Econ 101 – Introduction to Economics – Spring 2005 – Dr. Russell

Study Guide for Exam 1


Be able to define and discuss all the following concepts.

1.  Assumptions of Economics (Ch. 1)
a. Rationality

b. Self-interested

c. Scarcity

If a, b, and c hold, then:

Incentives Matter – human behavior is predictable.

Opportunity Cost

“There is no such thing as a free lunch.”

Scarcity and the Production Possibility Frontier (PPF)

Resources – Land, Labor and Capital

Technology

“Final goods and services are scarce because our resources which we use to produce them are scarce.”

2. Trade (Ch. 2)

International Trade Assumptions

1) Trade Balance

2) Job Destruction

3) Productivity and Wages

Law of Absolute Advantage - Smith

Division of Labor

Specialization

“Self-sufficiency”

Law of Comparative Advantage - Ricardo

Trade and its affects on domestic jobs

Trade and scarcity

Trade verses technology

Be sure to understand the trade “boxes” we worked on in class, and how to determine a mutually beneficial trade between any two nations.
3. Edgeworth-Bowley Box Diagram

4. Supply and Demand – Basic Equilibrium (Ch. 5)
Ideal Conditions

a. Many Buyers and Sellers

b. Selling identical products

c. Well informed buyers and sellers

Necessary Condition


- Property rights and government to enforce them.

The Law of Supply

The Law of Demand

Quantity Supplied

Quantity Demanded

“Ceteris Paribas”

Shortage and Surplus

Equilibrium
How and why markets reach equilibrium.


-“Unhappy Buyers”


-“Unhappy Sellers”

Explain increasing and decreasing prices.

Explain competition within the market.

Welfare Economics

Consumers’ Surplus – below demand and above P*

Producers’ Surplus – above supply and below P*

Dead Weight Loss (DWL) – areas of surplus that disappear because of interference with markets.
Equilibrium Qualities

1) “Right” Q – No Surplus or Shortage

2) Resolves allocation problem

Allocates “Rationally” among buyers and sellers

3) Maximizes total surplus

4) Voluntary and Spontaneous

5. Shifting Supply and Demand (Ch. 5)
Changes in Demand – When demand increases, the entire curve shifts to the right, indicating that consumers would now buy more even at the same price.

a. Income↑, D↑

b. Price of Substitutes↑, D↑

c. Price of Complements↑, D↓

Changes in Supply – When supply increases, the entire curve shifts to the right, indicating that sellers would now sell more even at the same price.

a. Technology↑, S↑

b. Cost of Inputs↑, S↓

Note:  Changing price does not change or shift supply or demand, but changes quantity supplied and quantity demanded. 

6. Interfering with Supply and Demand (Ch. 5)
Price Controls

Price Ceiling –


Shortage


Deterioration of Quality


Welfare effects


-Who benefits?  Who loses?

Price Floor –


Surplus


Improvement of Quality


Welfare effects


-Who benefits?  Who loses?

Examples of Price Controls

Rent control

Farm program controls

Minimum wage law

1970s Oil “shortage”

2000 CA energy crisis

Difference between “shortage” and “scarcity”.

