Problem Set, #2  
1.) Consider the market for sport utility vehicles.  For the following events, explain what will happen to either supply or demand in the market for sport utility vehicles:  
a) United Auto Workers of America, the largest union of auto workers, demand and receive higher wages for auto workers.

b) A new study released by the Department of Transportation states that sport utility vehicles are the safest form of auto travel.

c) The stock market soars, causing a rise in the general income of consumers.

d) There is a technological advance in the production of sport utility vehicles.

e) The price of gasoline falls dramatically.

f) Bus fares fall.

2.) Consider the market for beer. For the following events, explain what will happen to either supply or demand in the market for beer:  
a) A new study by the Department of Health states that drinking up to 2 beers a day is good for overall health.
b) The Government lowers the drinking age for beer to 18.

c) A national drought severely decreases the grain harvest (wheat, barley, hops, etc.)

d) The Federal Government raises the drinking age of all alcohol to 25.

e) The largest unions of beer workers lose negotiations with management and are forced to take large pay cuts.

f) The price of pretzels (complement in consumption) rises dramatically.

g) The price of wine falls.
3.) Solve for equilibrium price and quantity if supply and demand can be represented using the following two equations:
P=10-2Q

P=2+2Q

4.) Provide a reason for an increase in quantity demanded.  Provide one reason for an increase in demand.

5.) Draw a supply and demand graph where there is a shortage.  Clearly label a shortage on the graph.

6.) Suppose the equilibrium price and quantity of oranges both increase.  Provide an explanation using the supply and demand framework.  Now suppose the equilibrium price of oranges increases but quantity falls.  Provide an alternate explanation.

7.) Graphically and in words show what will happen to equilibrium price (P*) and equilibrium quantity (Q*) in each case.  Be sure to label your axes correctly and make it clear which way you are shifting your graphs.  Make sure to note any ambiguous changes.  Assume ceteris paribus.

       a.) What will happen in the lemonade market if a new technology is introduced in the production of lemonade, while also the price of iced tea increases?

b.) What will happen in the market for pets if the income of the population who buy cats and dogs increases?  Assume pets are a normal good.

c.)   Assume Spam is an inferior good.  What will happen in the market for Spam if the income of the people who buy Spam goes down?

d.) What will happen in the market for golf clubs if the price of golf balls increases and at the same time the price of steel decreases?  Assume golf balls are a complement to golf clubs and steel is used to make golf clubs.

e.) What happens in the market for gasoline if the price of crude oil increases and the demand for gasoline also decreases?

8.) If the price of a good increases by 8% and the quantity demanded decreases by 12%, what is the price elasticity of demand?  Is it elastic/inelastic?  In one sentence, interpret this elasticity.

You should also know the meaning and application of the following term:

Chapter 4
Demand

Quantity Demanded

Change in quantity demanded vs. Change in Demand

Substitute

Complement

Normal/Inferior good

Equilibrium

Surplus/Shortage

Supply

Quantity Supplied

Change in quantity supplied vs. Change in Supply

