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Microeconomics (Eco 1104): Final Exam Review
Professor Claude Théoret                                                                                                         
Fall 2012
The Ten Principles of Economics
· What are the objectives of microeconomic? 
· This is based on the 10 theories prescribed in the Principles of Microeconomics (Nelson, Fifth Edition) – there will be 4 questions on this:

1. People Face Tradeoffs (Efficiency, Equity)
2. The Cost of Something is What you Give Up to Get It (Opportunity Costs)
3. Rational People Thing at the Margin (Rational People, Marginal Changes)
4. People Respond to Incentives (Incentive)
5. Trade Can Make Everyone Better Off
6. Markets Are Usually a Good Way to Organize Economic Activity (Market Economy)
7. Governments Can Sometimes Improve Market Outcomes (Property Rights, Market Failure, Externalities, Market Power)
8. Not on Exam; Macro Based Principle – A Country’s Standard of Living Depends on its Ability to Produce Goods and Services (Productivity)
9. Not on Exam; Macro Based Principle – Prices Rise When the Government Prints Too Much Money (Inflation)
10. Not on Exam; Macro Based Principle – Society Faces a Short-Run Tradeoff between Inflation and Unemployment (Business Cycle)

· Define Scarcity: the limited nature of society’s resources
· Define Economics: the study of how society manages its scarce resources.

Specialization and Trade  
· What is the key difference between absolute and comparative advantage? 
· Absolute Advantage means you can produce a good using less resources; Comparative Advantage means you can produce a good at smaller opportunity cost.

· What is trade based on? 
· Comparative Advantage. Since absolute advantage is determined by a simple comparison of labor productivities, it is possible for a party to have no absolute advantage in anything; in that case, according to the theory of absolute advantage, no trade will occur with the other party. It can be contrasted with the concept of comparative advantage which refers to the ability to produce a particular good at a lower opportunity cost. 
* You must be able to calculate comparative and abs. advantage
· Comparative Advantage: lower opportunity cost over another supplier
· Absolute Advantage: many produce more goods using less time/labour than another supplier.

· What are the characteristics of a PPF? 
· Linear, downward sloping; concave, downward sloping. 

· When is the PPF negative? 
· Every economy only has limited resources to produce goods and services, so it has to choose how to allocate them. PPF basically works like this: if you use all your resources to produce good A, you can't produce good B at all. If you use half your resources to produce good A, you can use the other half to produce good B. And so on. Therefore PPF always has to have a negative slope, i.e. it goes down left to right, because the more of one good you produce with your limited resources, the less you produce of another good. If the slope was positive, i.e. it would go up left to right, it would mean that the more you produce of one good, the more you can produce of another good, which is clearly nonsense.

· Why is it nonlinear at times? If it is linear, what does that mean? Is its opportunity cost increasing or constant? 
· Nonlinear indicates that the opportunity cost changes as you move up or down the (concave) curve (increasing/decreasing), whereas a linear PPF indicates that the opportunity cost is constant. 
* You must be able to identify who would specialize in the production of one or the other good while interpreting a PPF.
· Exam Question: What are the assumptions underlying a PPF?
· The quantity of resources is constant. Productivity is constant.  

· Exam Question: What is a country aiming for? 
· Somewhere on the PPF (without assuming trade is a viable option*) 

· Exam Question: What does it mean if you are inside the PPF? 
· Unemployment or underemployment. Points lying inside the PPF occur when there are unemployed resources or when the economy is not making efficient use of the scarce resources available.

Supply and Demand 
· What is the law of demand/supply, and what does it entail?
· Law of Demand: the claim that, other things equal, the quantity demanded of a good falls when the price of the good rises.
· Law of Supply: the claim that, other things equal, the quantity supplied of a good rises when the price of the good rises. Because the quantity supplied rises when price rises, and falls when price falls, we say that the quantity supplied is positively related to the price of the good.

· Exam Question: What does the equilibrium represent?
· If we are at equilibrium, the quantity supplied is equal to the quantity demanded. 

· What is the difference between a change in demand and a change in quantity demanded? 
· Change in Demand: a shift of the demand curve to the left (decreasing demand) or right (increasing demand). This is a reflection of a variety of factors which includes:
· Income (Normal Vs. Inferior Good)
· Price of Related Goods (Substitutes Vs. Complements)
· Taste
· Expectations
· Number of Buyers
· Change in Quantity Demanded: a change in quantity demanded is movement along an existing demand curve; this is a reflection in a change in price (only).

