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Question 1 (30 points). Read the following article and answer the following questions. Use the blank graph on the following page for your answer.

A. Draw a demand curve and a supply curve for the VW Bug. Where is the equilibrium price (based on the article summary)? The equilibrium quantity? 

B. Show the effect of an increase in supply (to 64,000 cars) in the graph above. What happens to the equilibrium price? 
C. Will revenue from the sale of the Bug increase of decrease if the supply is increased to 64,000 cars? Explain or discuss.

D. If tastes for the VW Bug rise even further, what will happen to equilibrium price and quantity? Show on your graph. 

E. Which method of allocation is more fair: a waiting list or first-come, first-served? Which is more equitable? As an economist, which would you recommend?
F. Should scalping be illegal? Why or why not? What are the incentives to sell above list price? 

G. Suppose a competitor auto company decides to manufacture a car to compete with the VW Bug. Is the other car a substitute or complement? Explain. 
Show on your graph and explain the effect on the market for VW bugs, if consumers begin to purchase the new car.
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SHORTAGE OF VOLKSWAGEN BEETLES 

The new Volkswagen Beetle has such appeal that many people are willing to pay much more than the sticker price in order to get one. The base model starts at $15,200 and the car with all the options costs about $18,000. Yet, a few days after Wally Leach paid $18,000 for his new VW, a man stopped him in the parking lot with an offer of $27,000. And this was only a few hours after someone had offered him $23,000. Are people crazy?

Actually, the problem is that with demand so great and supply so small, scalping has occurred. Although the Volkswagen Company discourages its dealers from selling at above-sticker prices, some VW dealers just can't turn down the extra profits. In addition, some non-VW dealers are buying them and then re-selling at a tremendous mark-up (even though the customers lose out on the 10-year, 100,000-warranty). 

Why the tremendous demand? Ronald Pogue of Berkeley says that the car is "cool" and gets him attention wherever he goes. Other owners claim the Bug is the "baddest car around." 

How do dealers handle the shortage? One dealer in Livonia, Michigan says he has a policy of no waiting lists: for him, it's first-come, first-served. However, some of the customers "are pretty nasty people" and have gotten loud angry when they've been told the cars were already sold. Another dealer in Knoxville, Tennessee, argues that a waiting list is the best way to determine who gets the cars. He currently has a list of 250 people, which translates into an average 18 month wait. 

Why the small supply? Before Volkswagen geared up to mass produce the Bug, they wanted to be sure of demand. Thus, they were set to distribute only 50,000 to the US and Canada for this model year. In response to the high demand, next year they will produce 64,000. As the amount supplied rises, the hope is that scalping will eventually stop.

Question 2 (20 points). Read the article and answer the following questions.

A. Who does a price support benefit? Who does it hurt? Illustrate on the graph on the following page. 

B. Are regional compacts in conflict with the constitutional protection of interstate commerce? What do you expect will happen to farmer profits if the cartel succeeds? Do you expect that prices will rise or fall? 

C. As new technology enters the industry, what happens to the supply curve? Prices (with no price supports)? Profits (when price supports stay the same)? Illustrate on the graph on the following page. 

D. Should dairy farmers receive a price support? Why or why not?  Illustrate your answer on the blank graph on the next page. 

E. What is the tradeoff in implementing a price support? 
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PRICE SUPPORTS FOR THE MILK INDUSTRY 
(02/98) 

U.S. prices for milk products have been more heavily regulated than those of any other agricultural product. Regulation costs the tax payer: Approximately 500 government employees administer the regulations involving milk. Regulation also costs the consumer: Agricultural Studies have shown that in some recent years, milk price supports have cost consumers as much as $1.7 billion. 

The history of federal milk price supports dates back to the 1930s, when dairy farmers lobbied for protection, arguing that they could not (like many other farmers) store their products until prices rose. The federal government responded by creating a formula which would guarantee the farmers a minimum price, paid by the milk processors. 

In the 1960s Congress reacted to growing shortages of milk in regions of the country far from the Dairy Belt by passing the Eau Claire rule, which provided a bonus for milk sales based on how far the cows were from the Wisconsin city of Eau Claire. The idea was that with the bonus dairy farmers would have an additional incentive to transport milk to such cities as Miami. What happened? Although Wisconsin's cool climate leads to greater efficiencies in milk production, the bonus enticed many farmers located far from the Midwest to enter the business. In fact, it is a group of Midwestern dairy farmers who are now fighting the Eau Claire rule, bringing it to court. ( A federal judge recently threw out the Eau Claire rule, although the U.S. Agricultural Department has requested a stay while it appeals.) 

Whether it fits in with our portrait of the family farm or not, megafarms are the reality. And they are in places from New Mexico to Idaho to Wisconsin. New technology, from improvements in refrigerated trucks to genetically engineered hormones that increase milk production, are lowering the costs of production. 

Six states in New England are fighting this trend. Senator Patrick Leahy from Vermont inserted a provision for a six state milk-price compact into the 1996 farm bill. It insures that the cheaper Midwest milk does not compete with the more expensive New England variety by pricing all milk at the same price. Although New England farmers are collecting an average of $1000 more per month, the consumer is paying about 20 cents more for a gallon of milk. 

All this regulation does not guarantee that demand increases, however. U.S. milk consumption has been stagnant over the past several years. In an attempt to reverse this, the industry began its expensive ad campaign, using celebrities wearing milk-mustaches. 
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