Second Exam, Economics 160, Spring 2003
Part II


Name:______________________________


Score:__________

Question 1.  Read the article on the next page and answer the following questions:
1. How has the decrease in the cost of cell phone service affected consumer surplus? 

2. How has the decrease in price affected cell phone supplier surplus? 

3. What factors have affected the demand and supply of cell phones recently? Show these changes on the demand and supply curve graph below. 
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Competition in the Cell Phone Industry
(05/97)
The cell phone industry has experienced rapid growth in the last year, with sales topping $25 billion in 1996. Approximately 30,000 new customers subscribe to wireless service each day, for a current total of 43 million customers. This represents a 330% increase from the ten million customers the industry served ten years ago. In spite of the phenomenal growth, cell phones are present in only 20% of U.S. households, so potential for further growth is staggering. 

Customers have benefited from recent deregulation and technological advances in the telecommunications industry. Many regions which had only two carriers last year - AT&T and CellularOne - now have as many as half a dozen. These new carriers are offering inexpensive and creative pricing plans, such as $23 for 20 minutes or $325.95 for 1,000 minutes. In some areas, increased competition has caused charges per minute to decrease from 45 cents to 30 cents per minute. 

Competition has been intensified by advances in digital communication systems that offer e-mail, caller ID, paging, compact disc quality sound, and greater security. The new digital phones, ranging in cost from $80 to $150, are more expensive than the older analog phones, which are usually available free with a service subscription. Analog communication systems have advanced as well. Several of the larger competitors, AT&T, Sprint, and MCI, are developing systems that will allow customers to make both fixed and cellular calls from the same number. A basic analog phone is adequate for most individuals who need less than 100 minutes of airtime. Business users, on the other hand, may prefer digital phones, because only they offer such features as e-mail.

Question 2. Read the article on the next page and answer the following questions.
1. Using demand and supply curves, show how the externalities associated with smoking affect the socially optimum price and quantity of cigarettes. 

2. Is the deadweight loss from a cigarette tax likely to be large or small? Why? 

3. Is the cigarette tax likely to be a good source of revenue for the government? 

4. Is the cigarette tax likely to deter smoking? Why or why not?
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THE EXCISE TAX ON CIGARETTES 
(06/97) 

The states of Utah, New Hampshire, Alaska, and Maryland have recently increased the excise tax on cigarettes in order to fund social services, public health programs, and initiatives to discourage children from smoking. Similar plans have been proposed and defeated in other states and at the national level in the past several years. In April, 1997, Senators Edward Kennedy and Orrin Hatch introduced a bill to Congress in April that would have added 43 cents in federal tax on the sale of each package of cigarettes. The tax revenues would have been used to provide health insurance to ten million uninsured children and to reduce the federal budget deficit. The Hatch-Kennedy bill was defeated May 21, 1997. In 1994 President Clinton proposed a 75 cents per pack tax which would raise an estimated $11 billion per year to be used to help pay for health care costs attributed to smoking. That plan was also defeated. Recently, a proposal to levy a 20 cents per pack tax was passed by the Senate Finance committee in June, 1997. Tobacco-state legislators have vowed to defeat the proposal. 

Proponents of the cigarette tax argue that market failure occurs in the cigarette market because of spillover effects. Spillover effects are external costs that smokers impose on nonsmokers, such as increased health care costs for smoking related illnesses, sick leave costs, life insurance costs, costs of fires, and foregone tax revenue. Researchers have estimated the spillover cost of smoking to be as much as 75 cents per pack. Those in favor of the tax also point out that the higher cost may deter some people, especially children, from smoking. The revenues could be used to provide some relief from increasing health care costs. 

Opponents of cigarette taxes argue that the spillover costs to nonsmokers are overstated and that they may be as low as 4 cents per pack, but certainly no more than 21 cents per pack. They claim it is doubtful that the tax will deter smoking. The effect of the tax on the families of those who smoke would be a reduced family income. Opponents claim that stricter laws on the sale of tabacco products to minors would do a better job of preventing children from smoking. Opponents estimate that taxes might cause the loss of 273,000 jobs, primarily in North Carolina, Kentucky, and Virginia.
Question 3. Read the article on the next page and answer the questions. 
1. What are the benefits of free trade promoted by the WTO? 

2. What comparative advantage do most Third World countries have? 

3. Why would Third World businesses and governments oppose higher wages? 

The World Trade Organization
A Global Conspiracy? 

The World Trade Organization was formed in 1994 to replace GATT, the General Agreement on Tariffs and Trade, a fifty-year old organization whose purpose was to reduce tariffs among member nations. The goals of the 135 member WTO are to promote free trade, enforce trade agreements, and settle trade disputes. Empowered to regulate intellectual property rights, merchandise trade, and service trade, the WTO is more powerful than GATT, which regulated only merchandise trade. 

In December 1999, when the WTO held its annual meeting in Seattle to discuss farm subsidies and Internet taxes, many of its critics gathered to protest a variety of the organization's policies. In general, the protesters accused the WTO of being a global conspiracy seeking to form a one-world economy for the benefit of multinational corporations. There were also many specific objections to the WTO. Trade unions called on WTO delegates to increase worker wages and to improve working conditions in Third World countries. They also called on the WTO to support U.S. policies that forbid countries, especially Japan, Russia, and Brazil, from dumping cheap steel in the United States. Environmentalists called for stricter environmental standards around the world. They requested, for example, a ban on the sale of shrimp caught in nets lacking sea turtle escape-hatches. Although the United States has enacted such a restriction, the WTO is forbidden to ban imports because of how they are produced. Human rights advocates urged the WTO to allow member countries to boycott companies doing business with Burma, whose government is reported to be a repressive dictatorship. The WTO forbids anti-dumping laws and boycotts such as these because they restrain free trade. Protesters also accuse the WTO of making decisions in secret and of not involving the people affected in the decision-making process. 

Supporters of the WTO argue that trade restrictions may be more subtle today than obvious tariffs and quotas. For example, was the European attempt to ban American hormone-fed beef due to a real health threat, or was it just an attempted trade restriction in disguise? The WTO has the power to rule on such disputes much faster than did its predecessor, GATT. Citing examples of Southeast Asian and Brazilian developers burning forests to clear land, WTO proponents argue that the WTO, which puts national actions under international scrutiny, will protect environmental interests rather than sacrifice them. Immediate imposition of Western environmental standards would most likely bankrupt most Third World manufacturers and force workers back into subsistence wages. WTO supporters agree that Third World workers are underpaid by Western standards but point out that they are still better off than they were before globalization began. Advocates argue that the WTO cannot force governments to do anything against their will. Nations and their citizens participate in trade only if it is to their benefit to do so.
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