· What are the determinants of shifts in the demand of supply?
· This is a reflection of a variety of factors which includes:
· Input Prices
· Technology
· Expectations
· Number of Sellers

· What is the difference between a normal and inferior good?
· Normal Good: a good for which, other things equal, an increase in income leads to an increase in demand (i.e. Television, Radio/CD Player, Mobile Phone)
· Inferior Good: a good for which, other things equal, an increase in income leads to a decrease in demand (i.e. bus rides – as your income falls you are less likely to buy a car or take a cab, and are more likely to take the bus, second-hand clothing, bulk food stores)

· What does a change in price of related goods do? 
· Substitutes: two goods for which an increase in the price of one leads to an increase in the demand of the other.
· Complements: two goods for which an increase in the price of one leads to a decrease in the demand for the other. 

· Exam Question: Two goods, apple juice and orange juice, are substitutes of one another. What will happen to apple juice if the price of orange juice rises?
· The demand for apple juice will shift right. The quantity demanded for orange juice will decrease. 
Elasticity 
· What is the formula for Price Elasticity of Demand? 
·  [(Change in Quantity)/ (Change in Price)] (x) [(Average Price)/ (Average Quantity of good x)].  
· What is the range of elasticity in terms of Price Elasticity of Demand?
· Absolutes – must be greater than or equal to zero leading to infinity. [≥ 0, ∞]

· Price Elasticity of Demand: how are you able to determine if elasticity is elastic or inelastic?
· If │E│ > 1 = elastic
· If │E│ = 1,  unit elasticity
· If │E│ < 1 = inelastic

· Price Elasticity of Demand: how are you able to determine if a good is a substitute or a complement?
· If │E│ > 0 = Substitutes
· If │E│ < 0 = Complement 

· Define the characteristics of a normal good:
· The Price Elasticity of Demand for a normal good must be greater than zero (positive).
· A normal good may be a luxury or a necessity good. 
· Luxury: elastic demands (i.e. sail boat)
· Necessity: inelastic demands (i.e. dentist visits)
· * Remember: Whether a good is a luxury or a necessity depends not only on the intrinsic properties of the good but also on the preferences of the buyer.
· Exam Question: Which one is more elastic? 
· Luxury, which has a higher price elasticity of demand. 

· Exam Question: If demand is elastic (greater than one), and price increases, what happens to total revenue? 
· TR will decrease (TR= price x quantity)

Know the relationship between a change in price (where it is greater or less than one) and the impact it has on TR. 
Remember, Perfectly Elastic (price elasticity of demand  infinity) and Perfectly Inelastic (price elasticity of demand  zero).

Efficiency  
· Tariffs: by government on imported goods

· Import Quotas: limit on the quantity of a good that can be produced abroad and sold domestically.

· When are markets deemed efficient?
· Markets are deemed efficient if total surplus is maximized. To be efficient, P = MC and P = minimum AC. 
· P=AC=MC
Remember, the area underneath the supply curve, = total cost to producers. 
· What are characteristics of a competitive market?
· Competitive Markets have no externalities and asymmetric information (buy and the seller do not have the same information on the good). 

· Exam Question: define and identify the price ceiling and price floor (given a purely competitive market graph)
· Both of these are government interventions, meaning they cannot be altered by the market forces of demand.
· Price Floor: set above the equilibrium price (minimum price), increasing the price of certain goods in order to protect the interest of certain unproductive sectors (producers); insures price doesn’t drop too far.
· Price Ceiling: set below the equilibrium price (maximum price), basically lowering the price of certain goods in order to make these goods affordable for consumers; insures price doesn’t go too high.
· In short, price ceiling is the maximum price set by the government to protect the consumers while price floor is the minimum price also set by the government but to protect the producers. 

· Exam Question: Is the market efficient if there is a price floor? 
· No, this leads to a dead weight loss. 
 
· What are the 3 types of market failures?
· Externalities
· Common Resources
· Public Goods

· What is an externality?
· Externality: the uncompensated impact of one person’s actions on the wellbeing of a bystander (this may be either negative or positive, on either the consumer or producer). 
· If the externality is negative, the government will tax. 
· If the externality is positive, the government will create subsidies. 
· For example, loud music = negative externality to the consumer. 

