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ECON 103, 2008-2 
ANSWERS TO HOME WORK ASSIGNMENTS 

 
Due the Week of May 19 
 
Chapter 2 
 
WRITE [8]  With current technology, suppose a firm is producing 400 loaves of banana bread daily.  Also, 
assume that the least-cost combination of resources in producing those loaves is 5 units of labour, 7 units of 
land, 2 units of capital, and 1 unit of entrepreneurial ability, selling at prices of $40, $60, $60, and $20, 
respectively.  If the firm can sell these 400 units at $2 per unit, will it continue to produce banana bread?  If this 
firm’s situation is typical for the other makers of banana bread, will resources flow to or away from this bakery 
good? 
 
Ans: The firm will continue to produce as it is earning economic profits of $40  (Total revenue of $800 minus 
total cost of $760).  If this firm is typical, more resources will flow toward banana bread as other potential firms 
are attracted to the economic profits. 
 
WRITE: [15]  Draw a production possibilities curve with public goods on the vertical axis and private goods on 
the horizontal axis. Assuming the economy is initially operating on the curve, indicate how the production of 
public goods might be increased. How might output of public goods be increased if the economy is initially 
functioning at a point inside the curve? 
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Ans.  On the curve, the only way to obtain more public goods is to reduce the production of private goods (from 
C to B).   An economy operating inside the curve can expand the production of public goods without sacrificing 
private goods (say, from A to B) by making use of unemployed resources. 
 
 
CONSIDER:[3]  Why is private property, and the protection of property rights, so critical to the success of the 
market system? 
 
Ans: The ownership of private property and the protection of property rights encourages investment, innovation, 
and, therefore, economic growth.  Property rights encourage the maintaining of the property and they facilitate 
the exchange of the property.  In effect, without private property and the protection of property rights, markets 
could not function. People would simply take what they wanted, and if they were big enough and strong enough, 
they could keep what they took. 
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CONSIDER [10] What is meant by the term “creative destruction”?  How does the emergence of MP3 (iPod) 
technology relate to this idea? 
  
Ans: Creative destruction refers to the process by which the creation of new products and production techniques 
destroys the market positions of firms committed to producing only existing products or using outdated methods.  
The ability to download and store a large number of songs, and the superior quality of MP3 is causing a decline 
in the CD industry, just as CDs once replaced cassette tapes, which had previously replaced phonographs 
(records). 
 
 
Chapter 3 
 
WRITE [3]  What effect will each of the following have on the demand for small automobiles such as the Mini 
Cooper and Smart car? 
a. Small automobiles become more fashionable. (change in tastes) 
b. The price of large automobiles rises (with the price of small autos remaining the same). (price of substitutes 
increases) 

c. Income declines and small autos are an inferior good.  
d. Consumers anticipate the price of small autos will greatly come down in the near future. 
e. The price of gasoline substantially drops. 
 
Ans: As a result of (a), (b) and (c), demand would shift out.  As a result of (d), demand would shift in.  The 
effects of (e) are not completely clear.  As autos and gas are complements, one could argue that the decrease 
in gas prices would stimulate demand for all cars, including small ones.  However, one could also argue that 
small cars are attractive to consumers because of fuel efficiency, and that a decrease in gas prices effectively 
reduces the price of the “gas guzzling” substitutes.  That would encourage consumers to switch from smaller to 
larger cars (SUVs), and demand for small automobiles would fall.  [This presents a good illustration of the 
complexity of many of these changes.] 
 
WRITE [6] What effect will each of the following have on the supply of automobile tires? 
a. A technological advance in the methods of producing tires. 
b. A decline in the number of firms in the tire industry. 
c. An increase in the price of rubber used in the production of tires. 
d. The expectation that the equilibrium price of auto tires will be lower in the future than it is currently. 
e. A decline in the price of large tires used for semi-trucks and earth hauling rigs (with no change in the price 
of auto tires).   
f. The levying of a per-unit tax on each auto tire sold. 
g. The granting of a 50-cent-per-unit subsidy for each auto tire produced. 
 
Ans: As a result of (a), (d) and (g), supply will shift out.  As a result of (b), (c) and (f), supply will shift in.  The 
impact of (e) is not clear.  If the price decline for big tires is due to declining demand (and leads to lower profits), 
then the tire manufacturer would likely change production from big tires to automobile tires, shifting supply of 
automobile tires out.  But if the price of big tires goes down because of, say, an improvement in the technology 
of making big tires that lowered costs, there wouldn’t be an incentive to switch to automobile tires. 
 
 
WRITE: [8]    Suppose the total demand for wheat and the total supply of wheat per month in the Winnipeg grain 
market are as follows: 
 

'000 bushels  
demanded 

Price per  
bushel 

'000 bushels  
supplied 

surplus(+) or  
shortage (-) 

85 $3.40 72 -13 

80 3.70 73 -7 

75 4.00 75 0 

70 4.30 77 +7 

65 4.60 79 +14 

60 4.90 81 +21 
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a. What is the equilibrium price? What is the equilibrium quantity?  Fill in the surplus-shortage column and use it 
to explain why your answers are correct. 
b. Graph the demand for wheat and the supply of wheat.  Be sure to label the axes of your graph correctly.  
Label equilibrium price P and the equilibrium quantity Q. 
c. Why will $3.40 not be the equilibrium price in this market?  Why not $4.90? “Surpluses drive prices up; 
shortages drive them down.”  Do you agree? 
 
