Econ 101
Fall 2000
Answers to Thanksgiving Handout

1. Pogtive vs Normative
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2. Opportunity Cost and PPF

a. For New Zedland y-intercept is (0,1200) and x-intercept is (400,0). For
Audrdia, y-intercept is (0,400), x-intercept is (1200,0).

b. New Zedand has the comparative advantage and absol ute advantage in wheat
production; Australia has comparative advantage and absolute advantage in
cotton production.

c. New Zedand could produce more whest (giving up 1 unit of cotton
production increases whesat production by 3 units) while Austrdia could
produce more cotton (giving up 1 unit of whegt increases cotton production by
3 units), and then they could trade with each other. In the extreme, New
Zedand could produce 1200 units of wheat, and Australia could produce 1200
units of cotton in contrast to their current level of total production of 720
bushels of wheat and 720 bales of cotton.

3. Excise Tax

a. Equilibrium priceis $6, and equilibrium quantity is 4 million units
The demand curve has avertica intercept at (0,10), and the supply curve hasa
vertica intercept at (0,2).

b. New supply curveis P = Qg +4.

Therefore, the new supply curve has a verticd intercept of (0,4).

c. After-tax equilibrium price equas $7, after-tax eguilibrium quantity equals 3
million units, net price is $5. Tax revenue equas $6 million (tax is $2 per unit,
quantity sold in the market is 3 million units), consumer tax incidence is $3
million, and producer tax incidence is $3 million. Dead-weight lossis $1
million.

4, Market Demand and Supply

a. Individua demand curve intersectsthe y-axis at (0,0.8) and x-axis at (8,0).
There are 10 officersin the market with identica demand curves. So, the
market demand intersectsthe y-axis at (0,0.8) and x-axis at (80,0).

b. Theequation for market demandis P =-0.01Q, + 0.8
c. Equilibrium price is $0.50, equilibrium quantity is 30 donuts and each officer
buys 3 donuts.



Demand and Supply

a.  Supply shiftsto the left and the equilibrium price increases while the
equilibrium quantity decreases

b. Demand for orange juice shiftsto the right, both the equilibrium price and the
equilibrium quantity incresse.

c. Demand for orange juice shiftsto the right (orange juice is norma good), both
the equilibrium price and the equilibrium quantity increase.

d. Demand for orange juice shifts to the right, both the equilibrium price and the
equilibrium quantity increase.

e. Supply shiftsto the left and demand shifts to the right. Equilibrium price
increases, quantity is indeterminate.

Agriculturd Programs

a. Pricewill be P3 with the market supplying Qs, consumers purchasing Qy, and
the government buying and storing Q, - Q, . Cost of this program to the
government is P,(Q, - Q). Disadvantage of the program is that the
government must store its purchase.

b. Priceto consumerswill be P1 with Qs units supplied. Farmers will receive P3
with the government paying asubsidy of P, - P, per unit, and the cost to the

government is (P, - P)Q..
Elasticity

1. Price, 2. Quantity demanded, 3. Price, 4. (1/dlope)(P/Q,, ), 5. a apoint,
-Q, P + P, 0

dory
10. unit eadtic, 11. elastlc, 12. an dadtic, 13. aunit dadtic, 14. anindadlic,
15. unit dadtic, 16. dastic, 17. down, 18. indadtic, 19. up, 20. unit dadtic,
21. cross price, 22. quantity demanded of good X, 23. price of good Y,
24. complements, 25. subgtitutes, 26. income, 27. quantity demanded of good X,
28. income, 29. normal, 30. inferior, 31. price, 32. quantity of good X supplied,
33. price of good X, 34. negative

, 7. between two points, 8. positive, 9. indadtic,

Budget Lines

a. If pizzaisonthey-axis, then y-intercept is (0,24) and x-intercept is (40,0).
Budget lineislinear.

b. Budge line shifts toward the origin, but is parale to the first budget line

since prices have not changed. y-intercept is (0,18) and x-intercept is (30,0).

Budget line has y-intercept of (0,24) and x-intercept of (30,0).

Budget line has y-intercept of (0,40) and x-intercept of (40,0).
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Indifference Curves

a True, b. True, c. True, d. True

Consumer Choice

o0 oW

The y-intercept is (0,10) and the x-intercept is (40,0).

The budget line should be just tangent to the indifference curve a (4,24).
80 utils

Nothing about absolute amount of tota utility; we do know heis maximizing
histotd utility

Utility

See textbook for definitions.

Income and Substitution Effects

a

~ 0

Cake = 10 — Coffee.

Thisisthe line that shows al the combinations of coffee and cake that Mary
can afford and that exhaust her income.

Cake = 10 — 2 Coffee.

Mary can no longer afford as much coffee asinititally since the price of coffee
has increased.

Coffee consumption has decreased from 5 unitsto 3 units.

$15

Cake = 15 - 2 Coffee

Income effect is 1 cup of coffee; subgtitution effect is 1 cup of coffee.

Cost Functions

TFC =100, TVC =6Q

Fixed cogts: plant and equipment, e.g. tractors, silos, barns, etc.
Variable cods: labor expenditures, fertilizers, peticides
ATC=(100+6Q)/Q

AVC=6Q/Q=6

AFC=100/Q

Sketch graph based on table of values using the equations you derived in part
(©).

Find MC by looking at the change in total cost divided by the changein
output. MC = 6 for dl output levels.