· Can there be private solutions to externalities? 
· Yes; Coase Theorem…

· Explain the Coase Theorem:
· The Coarse Theorem was founded by Ronald Coase in 1971. According to the Coase Theorem, if private parties can bargain without cost over the allocation of resources, they can solve the problem of externalities on their own. (Dick, Jane, and Spot the dog example – page 222)

· Exam Question: identify and explain three public solutions: 
· Command and Control (Regulations): “thou shall ________” [government controlled] where everyone does the same thing.
· Taxes and Subsidies: taxes enacted to correct the effects of negative externalities (called corrective taxes or Pigovian Taxes – after Arthur Pigou who founded this practice 1877-1959). Economists usually prefer corrective taxes over regulations as a way to deal with things, such as pollution, because such taxes can reduce pollution as a lower cost to society. 
· Tradable Permits

· Exam Question: identify and explain a solution for common resources…
· Tragedy of the Commons - establishing property rights. 

· Exam Question: define rival and non-rival:
· Rival: the property of a good whereby one person’s use diminishes other people’s use. (ex. you have jolly ranchers candies; you consume them all)
· Non-rival: the property of a good whereby one person’s use does not diminish other people’s use. (ex. you go to a large public museum, you cannot buy all the tickets, therefore one person’s consuming doesn’t diminish value)

· Exam Question: define excludable and non-excludable:
· Excludable: the property of a good whereby a person can be prevented from using it. (ex. you have jolly ranchers candies; you can choose to keep them all for yourself)
· Non-excludable: the property of a good whereby a person cannot be prevented from using it. (ex. you go to a large public museum, and it is hard to exclude others from going as well)

· Exam Question: based on the following…
· Private Goods: goods that are both rival and excludable in consumption
· Common Resources: goods that are rival in consumption but not excludable
· Natural Monopoly: goods that are non-rival in consumption but excludable
· Public Goods: goods that are both non-rival and excludable in consumption. 
 
· Exam Question: can the private sector be responsible for a public good? 
· No, because of the free rider problem…

· Exam Question: Define the concept of a free rider and their characteristics.
· Free Rider: a person who receives the benefit of a good but avoids paying for it
· Example: imagine Ellen, a small town entrepreneur, decided to put on a fireworks display. Ellen would surely have trouble selling tickets because her potential customers would quickly figure out that they could see the fireworks even without a ticket. Because fireworks are non-excludable, people have an incentive to be free riders.
· Thus, because public goods are non-excludable, the free rider problem prevents the private market from supplying them. The government, however, can remedy the problem. How? If the gov’t decides that the total benefit exceeds the costs, it can provide the public good and pay for it with tax revenue, making everyone better off.

· Identify some important public goods…
· National Defense
· Basic Research (knowledge comes from research)
· Fighting Poverty (welfare programs)

Production Costs 
· What is the difference between economic and accounting costs?
· Economic: this is the opportunity cost – includes both explicit accounting costs (the direct transfer of money) and implicit costs (opportunity costs i.e. lost money). 
· Accounting: explicit costs only

· Economic Profit: over and above a “normal” profit – i.e. what the others are earning.
 
· Define cost in both short run and long run. What is the difference? 
· Short Run: there are two production factors (fixed and variable); the stock is constant and the labour is variable.
· Long Run: everything is variable; there are no fixed costs in the long run.

· MR= (change in TC)/ (change in Q) =  (change in TVC)/ (change in Q)  
*Remember: ▲ TFC/ ▲Q = 0
You must be able to identify curves (in the short run)  AC, AVC, MC… these won’t be labelled on the exam, identify them! 
· Exam Question: When do MC and AC, and MC and MVC intersect? 
· At the minimum point on either the AC or AVC curve. 
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· Remember: AFC is present implicitly, is equal to the vertical distance between AC and AVC at any point on Q.

· Exam Question: Why is the AC and AVC curve u-shaped? 
· A typical average cost curve will have a u-shape, [because fixed costs are all incurred before any production takes place and marginal costs are typically increasing], because of diminishing marginal productivity. When MPP (*remember that productivity drives cost) is increasing, what does that do to MC? MC will decrease. If Ave. Physical Product of labour (APP of labour) is increasing AVC is decreasing*
You will be required to define AC, AFC, AVC, MC etc.

