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[bookmark: _GoBack]A. Indicate if the following statements are true (T), False (F) or uncertain (U) and explain your answer. Please use the space provided to illustrate your answer with a diagram. [3 marks each for 12 marks total]

1. Over the past thirty years the price of new cars and the number of cars owned has increased faster than has the population. This observation proves that the demand curve for new cars is upward sloping.

False
The relationship that shows that both the price of cars and number of cars owned have increased is not the result of an upward sloping demand curve but rather a shift in the downward sloping demand curve to the right. The most likely reason for this shift is an increase in household income that has allowed more households to buy cars. Equally valid would be a change in preference towards car ownership.

A supply / demand diagram is necessary in order to receive full marks for this answer.
2. The marginal cost of producing a good increases as output increases because as each additional unit of that good is produced less productive resources are used. 

True
The marginal cost of producing a good is measured as the slope of the production possibilities frontier. The PPF is negatively sloped with a bowed out shape because costs are increasing as we increase the production of the good on the horizontal axis. This is because as we increase production of a good we have to dedicate more and more resources to its production (land, labour and capital) and that the resource become less productive as more of them are dedicated to producing that one good.

The PPF diagram with the slope of the line indicated is necessary in order to receive full marks for this question.

3. If a 10% increase in the price of beer causes a 6% increase in the quantity of coolers demanded then beer and coolers must be complements. 

False
The cross price elasticity of demand is equal to the percentage change in the quantity demanded of coolers divided by the percentage change in the price of the other good. Here that is 6/10 = 0.6. Since this is a positive number (both price and quanity increased) then we know they are substitutes.     

Supply and demand diagrams illustrating changes in both markets does illustrate this answer but is not necessary in order to receive full marks.


4. If I am better than my roommate at cooking and we are both equally good at doing the laundry, then I should do all the cooking and my roommate should do all the laundry. 

True

This is true but not because you are better at cooking than your roommate – it is because you are better at cooking AND equally good at doing laundry. That implies that your roommate has a comparative advantage in laundry and you have a comparative advantage in cooking.  Remember that comparative advantage does not say that you should specialize in the activities at which you are better than other people, but rather the activities that you are better at relative to alternative activities. If we did not know that you were equally good at laundry we could not answer this question. 

No diagram is required for this answer.


B. Indicate whether the following statements are positive or normative. If the statement is positive, rewrite it so that it is normative. If the statement is normative, rewrite it so that it is positive. [1.5 marks each]

1. The government should increase the availability of birth control in order to reduce the number of women experiencing unplanned pregnancies. 

This statement is normative. A positive statement would say: “An increase in the availability of birth control reduces the number of unplanned pregnancies.” 
2. An increase in the price of alcohol will reduce binge drinking on university campuses. 

This statement is positive. A normative statement would say: “Alcohol prices should be increased in order to reduce binge drinking on university campuses.” 

C. Answer the following questions in the space provided. Please be certain to illustrate your answers with the appropriate diagram(s). [6 Marks]

1. Ontario and British Columbia each produce wine and beer, using a single homogenous input – labour. Their production possibilities are:

· Ontario has 50 units of labour and can produce a maximum of 100 bottles of wine or 200 bottles of beer.
· B.C. has 25 units of labour and can produce a maximum of 125 bottles of wine or 100 bottles of beer. 

a) Complete the following table:

	
	Bottles produced with one unit of labour
	Opportunity Cost of one additional bottle

	
	Wine
	Beer
	Wine
	Beer

	Ontario
	2
	4
	2
	1/2

	B.C.
	5
	4
	4/5
	5/4



b) Draw the PPF for each of the two provinces.

     The answer here is two diagrams that plot linear PPF lines that look similar to the ones in figure 2.6 in your textbook. In your diagram for Ontario (with wine on the vertical axis and beer on the horizontal axis) the PPF should have a y-intercept of 100 and a slope of ½. In your diagram for BC (same axis) the PPF should have a y-intercept of 125 and a slope of 5/4.

c) Which province has the absolute advantage in wine production? BC

     
d) Which province has the absolute advantage in beer production? NEITHER

   
e) Which province has the comparative advantage in wine production? BC

     
f) Which province has the comparative advantage in beer production? ONTARIO


g) If trade is allowed what specialization will occur? BC should specialize in wine and Ontario should specialize in beer. 

2. The demand for yolos is 

P = 8 – 1QD

      The supply of yolos is

P = 2 + 1QS

Where P is the price of a yolo in dollars, QD is the quantity of yolos demanded, and QS is the quantity of yolos supplied. The yolo market is initially in equilibrium and income is $300. [8 marks]

a) What is the equilibrium quantity (Q*) of yolos? Q* = 3

b) What is the equilibrium price (P*) of a yolo?  P* = 5 


c) As the result of an increase in income to $500 there is a new demand equation:
P = 4 – 1QD
At the equilibrium price determined in part b) is their an excess demand or excess supply for yolos? 

There is an excess supply of yolos because at the current price (P* = 5) the quantity demanded is QD = -1 and the quantity supplied is still QS = 3.



d) After the price has adjusted, what is the new equilibrium quantity and equilibrium price of a yolo? Q* = 1 and P* = 3.
 
e) In the space below draw the supply curve, the original demand curve and the new demand curve. Be certain to label your axis, your curves and the specific equilibrium prices and quantities found the problems above. 

This will be done in tutorial. In order to get full marks you needed to not only show the demand curve shifting to the left but also label the old and new equilibrium.

f) Using the graph you drew above, are yolos a normal or inferior good? How can you tell?

Because when income increased the demand curve shifted to the left meaning that every price level the quantity demanded was lower.

g) Please calculate the relevant elasticity you would use to prove your answer to the question posed in f). 

The income elasticity of demand is the percentage change in quantity demanded divided by the percentage change in income. Here that is (2/2)/(-200/400) = -2. Because this is a negative number we know that yolos are an inferior good. 


3. Using the same diagrams used in your textbook in Figure 2.4 explain what would happen to marginal benefit and marginal cost in the following instances. [6 Marks]

a) A new pizza oven is invented that shortens the length of time pizzas need to be baked.

The illustration here would have the PPF curve with an increase in the x-axis intercept – more pizzas could be produced if no cola was produced. On the MC/MB diagram that is a shift to the right of the MC cost curve. In equilibrium the quantity of pizza’s produced increases which is movement to the new PPF (which should be labeled)

           The TA will show your this illustration in discussion group but the PPF shift is similar to that in Figure 2.5 in your textbook.

b) Individual households decide that they would like to consume more pizzas. 

           
The illustration here would have the PPF curve remain the same but have the MB curve shift to the right. On the PPF diagram this is movement down and along the PPF, which again should be labeled.


The TA will show your this illustration in discussion group.

 c) A serious flu epidemic keeps half of all workers home. 

The illustration here has the PPF shift in all together and the size of the workforce decreases. It is very hard to interpret this change in terms of the MB/MC diagram, as there is no change in the relative MB or MC between the goods. However that point now illustrates a point that is not longer achievable on the PPF. 
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