Economics 310

Problem Set welfare and perfect competition
1. Is the following statement true or false? Explain your answer. In the short run a lump sum tax will have a bigger effect on deadweight loss than an excise tax.

2. Suppose the U.S. government sets a price for corn of P1, which is above the equilibrium price. It maintains the price floor by paying farmers the difference between the price corn is sold for in the market and the guaranteed price of P1. Farmers are allowed to produce as much corn as they want.

a. On a graph show the amount the farmers will produce, the amount consumers will buy under this plan. Also show the consumer surplus, the producer surplus and the cost to the government. What is the dead weight loss?

b. Senator Hayseed from Iowa suggests that it would be better for all concerned if the government were to maintain the price floor by promising to buy up any corn farmers cannot sell at the guaranteed price instead of the plan described above. Is he right? Explain. What would happen to deadweight loss and the cost to government under the Hayseed plan compared to the original?  
 3. The government subsidizes the industry be giving corn farmer $5 for each lb. of corn they grow. Using a graph show the effect of the subsidy on consumer surplus, producer surplus and gains from trade. Is dead weight loss created? How much is created? Why?  Is this method of increasing farmer’s income more or less efficient than the methods described problem 2? Why?

4. Suppose Americans can buy any number of birdcages on the world market at a price of P1. American manufacturers have an upward sloping supply curve that intersects demand above P1. 

a. Use a graph to show the following: price of birdcages in the US, Q of birdcages bought in US, quantity produced by US manufacturers, quantity imported, consumer surplus and producer surplus.

b. The government imposes a tariff on bird cages sold which is like an excise tax on foreign goods. Using a graph show what happens to the following: price of birdcages in the US, Q of birdcages bought in US, quantity produced by US manufacturers, quantity imported, consumer surplus and producer surplus.
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1. The statement is false the lump sum tax will have no effect on price and output in the short run. The lump sum tax will shift average total cost, but not marginal cost. It does not effect the firm’s variable cost curve. Since MC does not shift, industry supply will not shift and there will be nor change in equilibrium price and output there will be no dead weight loss created. 

2.














a.  If the government promises to pay the difference between the market price and P1, farmer will produce Q2. The market price will be P2. 
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b. Under Senator Hayseed’s plan consumers will pay a price of p1 and buy a quantity of q1. Farmers will still receive p1 and produce q2 and the government will buy a quantity of (q2-q1). Consumers will be worse off. Producers will be indifferent. Dead weight loss will be larger.
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3. See graph  
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The subsidy causes the supply to shift from S to SS. (The subsidy is the opposite of a tax.) The subsidy has the same effect as plan described in part A of  2.

4. a.The US price will be P1 the same as the world price, quantity produced by US will be Qus , the total quantity bought will be Qt and the amount imported will be Qt-Qus. The consumer surplus is a c, producer surplus is b and the total gains from trade is abc. 








b. The tariff raises the price to P1+t. The amount bought by consumers falls to Q3. The amount sold by the US firms increases to Q2. Consumer surplus goes down to area a, producer surplus increases to area bc. Gains from trade is abc.
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