The graph of part (d) should look like:



ATC
6 AVC=MC
AFC

AFC hasits usud shape. It is declining as output increases. By definition, ATC is
AFC plusAVC. AVC is congtant in this question. Therefore, the vertica distance
between ATC and AFC is constant and equals 6. AVC and MC are both
congtants. Note also that ATC is decreasing as output increases. Thusthisisan

example of increasing returns to scale. Y ou can reduce the unit cost of production
as you produce more and more.

14. Perfect Competition

a. Short-run equilibrium in a perfectly competitive industry in which individud
firms make short-run economic profits.
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b. Sincethere are opportunities of postive economic profitsin this industry, and
gnce there are no barriersto exit or entry, new firmswill enter in this market to
exploit the positive profits. Entry continues until profits are zero in the long-run.



As more firms enter in this market, supply will increase and market supply curve
will shift to right (shown by S in the diagram below). Given the market demand
curve, thiswill pull the price down (shown by P in the diagram), and
equilibrium quantity will increase (shown by Q). Each firm in the industry will
produce q " instead which is lower than g . Although the new equilibrium
quantity produced by an individud firm is lower than the old equilibrium

quantity, industry output will be higher due to alarge number of firms entering.
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The supply curve shiftsto right until profits become zero, that is, until priceis
equal to ATC.

. Short-run equilibrium in a perfectly competitive industry in which individua
firms make short-run economic losses:

C

P
S ATC
ATC \\ AVC
P \\\ >
/ AVC LOSSES
D
Q Q q
Market Frm

. Inthe short-run, there are economic losses. Notice that in the diagram above,

when the firm produces g, it can cover its variable costssince P* > AVC. Inthe
long-run afirm will shutdown if it makeslosses, therefore, some firms will exit

the indudtry in the long-run. Thiswill lead to a decrease in supply and the market
supply curve will shift to left (shown as S). Given the market demand curve,
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price will increase as aresult, making firms be able to cover their total cogts. The
increase in price continues until total revenues are enough to cover dl the total
costs, that is, until profits are zero. In the diagram below, P isthe new
equilibrium priceand Q” is the new equilibrium quantity in the market. Although
each firm produces morethan it used to be, i.e, q~ > q’, theindustry output is
lower then the initid Stuation. Thisis dueto alarge number of firms exiting the
industry. MC
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Monopoly and Price Discrimination

Airline monopoly will sell 100 tickets for $150 per ticket.

Profits equa $5000; consumer surplus equals $5000.

It would sell 200 from a price of $50 to a price of $250.

ATC=$75. Thefirm should consider the marginal cogt, not the average total
cost in deciding whether to produce the last unit: the MC is $50 and the MR is
$50 for the 200" unit, thus the 200™" unit would be the profit maximizing level
of output for the perfect price discriminator. Even though the ATC is higher
than price for some output levels, the perfectly price discriminating

monopolist makes pogitive economic profits and is able to capture the whole
surplusin the market.

opoTo

Monopoly and Natural Monopoly

a. Thisisanaura monopoly because ATC is downward doping throughout the
relevant range of production. Thisis not surprising since the provision of
electricity requires substantial investmentsin capita in order to provide the
sarvice a dl. Additiond customers do not significantly add to cost.

b. Thefirm would be willing to pay a most $8 since a price of more than $3
would reduce its profits to less than zero. Since any firm that acquires the
license will face the cost structure and market demand as given in the
guestion, we can say that dl firms participating in the auction are identicd,
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and there are alot of firms participating in the auction. Therefore, competition
will induce firms to bid exactly $3 for the license,

c. If thecity provides the service they will provide 5 units a a price of $6 per
unit; consumer surplus equals $25 and profits equa 0. Monopolist would sl
3 unitsat a price of $10 per unit; profits would equal $8 and consumer surplus
would be $9. Monopolist who acquires the business through license auction
will produce 3 units at a price of $10 per unit; profits will be zero Snce it pays
$8 for the license, and consumer surplus is $17 which equas the consumer
surplusin the usual monopoly case plus the proceeds of the auction.

Oligopoly and Game Theory

a. Both Al and Betty will choose the moderate Sirategy .
b. Both players dominant strategies are the M strategy.

Monaopolistic Competition
a True, b. Fase, c. True, d. True, e True, f. Fdse

Note: For part (d), output produced by amonopaligicaly competitive firmis
productively efficient dthough it is dlocaivey inefficient.

Resource Markets

a 5workers
b. $5 per hour
c. 40 workers

Externdities

a. Demand curve has y-intercept of (0,300) and x-intercept of (1200,0); the
margina private cost curve has ay-intercept of (0,200) and adope of 1.

b. Priceis$280 and quantity is 80 units.

c. Thesoadly efident priceis $290 and quantity is 40 units.

Public Goods

a. Thedemand curve for Mary hasy-intercept of (0,12) and x-intercept of (12,0).
The demand curve for Joe has y-intercept of (0,8) and x-intercept of (4,0). The
aggregate demand curve has akink at (4,8). At quantities less than 4 unitsthe
aggregate demand is P = 20 —3Q and at quantities greater than or equa to 4
units, the aggregate demand is P =12 — Q. The efficient levd of production is
3 1/3 units at a price of $10 where the margina social cost intersectsthe
aggregate demand curve.

b. See(a).

c. Mary will pay $8 2/3 per unit and Joe will pay $1 1/3 per unit.






