.   This new construction technique would never make it's way into the consumer's pocket book, but if the savings were passed on to the consumer it would shift the demand to the right with a higher equilibrium.

e. A 20 percent increase in the wages of construction workers.  A 20% increase in the cost of construction would be passed on to new tenants at the new complexes.  This would also eventually be found in older apartments as well.  This increase would cause a demand shift to the left with a lower equilibrium.

5.  Explain and show graphically how the 1990-1991 embargo of Iraqi oil exports affected oil supply and demand and thereby the equilibrium oil price and quantity.
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When the embargo was started the supply was cut significantly, this shortage caused the price to increase until a new equilibrium was found.  As the price increased more companies wanted to produce more causing a higher supply than demand and the consumers started demanding less gasoline.  Higher supply and lower demand shifted the equilibrium back to the left.    

7. Consider what would happen if a tariff of $2000 were imposed on imported automobiles.  Show the impact of this tariff on the supply and the demand, and on the equilibrium price and quantity, of American automobiles.  Explain why American auto companies and autoworkers often support import restraints on automobiles.
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A $2000 tariff being imposed would cut into the profit margin of the import automobile manufactures, assuming the manufactures nor the dealers were willing to absorb this tariff the $2000 would be passed to consumers.  The increase in price would cause a demand shift to the left for imports and the opposite shift for American automobiles.  American automobiles companies and autoworkers support this because new car buyers would look more favorably, substitute, at American cars because they do not include an extra $2000, or they could raise the American sticker by $2000 to match the new price the imports are fetching.

Pg 94-95

1. Explain the meaning of utility.  What is the difference between total utility and marginal utility?  Explain the law of diminishing marginal utility and give a numerical example.

Utility is how consumers rank different goods & services, a scientific construct that economists use to understand how rational consumers divide their limited resources among the commodities that provide them satisfaction.  Marginal utility denotes the additional utility or pleasure arising from consumption of an additional unit of a commerce where total utility is the sum of all the marginal utilities up to that point.  The law of diminishing marginal utility states that, as the amount of a good consumed increases, the marginal utility of that good tends to diminish.  If a scoop of ice cream is one unit and the consumer consumed this unit then wanted another scoop, the extra scoop is considered a marginal utility.  As the consumer continues to consume more ice cream units the  total utilities increase and the marginal utilities decrease to a point where more units stop giving satisfaction.    
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2.  Each week, Tom Wu buys two hamburgers at $2 each, eight cokes at $0.50 each, and eight slices of pizza at $1 each, but he buys no hotdogs at $1.50 each.  What can you deduce about Tom's marginal utility of each of the four goods?

Basically Tom has $16 per week to spend on junk food.  Tom's marginal utility of hamburgers is satisfied at 2 units per week, or he just runs out of money, and is equal to the ratio of  MU/P of cokes & equal to the ratio of  MU/P of pizza, but Tom doesn't like hotdogs or the ration of  MU/P is higher than hamburgers, cokes and pizza.  

3.  Which pairs of the following goods would you classify as complimentary, substitute or independent goods:

Beef 

radio


Beef, Lamb & Pork are substitutes

Ketchup
television

Radio & Television are substitutes

Lamb 

air travel

Air travel & Bus travel are substitutes

Cigarettes
bus travel

Beef and Ketchup are complementary

Gum

taxis


Taxis, paperbacks, Cigarettes, Gum are independent in this 

Pork

paperbacks

list

Illustrate the resulting shift in the demand curve for one good when the price of another good goes up.  If Beef were to increase in price the demand for Pork would increase.
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How would a change in income affect the demand curve for air travel?    Assuming that the change in income for more money, air travel would benefit by selling more tickets.  Selling more tickets would change the demand to shift to the right.
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The demand curve for bus travel?  Once again assuming that the change in income was for more money, then bus travel would probably stay the same.  Some of the clients would be moving up to air travel but there would be similar amounts of new clients that would now be able to afford bus travel.

[image: image6.wmf]0

50

100

150

200

0

100

200

300

400

500

600

700

800

Quantity Supplied

Price in Cents


4. Why is it wrong to say, "Utility is maximized when the marginal utilities of all goods are exactly equal"?  Correct the statement and explain.

This statement does not address how the goods' marginal utilities are equal.  Utility is maximized when the marginal utilities of all goods are exactly equal per dollar of expenditure.  This is based on the fact that a consumer having a fixed income and facing given market prices of goods will achieve maximum satisfaction or utility when the marginal utility of the last dollar spent on each good is exactly the same as the marginal utility of the last dollar spent on any other good.

5.  Consider the following table showing the utility of different numbers of days skied each year:

Number of days skied
Total Utility ($)
Marginal utility ($)

0
0
30

1
30
25

2
55
18

3
73
15

4
88
10

5
98
0

6
98


Construct a table showing the marginal utility for each day of skiing.  Assuming that there are 1 million people with preferences shown in the table, draw the market demand curve for all ski days.  If lift ticket cost $20 per day, what are the equilibrium price and quantity of days skied?
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