ECO 101 830  Principles of Microeconomics
Homework #3 
Answer Key

1. Here in CNY and where I grew up in St. Louis, most single-family homes have a basement.  However in Tulsa, Oklahoma basements are virtually non-existent, despite the prevalence of tornadoes.  Can we conclude that Okie’s are not rationally planning for the danger of tornadoes?  Explain your answer using the elements of economic theory.

We learn in chapter 4 that under economic theory, choices that people make stem from their objectives AND their constraints.  We also discussed how the first thing to consider when we observe different choices is whether constraints are different (see pages 94-95).  Simply chalking up a choice to preferences or nonrationality is too easy.

So how might constraints be different between CNY/St. Louis and Oklahoma when it comes to building a basement?  There could be legal constraints (like zoning laws) or financial/physical constraints (building a basement in OK is more difficult and thus more costly).  In actuality, OK soil is thin with bedrock underneath, making digging a basement very difficult.

2. For over 3 years, New York State has banned smoking in bars and restaurants.  The owners of these establishments have bitterly complained about the government intrusion into their businesses, while smokers feel their rights are being violated.  Use the concept of externalities to construct an argument in favor of this smoking ban.  (note:  I am not asking whether you are for/against the ban, but how the externality concept would work to justify regulation in this case.)
For non-smokers, second hand smoke is an external cost.  Non-smokers do not buy/use cigarettes but they are subject to its ill effects.  Smokers will not take this external cost into consideration unless they are forced to do so.  A state-wide smoking ban is one way to reduce this external cost.

[Note:  the ban of smoking is NOT an external benefit.  Externalities are third party effects from production or consumption, not from regulation.]

3. It is estimated that the Army Corps of Engineers will use almost $1 billion of worth of federal funds to reconstruct the New Orleans levees to withstand Category 5 hurricanes.  Explain why flood control would be considered a public good.

To be a public good, flood control must be nonrival and nonexclusive.  Flood control is nonrival because the levee protection of one house does not impede on the levee protection of surrounding houses.  Flood control is nonexclusive because once a levee is built, it protects all in the flood zone, you cannot “unprotect” homes in the zone that do not pay for protection.  If you protect one house in the zone, you protect them all.  For these reasons, flood control requires public funding if a comprehensive system is to be built at all.

4. Recently the FDA approved a vaccine for HPV manufactured by Merck Co. and will likely approved a similar vaccine made by GlaxoSmithKline this year.  (HPV is a virus that causes most cases of cervical cancer in women.) Currently there is a huge debate in several states over requiring the vaccine for girls by age 12.    

a) What kind of market failure would support this regulation?  Explain.

The requirement of the vaccine could be supported due to the external benefits that come with any vaccine.  HPV is sexually transmitted, so the more girls protected from HPV, the fewer people will contract and spread HPV.  Given this external benefit, people undervalue the HPV vaccine and too few will get the shot.  The requirement will attempt to get around the underproduction of the vaccine.

[While the market failure of lack of competition is at work in the example, the requirement of the vaccine does not address the lack of competition problem.]

b) What kind of government failures could result?  Explain.

Government failures come from rent-seeking behavior or unintended consequences.  

Rent-seeking problems could occur as Merck and GlaxoSmithKline lobby for the vaccine requirement to boost their sales and profits, rather than out of any public health concern.  

Unintended consequences could include:  

· Widespread vaccine side effects not apparent in the smaller tests of the vaccine

· Higher health insurance premiums to cover vaccination costs, leaving more people without health insurance.

· Costs to the government to provide lost cost vaccination to the poor and uninsured.

· Problems in school districts with parents refusing to vaccinate their daughters and pulling them from school