Pure Competition 
· What are the characteristics of pure competition? 
· There are many buys and many sellers in the market.
· The goods offered by the various sellers are largely the same (thus we have price taker; no one can influence the price).
· [Perfectly Competitive Markets] Firms can freely enter or exit the market in the long run.

· Exam Question: What does the demand curve look like in a competitive market? 
· Horizontal Line, perfectly elastic.
 
· Exam Question: What is the role of any firm (small, large) in a competitive market?
· Profit maximization – they must utilize [P = AR] = MR. 
· Remember: the golden rule for Profit Maximization is MR=MC. 

· Short Run Profits: 
· Profit is > $0, excess/economic profits 
· Profit = $0, normal profit 
· Profit is < $0, loss can never exceed its TFC 

· Long Run Profits:
· Profit = $0, normal profit because the price = minimum Long Run Average Cost aka. LRAC. 

· Does a competitive firm have a supply curve? 
· Yes, it starts at the intersection of MC and AVC i.e. minimum AVC.  And extends up. This is the shutdown point (if losses = TFC). 

· Shut down VS. Exit
· Shut Down: Short-Run Decision to leave the market; shuts down if the revenue that it would get from producing is less that its variable costs of production. This considers sunk costs ( costs that have already been committed to and cannot be recovered i.e. FC)
· Shut Down if TR< VC
· Shut Down if TR/Q < VC/Q
· Shut Down if Profits < AVC

· Exit: Long-Run Decision to leave the market; exit the market if the revenue it would get from producing is less than its total costs. 
· Exit if TR < TC
· Exit if TR/Q < TC/Q
· Enter if Profit > ATC

· Exam Question: Is a competitive firm efficient in the short run? In the long run? 
· Given the price of a good must = minimum AC = MC, short run is not efficient because it doesn’t equal min. AC, but it is (efficient) in the long run. 
· Therefore, inefficient in the short run & efficient in the long run. 

Monopolies 
· Exam Question: what is the difference between Price Discrimination and Uniform Pricing?
· Price Discrimination: discriminate based on price
· Uniform Pricing: everyone that buys from this monopolist pays the same price.
· Remember: a Uniform Pricing Monopolist/ Non-Discriminating must have MC, AC, AVC, D, and MR curves. 

· What is the sole purpose of a monopolist?
· Maximize profits. 
· Rule for profit maximization is find Q such that MR=MC. 
· Q: But at what price? A: Up to the demand curve. 

Remember that Profit = TR – TC = Q (P-AC), therefore on a graph the distance between “A” and the intersection of AC is the Profit per unit. 
· Exam Question: why is Profit > MR? 
· The seller must lower the price of each unit sold to sell the good. 
· MR is always less than the price. Because as a monopolist, they are price setters. 

· Exam Question: is the monopoly situation efficient? 
· No, because there is a dead weight loss. Consumer is worse off from monopoly (CS is lower), whereas the producer is better off. 

· Exam Question: Is there a supply curve for a uniform monopolist? 
· No, because there is no one-to-one relationship between price and quantity. The goal of the seller is to grab all CS (so the consumer has nothing). 

· Price Discrimination Techniques/ Methods (3 Degrees):
· 1st degree: Perfect Discrimination, everyone pays a difference price for the same good (CS=0; TS=PS)
· 2nd Degree: if you buy a small lot or a large lot you pay a different price (CS>$0)
· 3rd Degree: monopolist sells the same good in different markets at different prices
· Q: Where will the higher price be? A: Inelastic demand, price is higher. 
· Remember: 1st degree discrimination – is such a market efficient? Is it equitable? A: Efficient = yes, equitable = no because TS=PS. 

Distribution of Income and Wealth 
* There will not be anything related to poverty on this final exam
· Explain the Political Philosophy of Redistributing Income (3 Philosophies) – be able to identify the founders of each school of thought*:

1. Utilitarianism: 
· Utility:  a measure of happiness or satisfaction
· Utilitarianism:  argues that government should choose policies that maximize society’s total utility
· Founders:  Jeremy Bentham, John Stuart Mill
· Because of diminishing marginal utility, redistributing income from rich to poor increases utility of the poor more than it reduces utility of the rich.  
· Yet, utilitarian’s do not advocate equalizing incomes – would reduce total income of everyone due to incentive effects and efficiency losses.

