Business Economics HW1(due 20160928)-answers


* Solve the following questions

1. Imagine a society that produces military goods and consumer goods, which we’ll call “guns” and “”butter.”
a. Draw a production possibilities frontier for guns and butter. Using the concept of opportunity cost, explain why it most likely has a bowed-out shape.

b. Show a point that is impossible for the economy to achieve. Show a point that is feasible but inefficient.

c. Imagine that the society has two political parties, called the Hawks (who want a strong military) and the Doves (who want a smaller military). Show a point on your production possibilities frontier that the Hawks might choose and a point the Doves might choose.

d. Imagine that an aggressive neighboring country reduces the size of its military. As a result, both the Hawks and the Doves reduce their desired production of guns by the same amount. Which part would get the bigger “peace dividend,” measured by the increase in butter production? Explain.
Answer) 
1. 
a.
Figure 6 shows a production possibilities frontier between guns and butter. It is bowed out because the opportunity cost of butter depends on how much butter and how many guns the economy is producing. When the economy is producing a lot of butter, workers and machines best suited to making guns are being used to make butter, so each unit of guns given up yields a small increase in the production of butter. Thus, the frontier is steep and the opportunity cost of producing butter is high. When the economy is producing a lot of guns, workers and machines best suited to making butter are being used to make guns, so each unit of guns given up yields a large increase in the production of butter. Thus, the frontier is very flat and the opportunity cost of producing butter is low. 
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Figure 6


b.
Point A is impossible for the economy to achieve; it is outside the production possibilities frontier. Point B is feasible but inefficient because it is inside the production possibilities frontier.


c.
The Hawks might choose a point like H, with many guns and not much butter. The Doves might choose a point like D, with a lot of butter and few guns.


d.
If both Hawks and Doves reduced their desired quantity of guns by the same amount, the Hawks would get a bigger peace dividend because the production possibilities frontier is much flatter at point H than at point D. As a result, the reduction of a given number of guns, starting at point H, leads to a much larger increase in the quantity of butter produced than when starting at point D.

2. Tonight, the “CATs”, famous broad way musical is performed on the University theatre in the Art Center building and you can be admitted for free as a University student. However, you also find out that your favorite singer, 조수미(Cho Soo Mi) is performing in your neighborhood theater nearby your University at the discounted ticket price of $40 only for tonight. The regular ticket price on other days is $50. Which one would you choose for tonight’s entertainment? Explain the basis of your decision. 
 Answer) Choose CATs as long as it gives me the utility of more than $10. Otherwise choose 조수미.     
3.. The market for pizza has the following demand and supply schedules.

	Price
	Quantity demanded
	Quantity supplied

	$4

5

6

7

8

9
	135 pizzas

104

81

68

53

39
	26 pizzas

53

81

98

110

121


a. Graph the demand and supply curves. What is the equilibrium price and quantity in this market?

b. If the actual price in this market were above the equilibrium price, what would drive the market toward the equilibrium?

c. If the actual price in this market were below the equilibrium price, what would drive the market toward the equilibrium?

d. If the government intervenes in the pizza market and set the price floor of pizza at the price floor of $5, what will happen to the market? What will happen to the market if the government puts the price ceiling instead of price floor at the $5? 

Ans) 

(Figure 30). If the price were greater than $6, quantity supplied would exceed quantity demanded, so suppliers would reduce the price to gain sales. If the price were less than $6, quantity demanded would exceed quantity supplied, so suppliers could raise the price without losing sales. In both cases, the price would continue to adjust until it reached $6, the only price at which there is neither a surplus nor a shortage. Price floor at $4 is not binding. But price ceiling at $4 will lead to shortage. 
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f. Figure 30

4. Explain each of the following statements using supply-and-demand diagrams of the relevant market..

a. “When a cold snap hits Florida, the price of orange juice rises in supermarkets throughout the country.”
b. “When the weather turns warm in New England every summer, the price of hotel room in Caribbean resorts plummets.”
c. “When a war breaks out in the Middle East, the price of gasoline rises, and the price of a used Cadillac falls.”
8.
a.
Cold weather damages the orange crop, reducing the supply of oranges. This can be seen in Figure 6 as a shift to the left in the supply curve for oranges. The new equilibrium price is higher than the old equilibrium price.
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Figure 6

b.
People often travel to the Caribbean from New England to escape cold weather, so the demand for Caribbean hotel rooms is high in the winter. In the summer, fewer people travel to the Caribbean, because northern climes are more pleasant. The result, as shown in Figure 7, is a shift to the left in the demand curve. The equilibrium price of Caribbean hotel rooms is thus lower in the summer than in the winter, as the figure shows.
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Figure 7

c.
When a war breaks out in the Middle East, many markets are affected. Because a large proportion of oil production takes place there, the war disrupts oil supplies, shifting the supply curve for gasoline to the left, as shown in Figure 8. The result is a rise in the equilibrium price of gasoline. With a higher price for gasoline, the cost of operating a gas-guzzling automobile like a Cadillac will increase. As a result, the demand for used Cadillacs will decline, as people in the market for cars will not find Cadillacs as attractive. In addition, some people who already own Cadillacs will try to sell them. The result is that the demand curve for used Cadillacs shifts to the left, while the supply curve shifts to the right, as shown in Figure 9. The result is a decline in the equilibrium price of used Cadillacs.
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Figure 8
Figure 9
5. Go to website http://money.cnn.com/magazines/fortune/fortune_archive/2000/06/12/281944/
In order to read the article “Ukraine: How Not To Run an Economy” written in 2000. As Mankiw observed, what is a large part of the problem in Ukraine? 

