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UNIVERSITY OF ESSEX SESSION 2011/2012
DEPARTMENT OF ECONOMICS AUTUMN TERM
TIM HATTON

EC111 - INTRODUCTION TO ECONOMICS

ASSIGNMENT 1

This assignment is to be handed in to Room 5B.209 BEFORE 12.00 NOON on
MONDAY 28™ November, 2011, you will receive an electronic receipt. You should
NOT hand in assignments to your class teacher. Please note that the University has a
zero tolerance policy for late submission of coursework. Therefore all assignments
submitted after the deadline will receive a mark of zero. See page 53 of the
Undergraduate Economics Handbook for details.

Please make sure that your NAME and that of your CLASS TEACHER are printed
clearly on the front page of your assignment.

This assignment is divided into two sections. Each is worth 50% of the marks. Write
your answers in the spaces provided; do not include any other sheets. You should
answer all questions. No marks will be award for those parts of answers which exceed
the space limits.

Please write your answers CLEARLY.
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SECTION A (5 marks per question)

State whether each statement is TRUE, FALSE or UNCERTALIN, giving a brief
explanation in the space provided. Use diagrams where appropriate. Your marks will
depend entirely on the quality of this explanation: e.g., even if it is correct, putting
“TRUE” will get no marks unless you explain your answer.

1) If a country has a concave Production Possibility Frontier, for each good the
opportunity cost falls as more of that good is produced.

2) The government introduces a per-unit tax on a good and the price paid by
consumers increases by the full amount of the tax. The demand curve must be
completely inelastic.



3) Ata point on a straight-line demand curve where demand is elastic, total
expenditure on the good will fall as the price increases.

4) An individual consumes two goods that are perfect complements. A fall in the
price of one of these goods will not cause him to consume more of it.



5) An individual spends all her income on two goods, X and Y. The price of X
falls but this individual buys the same amount of X as previously (income and
the price of Y remain the same as before). Y must be a normal good.

6) A lottery charges £10 for a ticket and pays a prize of £100 on one in ten of the
tickets (where the winning tickets are selected at random). A risk-averse
individual will not buy a ticket.



7) Adverse selection occurs when an individual takes greater risks if she is
covered by insurance.

8) A perfectly competitive industry consists of identical firms with ‘U’ shaped
average cost curves. An increase in industry demand has no effect on each of
the original firms’ output in the long run.



9) If a firm in the long run sets its Marginal Rate of Technical Substitution equal
to the ratio of factor prices then it must be maximising its profit.

10) Over the range of output where there are increasing returns to scale, the firm’s
long run marginal cost curve is downward sloping



Section B (25 marks per question)

1) The demand for wheat is Q° = 160 — 2P, and supply is Q° = — 40 + 2P where prices
(P) are in pounds and quantities (Q) are in tonnes.

(a) Find the value of consumer and producer surplus in this market. [5 marks]

(b) The government decides to give a subsidy to producers of £20 per tonne on
this essential food. How much does consumer and producer surplus change?
Calculate the deadweight loss to society and illustrate this on a diagram. [8
marks]

(c) Instead of the policy in (b), the government decides to open this market to
international trade (previously imports were banned). The world price of
wheat is £40 per tonne and world supply is perfectly elastic. Compare the
social surplus from this policy with that under (a), and illustrate using a
diagram. [7 marks]

(d) Is it worth opening trade as in (c ) but compensating the farmers as in (b)
above? [5 marks]






2) Jim’s only source of income is his old age pension which is £100 per week. He
spends it all on two goods, food which costs £1 per unit, and heating which costs £2
per unit.

a)
b)

c)

d)

Draw Jim’s budget constraint. If he chooses to consume 20 units of heating
how much food does he consume? [6 marks]

The price of heating now rises to £2.5 per unit. To what level must the
government increase the pension so that Jim can purchase exactly the same
combination of goods as in part (a)? [7 marks]

Suppose the government does increase the pension to exactly the level you
have given in your answer to part (b).

1) Will Jim now consume more, less or the same number of units of heating?
[3 marks]

i1) Will Jim’s utility be higher, lower or exactly the same as compared with the
initial situation in part (a)? [3 marks]

From the government’s point of view would increasing the pension be a better
policy than introducing a subsidy on heating fuel? Explain. [6 marks]
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