Essay Question 1

Due Oct. 15

 Write a two-page essay that incorporates what you’ve learned about consumer responsiveness to price changes and the concept of the price elasticity of demand to the following news story in the New York Times. You can click on the NYT url (http://www.nytimes.com/2007/03/30/business/30gas.html?hp) and read the entire article. Use whatever other sources you wish to support your explanation of this set of consumer reactions to a price increase. Isoquants, isocost curves and price elasticity coefficients are expected to be incorporated in your essay.

“Prices at the pump are rising again, much as they do every spring as oil traders bid up the price of crude ahead of possible summer shortages… But there is something new this time, energy experts say…” “…every time from November 1975 to November 1980 that gasoline prices went up 20 percent, consumers changed their driving behavior by cutting gas consumption by 6 percent per capita nationwide. But from March 2001 to March 2006, drivers reduced consumption just 1 percent when prices rose 20 percent.” In recent weeks, even though gas prices have been going up, consumption has gone up as well. (NewYork Times, March 30, 2007, p. c1)

How can you explain this seeming violation of the law of demand (over both the long-term and short-term – and in real prices)?

Essay Question 2

Due Nov. 22

During World War II many consumer goods wer rationed, one of the techniques use in rationing was the issuance  of books of coupons, in different colors for different commodity groups, and the fixing of “ration-point values” for each commodity. For example, each person had each week a fixed number of “brown ration points,” which were good for the purchase of meats and fats. Each person had, so to speak, a fixed weekly “income” of ration points – apart from any money income – and each rationed commodity had a “price” fixed in terms of ration points – apart from its price in terms of money.

 In December of 1943, the ration-point values of meats were reduced. This “price reduction” was intended to cause an increase in purchases of meat. Yet it probably caused also an increased demand for butter, although the ration-point values of butter were left unchanged.

a. Would you regard this as a symptom of complementarity between mean and butter? Why or why not?

b. Would you think that butter and meat were more likely substitutes or complements of each other? Why?

c. How can you explain the increased demand for butter in terms of substitution effect and income effect? (Note: These effects refer here to ration points, not money.)

d. Assuming, for the sake of simplicity, that beef and butter are the only things available for brown ration points, draw an indifference map for the two commodities, show the price relation and its change, exhibit the income and substitution effects, and mark the combinations chosen by the consumer before and after the price change. (a rough sketch is sufficient.)