Ans:  
 
(a)  Pe = $4.00; Qe = 75,000.  Equilibrium occurs where there is neither a shortage nor surplus of wheat.  At the 
immediately lower price of $3.70, there is a shortage of 7,000 bushels.  At the immediately higher price of $4.30, 
there is a surplus of 7,000 bushels.   
 
(b) 

4.90 

4.30 

4.00 

3.70 

3.40 

4.60 

85 80 75 70 65 60 

Demand 

Supply 

Shortage at $3.70 Quantity 

Price 

Pe 

Qe 
 

 
(c) Because at $3.40 there will be a 13,000 bushel shortage which will drive price up.  Because at $4.90 there 
will be a 21,000 bushel surplus which will drive the price down.  No, we don’t agree with the quotation. Actually, 
just the opposite is true.  A surplus will lead to a lower price and a shortage will lead to a higher price. 
 
WRITE: [9]  How will each of the following changes in demand and/or supply affect equilibrium price and 
equilibrium quantity in a competitive market; that is do price and quantity rise, fall, remain unchanged, or are the 
answers indeterminate, because they depend on the magnitudes of the shifts? Use supply and demand 
diagrams to verify answers. 
 
Here we use the authors’ terminology to mean that an increase is a shift out and a decrease is a shift in. 
a. Supply decreases and demand is constant.  Price up, quantity down 
b. Demand decreases and supply is constant.  Price down, quantity down 
c. Supply increases and demand is constant.  Price down, quantity up 
d. Demand increases and supply increases.  Price indeterminate, quantity up 
e. Demand increases and supply is constant.  Price up, quantity up 
f. Supply increases and demand decreases.  Price down, quantity indeterminate 
g. Demand increases and supply decreases.   Price up, quantity indeterminate 
h. Demand decreases and supply decreases.  Price indeterminate and quantity down. 
 
WRITE [12] Refer to the table in question 8.  Suppose that the government establishes a price ceiling of $3.70 
for wheat.  What might prompt the government to establish this price ceiling?  Explain carefully the main effects.  
Demonstrate your answer graphically.  Next, suppose that the government establishes a price floor of $4.60 for 
wheat.  What will be the main effects of this price floor?  Demonstrate your answer graphically. 
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Ans: Government might set this ceiling in order to promote cheap bread (which is made from wheat flour) for the 
poor.   At a price of $3.70, buyers will wish to purchase 80,000 bushels, but sellers will only offer 73,000 bushels 
to the market.  The result is a shortage of 7,000 bushels.  The ceiling prevents the price from rising to 
encourage greater production, discourage consumption, and relieve the shortage.  See the graph below. 
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Govenment might set this floor to promote a high income for farmers.  At a price of $4.60, buyers only want to 
purchase 65,000 bushels, but sellers want to sell 79,000 bushels, resulting in a surplus of 14,000 bushels.  The 
floor prevents the price from falling to eliminate the surplus.  See the graph below. 
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CONSIDER: [11]  Explain:  “Even though parking meters may yield little or no net revenue, they should 
nevertheless be retained because of the rationing function they perform.” 
Ans. Even parking meters that charge, say, 25 cents an hour do perform a useful parking-spot-rationing 
function: When the hour is up, the car owner must either move the car or rush out to feed the meter to avoid 
getting a ticket.  In this case it is not money or ration coupons that ration the parking space but the timing device 
on the meter.  
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WRITE:  1. Diamonds were discovered in Canada’s Arctic in the late 1980s.  Production increased rapidly and 
now Canada accounts for about 15% of world gem-quality diamond production.  Under the terms of the 2003 
Kimberley Process, the international diamond industry undertook to stop traffic in conflict diamonds (also known 
as blood diamonds).  Use a graph to show the likely effects of these two occurrences on the equilibrium price 
and quantity in the diamond market.  
 
Ans: There is no clear answer to this 
because several factors have opposite 
effect.  Stopping the supply of blood 
diamonds would shift the supply curve in, 
ceteris paribus raising price and reducing 
quantity.  Discovery and developmnet of 
diamond mines in Canada would, ceteris 
paribus, shift the supply curve out thereby 
reducing price and increasing quantity.  
However there might also be effects on 
demand.  If people had refused to buy 
diamonds because they were afraid the 
gems were coming from a conflict zone, 
stopping the flow of these diamonds might 
shift the demand curve out.  Similarly, 
knowing that diamonds were coming from a 
conflict free area like Canada might have a 
similar impact on demand. 
 
In sum, we just cannot say what the net effects will be on equilibrium price and quantity. 
 
WRITE: 2. The high price of oil has led to increased production of bio-fuels.  Corn is a good input for the 
production of bio-fuels.  Farmers have switched from producing wheat to producing corn.  Use graphs to show: 

a) the effect on the corn market of increased oil prices, 
b) the effect on the corn market of farmers switching to corn production, 
c) the effect on the wheat market of farmers switching to corn production, 
d) the effect on the price of bread in Vancouver of all of this. 

 
 
 
Ans: 
 
a) As the price of oil goes up the demand for bio-fuels shifts out, the demand for corn shifts out, equilibrium price 
and quantity increase. 
 
b) Farmers seeking higher returns switch to corn production.  Supply of corn shifts out, equilibrium price 
declines and quantity increases. 
 
c) Farmers leave the production of wheat, reallocating land from wheat to corn cultivation.  The supply of wheat 
shifts in, equilibrium price increases and quantity declines. 
 
d) Wheat is an input to bread production.  As the cost of the input goes up, supply will shift in, the price of bread 
will increase and equilibrium quantity will go down. 
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