2. Liberalism:
· Advocate: John Rawls (1921-2002)
· Principle of Equal Liberty; each person has an equal right to the most extensive liberties compatible with similar liberties for all. 
· Liberty to vote and run for office, freedom of speech and assembly, liberty of conscience, freedom of personal property and freedom from arbitrary arrest. Difference Principle
· Society may undertake projects that will make life better off for the people who are now worst off.
· Difference (maximum) Principle:
· Society to undertake projects to improve the life of the people who are now worst off.
· Government to implement policies deemed to be just by an impartial observer behind a “veil of ignorance”
· Income redistribution is a form of social insurance, a government policy aimed at protecting people against the risk of adverse events.
· Calls for more redistribution than utilitarianism (though still not complete equalization of incomes).

3. Libertarianism:
· Advocate:  Robert Nozick (1938-2002)
· A political philosophy holding that the role of the state in society ought to be severely limited;
· Confined to police protection, national defense, and the administration of courts of law
· All other tasks commonly performed by modern governments – education, social insurance, welfare, and so forth – should be taken over by religious bodies, charities, and other private institutions operating in a free market.
· Instead of focusing on outcomes, libertarians focus on the process.
· If the income distribution is achieved fairly, government should not interfere, even if unequal.
· Government should:
· Enforce individual rights, should try to equalize opportunities
· Punish crimes and enforce voluntary agreements but not redistribute income.

Wage Rate: rate of pay based on per unit of production or per period of work time on the job. (In the short term the wage rate cannot change*) 

· MP(P of labour) = Wage Note / [(Change in Q)/ (Change in Labour)]

· Where do differences in equilibrium wages result from?
· Worker Characteristics: education, experience, talent, effort
· Job Characteristics: extent to which a job is pleasant and safe
· Some earnings differences due to discrimination*

· In the absence of discrimination, the income distribution in a market economy may not be _____________?
· Even in the absence of discrimination, the income distribution in a market economy may not be equitable or otherwise desirable. 
· The invisible hand acts to allocate resources efficiently, but it does not necessarily ensure that resources are allocated fairly. 

· What are a few trends of income inequality in Canada?
· A low-income household is more likely to:
· Receive its income from government benefits
· Have a single female parent
· Be young
· Have little education
· Be out of work
· Live in Quebec

· Policies to Reduce Poverty: Describe the arguments for and against Minimum Wage Laws. 
· Arguments for:
· helps the poor without any cost to the government
· little impact on employment if demand for unskilled labor is relatively inelastic
· Arguments against:
· In the long run, demand for unskilled labor is likely elastic, so minimum wage causes substantial unemployment among the unskilled.
· Those helped by minimum wage are more likely to be teens from middle-income families than low-income adult workers.

· Policies to Reduce Poverty: Welfare
· Government programs that supplement the incomes of the needy
· In Canada, welfare programs are the responsibility of provincial governments.
· Most welfare programs in Canada distinguish people that are employable and those that are not. The former receive lower benefits compared to the latter. 
· Critics argue that such programs reduce the incentive to work. 

· Policies to Reduce Poverty: Negative Income Tax
· A tax system that collects revenue from high-income households and gives to low-income households.
· With a negative income tax, the marginal tax rate is as low for low income persons as it is for high income persons. 
· Example:   Taxes owed = (1/3 of income) – $10,000
· If earnings = $90,000, taxes owed = $20,000
· If earnings = $60,000, taxes owed = $10,000
· If earnings = $30,000, taxes owed = $0
· If earnings = $15,000, taxes “owed” = –$5,000
i.e., would receive $5000 payment from government (i.e., a subsidy). 

· Policies to Reduce Poverty: In-Kind Transfers
· Goods or services provided to the needy. Examples:
· Subsidized housing
· Subsidized daycare
· Advocates argue that with in-kind transfers, the needy get what they need. 
· In contrast, some view cash payments as a better approach because in-kind transfers are inefficient and disrespectful. 

· Policies to Reduce Poverty: Employment Assistance
· Employment Assistance (EA) is available to workers who lose their jobs through no fault of their own.
· Should the EA system be organized along the principles of an insurance program or along the lines of an income-transfer program? 
· The payroll tax is the same for all industries regardless of the risk of being laid-off for a particular industry or occupation.
· The EA system provides an implicit wage subsidy to industries that employ workers with a high risk of unemployment.    

