Probiem Set #2
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¢) Squash professionals are an input into the production of squash court time
(again, this is something that you are given in the problem), so the rise in its price
is a rise in the price of an input. This causes the supply curve to shift up or to the
left (sellers will want to sell less at any given price, because the rise in the input
price makes production less profitable), but has no effect on the demand curve
because it does not affect any of the determinants of demand (tastes, prices of
substitutes or complements, income, population, the distribution of income).
Thus P rises and Q falls.

d) Squash racquets are a complement for squash court time (as you are told in
the problem), so the fall in squash racquet prices causes the demand for squash
court time to increase (shift to the right). Meanwhile, the rise in squash
professional wages shifts the supply curve to the left (this event is discussed in
part ). When you draw the curves, you will see for certain that P rises, but that
the effect on Q might go either way, depending on the relative effect of both
events. Put another way, if you fool around with the curves, you can get Q to
either rise or fall, but you will always find that P rises.

e) The rise in Canadians' real income causes demand to increase (shift to the
right) since squash court time is a normal good. Squash racquets are a
complement for squash court time, so the rise in sqaush racquet prices causes
the demand for squash court time to decrease (shift to the left). The two effects
work in opposite directions, and neither effects the supply curve. Since we don't
know which effect is larger, we cannot say whether overall the demand curve
shifts right or left (it may stay in the same place, but we can't say that for certain



either). Thus the effect on P and Q is unknown.

f) The technological change lowers production costs and thus makes sellers more
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eager 10 suppiy the product, auuuug the suppiy curve to the rignt. Meanwhile, the
rise in squash professuonal wages shifts the supply curve to the left (this event is
discussed in part b} The two effects work in opposite directions, and neither
effects the demand curve. Since we don't know which effect is larger, we cannot
say whether overall the supply curve shifts right or left (it may stay in the same
place DUI we Caﬁ t Say l[ldl IOT (,er[aiﬁ éilner) IﬂUS Iﬂe enect on P ano u IS
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2a) At P = $0.50, Q = 90, and A
consumer surplus is sADE, which  Se”
has area

% x $4.50 x 90 = $202.50. The 43
student pays P x Q = $0.50 x 90 =

$45.

b) At P = $4.50, Q = 10, and
consumer surplus is AABC, which <
has area ‘

% x $0.50 x 10 = $2.50. The S
student pays P x Q = $4.50 x 10 = L : : >
$45. o 10 q0 100 ~ &

c) When the student purchases the PHoToLO option, the price of each minute of
phoning is zero (since the student pays $46 whether or not calls are made). At
this price, the student places 100 minutes of calls. The total value received by
the student is AAOF, which has area %2 x $5.00 x 100 = $250. Since the student
pays $46, the consumer surplus is $250 - $46 = $204, a gain of $1.50 over
paying 50¢ a minute. Thus the most a student would pay for the option when
calls are otherwise 50¢ a minute is $47.50 (at this price, the consumer surplus in
the option is $250 - $47.50 = $202.50, the same as when the student pays 50¢ a
minute). You can get this answer in two ways. The first is just to subtract
$202.50 (the consumer surplus when P = $0.50) from $250 (the consumer
surplus when P = $0). The second is to notice that when the cost of PHoToLO is
$46, the consumer gains an additional $1.50 over paying $0.50 a minute. This
suggests that the consumer will break even if the cost of PHoToLO rises another






