Homework 1: Market failures

DEADLINE: October 2 at 3:30pm.
Part I.  Warm-up exercise: Inefficiency of a tax   (10 points)  

(Part 1 helps you practice consumer and producer surplus before you move on to more 
demanding tasks. )
Assume that the governor is considering a 25% entertainment tax on movie tickets. We have no reason to assume a market failure or other problem that would require a market correction.  The only purpose of the tax is to collect revenue for the state.  Demonstrate to the governor that the tax produces inefficiency; i.e. loss in social welfare.  [NOTE: DRAW A LARGE GRAPH, so that you can see what you are doing and I can see what you are doing! Consult Munger chapter 4, if you need assistance. ]

a) Draw a supply and demand curve for current (untaxed) situation.  Indicate equilibrium price and quantity.   

b) Indicate (i) producer surplus and (ii) consumer surplus. 

c) Shift  price up by 25% (this is the hypothetical tax on the price of the ticket). Indicate new equilibrium quantity that is consumed on the market. 

d) Indicate clearly (i) consumer surplus, (ii) producer surplus, (iii) collected tax revenue in this new situation.

e) Compare social surpluses in the no-tax and taxed economy.  What to you conclude about the change in social surplus?

f) Indicate deadweight loss on the graph.  Why does this happen? 

g) Explain in a simple language for the governor why there is a loss in social welfare if we impose tax. 

PART II. Market failure

Below is a list of public policy issues or questions.  Please answer all questions (1-6) for each issue (A-E).  (20 pts for each issue)   [Note:  If you find the assignment confusing, you can find example homework on the course website. Check the link “Assignments”. ]
A. Government subsidy on higher education

B. Tax on gasoline 
C. Mandatory indication of sugar content on packaged food in grocery stores   

D. Food stamp program (Comment: low-income people receive coupons that can be exchanged for food and basic supplies. 
E. Public seismological observatory (Comment: The observatory assesses seismic hazards, monitors earthquakes, and disseminates this information to the public)
1. Is this a government response to a Market Failure?  If so, which type is it?

2. Draw a Supply & Demand figure of the situation.  Be sure you label the axes and curves (e.g., quantity of WHAT).

3. On the picture, show the price, quantity, and welfare that result in the absence of policy intervention.

4. Show the efficient level of price, quantity, and welfare.

5. Show the welfare loss that results from the market failure (hint: difference in social surplus in these two situations [i.e. “failed market” (3.) and corrected market (4.)].

6. Suggest other possible policies that may correct this type of market failure.  
