
Study Guide                             Microeconomics                      Exam 1

Definitions: 
Be able to define all the following terms and graphically illustrate those terms marked with an asterisk (*).  (This may not be a
complete list as I may add to the list during lecture.)   (See www.amosweb.com for their glossary though some definitions have a
definite conservative bias.)

economics
capitalist economy
socialist economy 
market economy
command economy
mixed economy
laissez faire
invisible hand
free market

privatize, nationalize
private sector, public sector 
3 economic questions
factors of production
opportunity costs
consumer goods
capital (investment) goods
price floor*, price ceiling*
equilibrium price

excess supply and demand
deadweight loss*
consumer surplus*
producer surplus*
social surplus*
efficiency, inefficiency
market failure
Pareto Optimum
Pareto Improvement

Additional vocabulary:
_______________________________________________________________________________________
You are responsible for knowing all terms used in class whether or not they are listed above.

Working with Graphs

Supply and Demand.  Show what happens to equilibrium price and quantity given the following events in the indicated market. 
Always draw both the Supply and the Demand curve.  Label both curves and both axes.
a. Market= California wine sold in California Event= A fire destroys some California vineyards.
b. Market= French imported wines sold in CA Event= The same fire as above
c. Market= U.S. First Class Postage stamps Event= Christmas  (Think about this one.)
d. Market= Lumber Event= Restrictions limit the number of trees that can be cut 
e. Market= Fuel-efficient cars          Event= Lower gasoline prices
f.  Market=Baby-sitters          Event= More babies are being born
g. Market=Foreign Language Classes          Event= More businesses in the U.S. are expanding abroad
h. Beach-front property in San Diego    Event= Average income in San Diego increases.

In addition to showing the shifts in the demand and supply curves, as in the above examples, you will need to illustrate and
explain the effects of price controls.

Short essay-type questions
1.  Define and give an example of a Pareto Improvement (see handout) from your own experience.  Be very specific. 
2.  Identify a specific market in which there is government intervention.  Explain.  Which of the three basic economic questions is
the government influencing?  Why do you think the government is intervening? 
3.  Referring to the income and substitution effects, briefly explain why the demand curve is downward sloping.
4.  Using utility analysis, explain why the demand curve is downward sloping.

Elasticity
1.  Do you think the demand for water is price elastic or inelastic?  Briefly explain.  Calculate the price elasticity for the demand of
water given the following information: During a recent drought the price of water was increased by 15%.  Water usage dropped
from 100 million gallons to 80 million gallons per month in a small California county.  Do your calculation support your claim?
Briefly explain.
2.  Calculate the price elasticity of demand if an increase in price by $1.00 from $4.50 a dozen results in a decrease in the quantity
sold from 1,050 to 950 dozen.  Did the owner of the donut shop increase or decrease is total revenue?  Explain without calculating
the actual change in revenues.
3.  Identify whether the demand for the following items is price elastic or price inelastic?  Explain.

water diamonds food rice Coke

4.  Identify whether the supply for the following items is price elastic or price inelastic?  Explain.

unskilled workers brain surgeons postage stamps housing electricity



Utility
1.  Answer the following questions if Bert’s Total Utility for comic books is as indicated below.  Bert has no budget constraint and
he is deciding on only one good.

Quantity, Comics 1 2 3 4 5 6 7

Total Utility $10 $18 $25 $30 $34 $36 $37

Marginal Utility

a.  What is the optimizing rule for maximizing consumer surplus in the simple case?
b.  If the price of comic books is $5 how many will Bert buy in order to maximize his consumer surplus and what will be the value of
his total consumer surplus?
c.  Draw the graph that illustrates your answer to part “b” above.  Show price, MU and Bert’s total consumer surplus.

2.  Optimization in the more realistic case.
a.  What is the optimization rule for maximizing consumer surplus for two goods with a budget constraint.
b. If the price of pizza is $2.00 and the price of soda is $1 which one of the following consumers is optimizing her Consumer
Surplus?  

Person: Marginal Utility
 of last pizza

MU/P
pizza

Marginal Utility
 of last soda 

MU/P
soda

Alice 6 4

Beth 10 5

Clair 8 3

c.  Which of the above consumers needs to increase the number of pizzas and/or decrease the number of sodas to maximize
Consumer Surplus?

In addition to the above questions and topics there will be a few questions (for a few points) on the exam regarding some specific
details discussed in lecture.  Some of these will be for extra credit points and some will be part of the exam.  In the past, for
example, I have asked who Adam Smith was and what OPEC stands for.  These questions reward those students who come to
class, pay attention and take good notes–something you should all strive for.  Hint, pay attention when I talk about current or
historic events.


