Homework 3
Econ 1101.01: Principles of Microeconomics

Katherine Lande Schmeiser

Due March 28, 2008
Note: Type everything but graphs and calculations for full credit. Completely label all graphs for full credit and make sure to show all work. Homeworks may not be submitted electronically. For full credit, TA’s name and section number must be on the homework.
Problem 1 (5 points):

You study survey data and observe that if Gas costs $5 per gallon, then 20 gallons of Gas are demanded, while if Gas costs $10 per gallon, 5 gallons of Gas are demanded. Additionally, you find that if Gas cost $5 per gallon, 5 gallons of Ethanol are demanded, whereas if Gas cost $3 per gallon, 2 gallons of Ethanol are demanded. 

a) Calculate the Price Elasticity of Demand for Gas. What is the interpretation of this?

b)  Calculate the Cross Price Elasticity for Gas and Ethanol. How are these two goods related?

c) Suppose the price of Ethanol decreases. What happens in the market for gas? How did the equilibrium price and quantity of gas change? Show this graphically, making sure to include what you know about the PED of gas.
Problem 2 (8 pts):

Complete the following table (you may leave answers as fractions), assuming the market price is $8 and the firm is perfectly competitive:

	Q
	FC
	VC
	TC
	AVC
	ATC
	MC
	TR
	Profit

	0
	
	
	
	
	
	
	
	

	1
	
	5
	
	
	
	
	
	

	2
	10
	
	
	4
	
	
	
	

	3
	
	
	26
	
	
	
	
	

	4
	
	
	
	
	35/4
	
	
	

	5
	
	
	
	
	
	10
	
	

	6
	
	
	
	46/6
	
	
	
	

	7
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Problem 3 (5 points):

We have two ways of finding the profit maximizing quantity. One way is directly from the profits in the table. Assuming that the firm operates in the short run with negative profits, from the profit column in the table, what do you expect the profit maximizing quantity to be? 

What is the “second” way of finding the profit maximizing quantity in this problem? What quantity do you find?

Problem 4 (2 points):

Why do perfectly competitive firms in the long run equilibrium earn zero profit? Does this mean that accounting profits are zero?
Problem 5 (5 points):

Suppose the marginal revenue from producing one more computer is $25 while the price of each computer chip, the only input of production, is $20. Is the firm maximizing profits? What can the firm do to increase its profits? Use a graph to help illustrate your answer.
Problem 6 (5 points):

Graphically derive a perfectly competitive firm’s long run supply curve. Explain.

Problem 7 (10 points):

Suppose the market for cars is initially in a long run equilibrium. The government imposes a $5 lump sum tax on the firm (so you can think that at the beginning of the year, the government taxes the firm $5, independent on quantity produced). Show the market and firm in both the short and long run. Using the table below, answer the following questions: What happens to market price and quantity in the short and long run, compared to the original P* and Q*? What happens to firm’s quantity produced and profits in the short and long run compared to it’s original profits and quantity? You do not need to include the AVC curve.
(Hint: a complete answer must include 4 separate graphs.)
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Problem 8 (10 points):

Suppose the market for cars is initially in a long run equilibrium, then the demand for cars decreases. Show the market and firm in both the short and long run. . Using the table below, answer the following questions: What happens to market price and quantity in the short and long run, compared to the original P* and Q*? What happens to firm’s quantity produced and profits in the short and long run compared to it’s original profits and quantity? You do not need to include the AVC curve.
(Hint: a complete answer must include 4 separate graphs.)
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Extra Credit for Midterm (10 points):

Read the following article. Using the knowledge you have gained thus far this semester, try and explain the recent price increase in Blu-ray DVD players. You should include a graphical analysis and discussion of concepts we have learned (elasticities, substitute/complement goods, etc.).

Your answer should be typed, 300-400 words. Full credit will only be given if there are no spelling or grammatical errors, and if the writer provides an interesting, creative, and complete answer (discretion of grader).
Blu-ray Player Prices On The Rise
By Antone Gonsalves,  InformationWeek

March 13, 2008

URL: http://www.informationweek.com/story/showArticle.jhtml?articleID=206903607


HD DVD has been dead less than four weeks, yet it appears prices already have started to rise on DVD players supporting the surviving high-definition format Blu-ray.


The average price in January of the top 10 Blu-ray players on PriceGrabber.com, a comparison-shopping site, was $467. In February, the month Toshiba said it would no longer lead the charge for HD DVD, the average price jumped to $604.


Some of the increase was due to the introduction of expensive players with features that went above the norm, Darren Davis, VP of product marketing for PriceGrabber, said Thursday. Taking away that factor, however, still left an increase between $20 and $50 on most players in February.


Even though Blu-ray players no longer have to compete with cheaper HD DVD devices, manufacturers would be smart to keep prices low. "Consumers are not going to jump into the market yet," Davis said. "The demise of HD DVD, if anything, is going to delay Blu-ray adoption, given the increase in prices."


While raising prices could offer short-term gain for manufacturers by squeezing more money from early adopters, it would delay adoption among more price-sensitive mainstream consumers, Davis said.


A January survey by PriceGrabber found that consumers were turning up their noses over high-definition DVD players less because of confusion over the format war and more because of price. Fifty-six percent of the respondents said they would buy a Blu-ray disc player if there were a significant price drop. Only 19% said they were concerned about obsolescence in buying either an HD DVD or Blu-ray player.


Yet ending confusion over the format war was the main reason Time Warner's Warner Bros. studio threw its weight behind Blu-ray in January, marking the end for HD DVD. Warner Bros. accounts for 20% of the DVD market, and its defection prompted retailers, such as Wal-Mart, Best Buy, and online video rental company Netflix, to follow.


Toshiba officially ended the format battle Feb. 19, declaring it would no longer make or market HD DVD players and recorders. The company had sold 1 million players and recorders worldwide, including sales for drives for Microsoft's Xbox 360.
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