Macroeconomics

Instructor: Mark Tomass

Review Questions H5

The Price System and the Mixed Economy

 1.
Suppose you start a new business distributing software for personal computers.  the business proves to be extremely profitable.  Explain how freedom of enterprise and economic rivalry are likely to come into play in a market economy in a way that will eventually reduce the profits of your business.

2.
The marginal benefit of a good represents the sum of money a consumer is willing and able to pay for one more unit of the good.  The marginal cost of a good represents the minimum sum of money a seller is willing to accept to make more of the good available.  Suppose the marginal benefit of color televisions is $200, while the marginal cost is only $100.  Assuming that the marginal benefit of color TVs declines and the marginal cost increases as more are made available, show that more color TVs must be sold to achieve all possible mutual gains from exchange.

3.
Use supply and demand analysis to show how an increase in the demand for four-wheel-drive recreational vehicles accompanied by a decrease in the demand for standard full-size passenger cars will affect resource allocation in the automobile industry.

4.
During the energy crisis of the early 1970s, the price of smaller cars actually increased above the price of gas guzzling full-size models.  How did the American automobile industry react to the change in prices?  What do you expect will happen to the kinds of cars made available if the supply of gas increases substantially in the 1990s to push the price down permanently to an average of 75 cents per gallon?

5.
Use supply and demand analysis to trace out the impact of a sharp reduction in the price of electronic components on the price, use, and profitability of producing goods that use electronic components as inputs.  What effect is the change in price likely to have on production techniques?

6.
Your parents own 1,000 acres of land.  The land is in the flight path to an airport, and planes regularly fly over it as they make their approach to the airport.  Why can’t your parents charge the airlines for using their airspace?

7.
You plan to sell your bicycle at the end of the year when you graduate.  You’d like to get $100 for it.  List the transaction costs you must incur to find a buyer.  Under what circumstances might you be better off giving the bike away instead of trying to sell it?

8.
A firm that manufactures paper products dumps its wastes into a stream and doesn’t pay for the right to do so.  The stream is used by fishermen and boaters as a source of recreational enjoyment.  The waste products dumped into the stream make it less useful for recreation.  Explain why an externality exists, and identify the groups involved in the externality.  In what sense is there a failure of the price system in this case?
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