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Problem Set 2 

Applying Consumer Theory

1.
Suppose that in a normal year, national pear production is 900 million pounds, Oregon produces one third of the crop, and pears sell for $.45/lb.  Because of hail storms and a severe early frost, Oregon growers lose half their crop.  Assuming that the level of pear imports does not change:

a.
What will happen to the price of pears if the price elasticity equals 0.5?  (If you can't find the new price, go on assuming it equals $.65.)

b.
What will be the market value of the reduced national crop and how does it compare to what the value would have been in a normal year?

c.
Consider 3 groups, consumers, Oregon growers and other growers.  Which group or groups is better off due to the hurricane?  Worse off?  Can we say whether society is better or worse off?

d.
How will the frost affect the equilibrium price and quantity of apples?  The equilibrium wage and employment of migrant laborers in Oregon?

2.
Mr. Poor has an income of $100/week which he uses to buy food at $2 per unit and clothing at $2 per unit.


a.
In his initial equilibrium, Mr. Poor buys 25 units of food and 25 units of clothing.  Draw the consumer equilibrium diagram.


b.
Suppose the government is concerned about Mr. Poor's low income and decides to give him a $1 subsidy on the purchase of food.  Mr. Poor can go to the welfare office, give it some money and get food stamps for the purchase of food that are worth twice as much.  So now he is effectively paying only $1 per unit of food.  Draw his new budget line.  Suppose he now buys 30 units of clothing and 40 units of food.  How much is this costing the government?


c.
Now suppose that instead of subsidizing food, the government gives Mr. Poor $40/week which he can spend on any goods he wants.  Can he buy the combination of goods he chose in (b)?  If so, will he choose to buy these goods?  Will he be better off, worse off or the same in this situation than in (b)?  Explain.


d.
Compare the costs to the government of the two welfare schemes. Which will Mr. Poor prefer?  How might you explain the fact that the government often uses the kind of program described in (b) rather than the cash income transfer outlined in (c)?


e.
Suppose instead that the government gave Poor a voucher for $40 that had to be spent only on food.  Explain why Poor finds this program equivalent to getting a $40 cash payment. Can you identify a situation in which Poor would not find the voucher and the cash equivalent (in terms of his own utility)?

3.      a.
    Lee has an income of $25,000 (after taxes).  When the price of gasoline is $1.75 per gallon, Lee buys 1,000 gallons.  Putting gasoline on the horizontal axis and “other goods” on the vertical axis, and assuming a unit of “other goods” costs $1, draw Lee's budget constraint and show the equilibrium.


b.
The price of gasoline rises to $2.50, while Lee's income remains at $25,000. Draw the new constraint and show a possible new equilibrium choice.  For the choice you have drawn, illustrate the income and substitution effects of the price change.  As you have drawn it, is the income effect positive or negative?
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