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1. Consider a market where the equation of the demand curve is QD = 40 - 2p and the supply 
curve is given as QS = 4p – 20.  

a. Find the equilibrium price and quantity 
b. How much consumer surplus is there? 
c. If the government imposes on each firm a $3 tax on each unit sold, calculate how 

much consumer surplus is lost 
Hint: Instead of receiving P, supplier now receive (P-t). 

 

2. Use comparative statics (i.e. a demand and supply diagram) to match the shock to the outcome 
in the airline industry. The first example is already completed.  

 Primary 
impact 

Increase or 
decrease? 

Therefore 

Price Quantity 

Aviation fuel 
becomes cheaper 

Supply curve Increase $ # 

Growing 
population 

    

Government 
investments in 
high speed rail 
lines 

    

A dearth of top 
executive talent for 
airline CEOs 

    

 

3. On Monday September 21st 2015, Volkswagen’s share price fell by 23%.1 
a. Which of the following economic forces could have caused this? 

• An increase in demand  
• A decrease in demand  
• An increase in supply  
• A decrease in supply  

b. According to a Bloomberg article, “Volkswagen lost almost a quarter of its market 
value after it admitted to cheating on U.S. air pollution tests for years, putting 
pressure on Chief Executive Officer Martin Winterkorn to fix the damaged reputation 
of the world’s biggest carmaker.” Use a demand and supply diagram to show what 
happened.  

																																																								
* Prof. Anthony J. Evans prepared this note for the purpose of aiding classroom discussion. It is not intended to 
serve as an endorsement, source of primary data, or illustration of effective or ineffective management. © Anthony 
J. Evans 2018.  
Some of these questions originate from Managerial Economics by Luke M. Froeb, Brian T. McCann, Michael R. 
Ward and Mikhael Shor (Thomson Southwestern 3rd edition, 2013). Question 4 is taken from “Explaining 
industry changes using supply and demand” pp. 92-95. Question 5 is taken from “Prices convey valuable 
information” pp. 95-96. 
1 See Naomi Krege and Richard Weiss, “VW Drops 23% After Admitting Diesel Emissions Cheat” Bloomberg 
Brief, 21st September 2015 
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4. Consider the events in the commercial paper market in September 2008.2 The chart below 

shows how the quantity of 30 day loans declined dramatically. 

 

The next chart shows how the annualised interest rate on the loan (i.e. the “price”) shot up 
from 3% to 5%.  

 

These events spooked Treasury Secretary Hank Paulson and Federal Reserve Chairman Ben 
Bernanke, and they were characterised as a “freeze” in the market for short term lending. 
Using the figure below, imagine that the starting position is D1, S1. Draw a circle around the 
equilibrium for September 2008 and explain what had accounted for the price and quantity 
movements shown above. 

																																																								
2 “Commercial paper” is an unsecured short-term debt instrument typically used by companies to meet impending 
liabilities. They are essentially an IOU and can be more cost effective than going to a bank.  
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5. Markets play a significant role in conveying information between buyers and sellers, and 
prices serve as the main communication tool. To understand this, consider what happened 
when a pipeline carrying gasoline to Phoenix, AZ broke. The situation could have been 
disastrous because Arizona has no refineries of its own; it receives gasoline through two 
pipelines. One of those pipelines starts in Los Angeles and supplies gasoline from West Coast 
refineries to the Phoenix gasoline terminals. The other pipeline starts in El Paso and supplies 
gasoline from refineries in Texas and New Mexico. Upon entering Arizona, that pipeline 
travels first to terminals in Tucson and then to terminals in Phoenix.  

 

On July 30th 2003, the Tucson-to-Phoenix section of the pipeline from El Paso ruptured, 
causing that section of the line to close from August 8th until August 23rd, when partial service 
resumed.  

Use comparative statics to predict what happened in the daily market for gasoline in Phoenix. 
Try to fill in the chart below, showing the price of gasoline in Phoenix and Tucson. 

 


