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Chapter 4 — Exercises

Chapter Review

1.

ECONOMICS IN PRACTICE:

a)

b)

c)

e)

The author of this article seems surprised that the total revenue in the lobster business (or value as

he calls it) has fallen despite an increase in the catch. Explain.

The data given in the article allows you to
find per pound prices for 2008 and 2009 as
well as quantities. Derive them.

In fact, the lobster market in Maine is
changing. In recent years, catches of
lobsters and the average size of the lobsters
caught have been increasing. This may be
due to global warming—Ilobsters may be
moving away from the warmer waters in the
south—or because of overfishing of lobster
predators, such as cod. What effect will this
change in supply have on the Maine market
for lobsters?

A change in the price of a good is not a
reliable predictor of the effect on total
spending. If your school wishes to increase
its overall revenue, it may choose to
increase its tuition, but the same tactic,
employed by a local business, may cause
revenue to decline. Total expenditures
might be increased by cutting prices—think
about Wal-Mart! The Law of Demand tells

Lobster Prices Plummet As Maine Fisherman
Catch Way Too Many

Business Insider

PORTLAND, Maine (AP) — Officials say Maine
lobstermen had a record harvest in 2009, but
the value of the catch continued to plunge
amid the sour global economy.

The Department of Marine Resources
announced Monday that lobstermen caught
75.6 million pounds last year, up 8 percent
from 2008. But the value of the catch fell $23
million, to $221 .7 million.

Source: Used with permission of The Associated
Press. Copyright © 2010. All rights reserved.

us that a decrease in price will increase quantity demanded, but the law doesn’t claim that such a
price change will necessarily increase total spending. Given your knowledge of the market for Maine

lobsters, what actions might lobstermen take to boost their incomes?

Given the behavior of the dockside price of lobsters, predict the effect on the restaurant price of

lobster.

Explain, using words and graphs how an oil import fee would affect the domestic production and total
consumption of oil. Which consumers are most likely to be penalized by an oil import fee?

Chapter 4 — Problem 8

Suppose that the world price of oil is $70 per barrel and that the United States can buy all the oil it wants at
this price. Suppose also that the demand and supply schedules for oil in the United States are as follows:

Price U.S. Quantity Demanded U.S. Quantity Supplied
(S per Barrel) (Millions of Barrel per Day) (Millions of Barrel per Day)
68 16 4
70 15 6
72 14 8
74 13 10
76 12 12

a)

Draw the supply and demand curves for the United States.




b)

c)

d)

e)

f)

g)

With free trade in oil, what price will Americans pay for their 0il? What quantity will Americans buy?
How much of this will be supplied by American producers? How much will be imported? Illustrate
total imports on your graph of the U.S. oil market.

Suppose the United States imposes a tax of $4 per barrel on imported oil. What quantity would
Americans buy? How much of this would be supplied by American producers? How much would be
imported? lllustrate on the graph. How much tax would the government collect?

Briefly summarize the impact of an oil import tax by explaining who is helped and who is hurt among
the following groups: domestic oil consumers, domestic oil producers, foreign oil producers, and the
U.S. government.

Now suppose that the United States allows no oil imports. What are the equilibrium price and
quantity for oil in the United States?

If the United States imposed a price ceiling of $71 per barrel on the oil market and prohibited
imports, would there be an excess supply or an excess demand for oil? If so, how much?

Under the price ceiling, quantity supplied and quantity demanded differ. Which of the two will
determine how much oil is purchased? Briefly explain why.

The following graph represents the market for DVDs.

a)

c)

Price
of
DVDs
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Find the values of consumer surplus and producer surplus when the market is in equilibrium, and
identify these areas on the graph.

If underproduction occurs in this market, and only 9 million DVDs arc produced, what happens to
the amounts of consumer surplus and producer surplus? What is the value of the deadweight loss?
Identify these areas on the graph.

If overproduction occurs in this market, and 27 million DVDs are produced, what happens to the
amounts of consumer surplus and producer surplus? Is there a deadweight loss with
overproduction? If so, what is its value? Identify these areas on the graph.
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5. The following graph represents the market for wheat. The equilibrium price is $20 per bushel and the
equilibrium quantity is 14 million bushels.

Price per

Bushel of
Wheat

$30 9

$25 +

$20

$15

$10

$5+

, : , , ) ) ) ) Quantity of Wheat
1 12 14 16 18 20 22 24 2% 28 3 (Millions of Bushels)

$05—4 3

a) Explain what will happen if the government establishes a price ceiling of $10 per bushel of wheat in
this market? What if the price ceiling was set at $30?

b) Explain what will happen if the government establishes a price floor of $30 per bushel of wheat in
this market. What if the price floor was set at $10?

6. Chapter 4 — Problem 10:
P

$14 1

$11 S
Use the following diagram to calculate
total consumer surplus at a price of $8 and .
production of 6 million meals per day. For &
the same equilibrium, calculate total g $8
producer surplus. Assuming price remained 5
at $8 but production was cut to 3 million °
meals per day; calculate producer surplus E
and consumer surplus. Calculate the d
deadweight loss from underproduction. $5

$21

05— 5 4+ & ¢ 7+ & Q

Millions of Meals per Day
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Il- Select the option that provides the single best answer.

1.

The government has decided that the free-market price for baby formula is “too high.” Which of the
following rationing proposals will result in the least misallocation of baby formula resources?

a) Proposal A: establish an official price ceiling, then let sellers decide how to allocate baby formula
among customers.

b) Proposal B: issue coupons for baby formula that cannot be resold.

c) Proposal C: issue coupons for baby formula that can be resold.

d) Proposal D: establish a price ceiling and require purchasers to queue.

