Economics 310

Problem Set 1

1. The new president of CSUN must decide whether or not to increase tuition by $500 per semester. If she does not do so the number of classes offered will decrease and the average time to graduate will increase by a year. Will all students be better off if she leaves tuition at the current level? Explain your answer using the idea of opportunity cost. 

 2. From 1977 to 1992 the real price of Cocaine (measured in 1992 $) fell from $750 to $120 a gram. During the same period the quantity of Cocaine consumed increased. What is the most likely explanation? Why? (Your explanation should include but not be limited to a supply and demand graph.)

3. According to Jeffrey Harris, an MIT economist who studies the tobacco industry, a 10% increase in cigarette prices will cause a 5% decrease in cigarette consumption.


a. What is the elasticity of demand for cigarettes? (Show your work.)


b. If Congress increases the tax on cigarettes so that the average price of a pack

increases from $1.75 to $2, by what percent will cigarette consumption drop? 

Will consumers spend more or less money on cigarettes? (Show your work.)

4. Assume the rental market for apartments in Anytown is in equilibrium as shown in the graph below.







The city council passes a rent control law that lowers the rent to $500. If the price elasticity of demand is .7 and the price elasticity of supply is .2, how large will the shortage of apartment be? Explain you work.

Answers to Problem Set 1

1. The cost of the tuition increase is $500/semester. The total cost increase would be $500 times the number of semesters the student needs to graduate. If tuition is not raised the cost is the opportunity cost of the extra time needed to graduate. How much more would the student have earned if he/she graduated a year sooner? The exact amount will depend on what salary the student will earn, but in most cases this will be more than the extra tuition cost.

2. During this time the supply for Cocaine must have increased. If demand increased, the price would have increased.











3.  a. The elasticity of demand is  (= % in Q/ % in P= 5/10=.5.

b. % in Q / (2-1.75/1.75)=.5

     % in Q = .5(14%)=7% 

They will end up spending more money on cigarettes after the tax. The percentage increase in price is bigger than the percentage decrease in quantity because demand is inelastic. 

4.The rent control law causes a 16.7% change in price.  The percentage change in the quantity demanded is .7*16.7 or 11.7%. The percentage change in the quantity supplied is 16.7*.2 or 3.3%. The shortage is 1000(1.117-.967) or 150.
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