CARLETON UNIVERSITY
Department of Economics
ECON 1000 B – Introduction to Economics

Fall 2012
Assignment #1

Due Date: Tuesday, October 2, 2012 

(A) Please write your name, student number and the name of your TA for your discussion group clearly on your answer sheet. 

(B) Please answer all questions as completely as possible. 
(1) Stan buys a 1966 Mustang, which he plans to restore and sell. He anticipates that the cost of the car and the repairs will be $10,000 and that he can sell it for $13,000. When he has spent $10,000, he discovers he needs to replace the engine, which will cost $4,000. He can sell the car without the new engine for $9,000. What should Stan do? (3 marks)
ANS:
be totally indifferent between finishing the project and selling the car now
(2)  

Define opportunity cost. Draw a production possibilities frontier showing increasing opportunity cost for hammers and horseshoes. (4 marks)  
	a.
	On a graph, identify the area of feasible outcomes and the area of unfeasible outcomes.  (2 marks) 

	b.
	On the graph, label a point that is efficient as point "E" and a point that is inefficient as point "I".  (2 marks)

	c.
	On a graph, illustrate the effect of the discovery of a new vein of iron ore, a resource needed to make both horseshoes and hammers, on this economy. (2 marks)

	d.
	On a graph for hammers and horseshoes, illustrate the effect a new computerized assembly line in the production of hammers would have. (2 marks)
ANS:


Opportunity Cost is whatever must be given up to obtain some item it its opportunity cost. Basically, this would be a person's second choice.
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The graph on the left answers a, b and c. The graph on the right answers d.



(3) 

Which of the following statements are positive, and which are normative? (1 mark each)
	a.
	The minimum wage creates unemployment among young and unskilled workers.

	b.
	The minimum wage ought to be abolished.

	c.
	If the price of a product in a market decreases, other things equal, quantity demanded will increase.

	d.
	A little bit of inflation is worse for society than a little bit of unemployment.

	e.
	There is a tradeoff between inflation and unemployment in the short run.

	f.
	If consumer income increases, other things equal, the demand for automobiles will increase.

	g.
	The Canadian income distribution is not equitable.

	h.
	Canadian workers deserve more liberal unemployment benefits.

	i.
	If interest rates increase, investment will decrease.

	j.
	If welfare benefits were reduced, the country would be better off.


ANS:


a, c, e, f, and i are positive statements. b, d, g, h, and j are normative statements.
(4) 
(a) Explain the difference between absolute advantage and comparative advantage. (3 marks) 
      
(b) The only two countries in the world, Alpha and Omega, face the following production possibilities frontiers.
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	i.
	Assume that each country decides to use half of its resources in the production of each good. Show these points on the graphs for each country as point A. (2 marks)

	ii.
	If these countries choose not to trade, what would be the total world production of popcorn and peanuts? (2 marks)

	iii.
	Now suppose that each country decides to specialize in the good in which each has a comparative advantage. By specializing, what is the total world production of each product now? (3 marks)

	iv.
	If each country decides to trade 100 units of popcorn for 100 units of peanuts, show on the graphs the gain each country would receive from trade. Label these points B. (4 marks)
ANS:
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a.

Alpha would be producing 125 units of peanuts and 75 units of popcorn (point A on its PPF) and Omega would be producing 50 units of peanuts and 150 units of popcorn (point A on its PPF).

b.

The total world production of peanuts would be 175 units and the total world production of popcorn would be 225 units.

c.

The total world production of peanuts would now be 250 units and the total world production of popcorn would now be 300 units.

d.

Alpha would be producing 250 units of peanuts and would trade 100 of them to Omega, leaving Alpha with 150 units of peanuts. Alpha would then receive 100 units of popcorn from Omega. Omega would be producing 300 units of popcorn and would trade 100 of them to Alpha, leaving Omega with 200 units of popcorn. Omega would then receive 100 units of peanuts from Alpha.




(5)

Suppose we are analyzing the market for hot chocolate. Graphically illustrate the impact each of the following would have on demand or supply. Also show how equilibrium price and quantity have changed.

	a.
	Winter starts and the weather turns sharply colder. (2 marks)

	b.
	The price of tea, a substitute for hot chocolate, falls. (2 marks)

	c.
	The price of cocoa beans decreases. (2 marks)

	d.
	The price of whipped cream falls. (2 marks)

	e.
	A better method of harvesting cocoa beans is introduced. (2 marks)

	f.
	The Canadian Medical Association announces that hot chocolate cures acne. (2 marks)

	g.
	Protesting farmers dump millions of gallons of milk, causing the price of milk to rise.

	
	(2 marks)

	h.
	Consumer income falls because of a recession and hot chocolate is considered a normal good. (2 marks)

	i.
	Producers expect the price of hot chocolate to increase next month. (2 marks)

	j.
	Currently, the price of hot chocolate is $0.50 per cup above equilibrium. (3 marks)


ANS:
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