A government-imposed ceiling on apartment rents, if set above the equilibrium rent level, would

a) Have no effect on the housing market.
b) Lead to a persistent shortage of apartments.
c) Lead to a persistent surplus of apartments.

d) Shift the supply curve for apartments to the right.

A ticket to a concert by the Skreeming Habdabs costs you $35. However, your roommate offers you the
“scalping” rate of $100 for your ticket. Your opportunity cost of refusing the offer and attending the concert
is:

a) S35
b) $65
<) $100
d) $135

Joe would pay $2.00 for his first cup of soda during the NCAA basketball championship game. He would pay
$1.20 for his second, $1.00 for his third and 80¢ for his fourth. If the price is:

a) $1.00 per cup, Joe will buy 3 cups and have a consumer surplus of $4.20.
b) $1.00 per cup, Joe will buy 3 cups and have a consumer surplus of $3.20.
c) $1.10 per cup, Joe will buy 2 cups and have a consumer surplus of $1.00.
d) $1.10 per cup, Joe will buy 2 cups and have a consumer surplus of $2.10.

The market demand curve for pizza is given by Q4 = 400 — 25P where P is the price of pizza in dollars. If the
price of pizza is $10, the consumer surplus is:

a) $150
b) $225
c) $450
d) $800

[Hint: the area of a triangle is 1/2(base x height).]

In the following Supply and Demand graph, suppose a price ceiling of $1.00 is set. This will cause a

3 4
4.00 A
23.00 -
2.00 o
1.00 1
D
0 10 20 30 40 50 Q
Quantity
a) Surplus of 50 units.

b) Shortage of 50 units.
c) Shortage of 30 units.
d) Surplus of 30 units.
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10.

11.

In a market economy the rationing mechanism operates through adjustments in

a) Price

b) Quantity

c) Expectations
d) Queuing

JillI’s consumer surplus for Good A will

a) Increase if the price of A increases.

b) Increase if the price of B, a substitute for A, decreases.

c) Decrease if Jill'’s income decreases and A is a normal good.
d) Decrease if the price of C, a complement for A, decreases.

The supply curve of bottled water on an island is completely vertical. The market for bottled water is in
equilibrium. A ferry load of thirsty holidaymakers arrives and the demand for bottled water increases.
Which of the following statements is true?

a) Price will serve as a rationing device.

b) Price will not serve as a rationing device because the quantity supplied cannot change.

c) Price will not serve as a rationing device because the equilibrium quantity demanded cannot change.
d) Price will not serve as a rationing device because neither the equilibrium quantity demanded nor the

equilibrium quantity supplied can change.

A price ceiling is set above current equilibrium price. If supply decreases, price would

a) Increase

b) Decrease

c) Not change

d) Be indeterminate

An effective minimum wage is imposed. In the market for unskilled labor we would expect

a) A surplus and an increase in employment.
b) A surplus and a decrease in employment.
c) A shortage and an increase in employment.
d) A shortage and a decrease in employment.

Examine the following diagram showing the oil market in the United States. The world price for gasoline is $4.50 per
gallon. The equilibrium price in the U.S. market is $5.50 per gallon. Units on the horizontal axis are millions of

gallons.

5.50 oo S/\

S00  |essceains
e ol . \.\

Price
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Quantity

Assume that the United States neither imports nor exports gasoline. At the world price for gasoline, there is
a of gas in the U.S. market of units.

a) Surplus; 60

b) Surplus; 100
c) Shortage; 60
d) Shortage; 100
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2. The government imposes an import tax that raises the domestic price of gas to $5.00 per gallon. If, because
of discoveries of new oilfields, the domestic supply of gas increases by 30 million gallons per day

a) The domestic shortage of gas would be eliminated.
b) Government tax revenues would be 30 million times 50¢.
c) Quantity demanded would increase.
d) The equilibrium price would remain at $5.50.
IV- Use the following graph to answer the next three questions. Suppose a price ceiling of $1.00 is set in this market.

34
2
g
£52
31
0
Quantity
1. The price ceiling will cause a
a) Surplus of 50 units.
b) Shortage of 50 units.
c) Shortage of 30 units.
d) Surplus of 30 units.
2. If the price ceiling is left in place, we would predict that, eventually,
a) Demand would decrease until quantity demanded and quantity supplied were equal at a price of $1.
b) Supply would increase until quantity demanded and quantity supplied were equal at a price of $1.
c) The market participants will be convinced that $1 is the equilibrium price.
d) A persistent excess demand would lead to the emergence of nonprice rationing practices such as
queuing.
3. Relative to equilibrium, what is the value of the deadweight loss if the price ceiling is left in place?
a) $30
b) $40
c) $45
d) $60

[Hint: the area of a triangle is 1/2(base x height).]

V- Use the following diagram to answer the next five questions.
ok
£p
Bl i
1]
L
0 20 @ Q
Quantity
1. When the market is in equilibrium, area(s) ... represent consumer surplus.
a) Jand K
b) AandB
c) Aand)
d) Band K
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When the market is in equilibrium, area(s) ... represent producer surplus.

a) Jand K
b) AandB
c) Aand)
d) B and K

When the market is in equilibrium, area(s) ... represent deadweight loss.

a) Jand K

b) CandL

c) J,Kand L

d) None of the above are correct.

If output is restricted to 20 units, area(s) ... represent consumer surplus and area(s)
surplus.

a) Band K; Aand)J

b) AandJ; Band K

c) B; A

d) A;B

If output is restricted to 20 units, area(s) ... represent the deadweight loss.

a) Jand K
b) CandlL
c) J,Kand L
d) A, BandC

... represents producer
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