Unit 2: Supply and Demand

Study Guide and Review Questions

Rachel Bracker, Scott Doyle, 
Lyra Hall and Christine Wong

Winter 2010
Period 3
Terms

Background and Straightforward concepts: 
1. Competition: rivalry in supplying or acquiring an economic service or good 
2. Free Market: a market where the price is arranged by the mutual consent of sellers and buyers, without government or trader manipulation 




3. Equilibrium: when supply and demand are balanced at a price and quantity that is most beneficial to both buyers and sellers. 

4. Market Price: full price paid by the purchaser for goods and services (includes taxes) 
5. Ceteris Paribus: “all things remaining constant” (Latin phrase) used to illustrate many concepts in economics 
6. Law of Demand: ceteris paribus, consumer demand will decrease as price increases, and consumer demand will increase as price decreases.

7. Law of Supply: quantity supplied is directly proportional to price, so a producer will supply more of a good or service if the price is higher 
8. Complementary Goods: two goods generally used together (more usage of one causes more usage of the other, such as cars and gasoline) 
9. Substitute Goods: two goods where one can be used (substituted) in place of the other 

10. Short Run: decision-making time for a firm with at least one set factor of production

11. Long Run: decision-making time of a firm where all production factors can change
12. Inferior Goods: goods which decrease in demand when consumer income rises
13. Normal Goods: goods which increase in demand when consumer income rises 


Demand: 

1. Demand: how much customers are willing and able to pay for a good or service 
2. Quantity Demanded: the amount of a good or service that consumers plan to buy at a given price in a given time period 
3. Demand Curve: a line (or curve) representing how much of a good or service will be demanded at a certain price. The curve slopes downwards.  
4. Demand Schedule: a table or listing showing how many units of a good or service will be sold at a particular price, the numerical representation of the demand curve 
5. Diminishing Marginal Utility: as quantity increases, marginal utility will decrease 
6. Income Effect: a decrease in price of a good increases the purchasing power of customers, thus increasing the value (usefulness) of their income 
7. Substitution Effect: when the price of a good increases, the demand for a similar (substitute) good will increase. If the price of a good decreases, the demand for a similar (substitute) good will decrease as the original good’s demand will increase. 
8. Determinants of Demand: tastes or preferences, the price of related goods, income, the number of buyers, anticipated prices and consumer income can shift the demand curve. 
Supply: 

1. Supply: the schedule showing the amounts of a product that producers are willing and able to sell at each of a series of possible prices during a specific period
2. Quantity Supplied: the amount of a good that a producer plans to sell at a given price in a given time period 
3. Supply Curve: a line (or curve) representing how much of a good or service a producer will supply at a certain price. The curve slopes upwards.  
4. Supply Schedule: a table or listing showing how many units of a good or service a producer will supply at a certain price, the numerical representation of the supply curve 
5. Determinants of Supply: resource costs, prices of related goods, taxes and subsidies, technology, consumer expectation and number of suppliers 
6. Tax: a financial charge or other levy imposed on an individual or a legal entity by a state or a functional equivalent of a state

7. Subsidy: financial government assistance, generally in the form of a grant or tax break, but technically anything which encourages the production or purchase of a good

Elasticity: 

1. Elasticity: change in price’s sensitivity to change in quantity

2. Price Elasticity of Supply: the sensitivity of the quantity supplied to change in price 
3. Price Elasticity of Demand: the sensitivity of the quantity demanded to changes in price 
4. Perfectly Elastic Curve: straight horizontal line (E), change in price causes great change in the quantity demanded 
5. Perfectly Inelastic Curve: straight vertical line (I), change in price causes little or no change in quantity demanded 

6. Unit Elastic: price elasticity equal to 1
7. Determinants of Elasticity: substitutes, percentage of income, necessity versus luxury and time to react to price change 
8. Total Revenue Test: test to determine the elasticity of demand (NOT SUPPLY!) 
9. Price- Elasticity Coefficient: measurement of sensitivity of quantity demanded to price  
10. Cross Elasticity of Demand: measurement of the sensitivity of quantity demanded of one good to changes in price of another good (reveals whether substitute or complement)  
11. Income Elasticity of Demand: measurement of the sensitivity of quantity demanded to the change in the income of consumers (determines if a good is normal or inferior) 
12. Supply Elasticity in Short Run: when a period of time is too short to change plant capacity, but long enough to use a fixed plant more or less intensively; more elastic supply than in market period and a lower equilibrium price than market period.

13. Supply Elasticity in Long Run: when a time period is long enough for firms to adjust their plant sizes and for firms to enter or exit the market; more elastic supply than in short run; small price increase and a large output increase.
14. Market Period: when the time after a change in price is too short for producers to respond with a change in quantity supplied, so supply is perfectly inelastic
Price Ceilings and Price Floors: 

1. Disequilibrium: when supply and demand are not balanced 
2. Price Ceiling: a law requiring price to remain below a certain level, usually leading to shortage and formation of a black market, and creating deadweight loss 
3. Shortage: when quantity demanded exceeds quantity supplied at the given price
4. Black Market: an illegal market which emerges to supply an unavailable good or service 
5. Deadweight Loss: the producer and consumer surplus (see last section) that would have been derived from consumption of the product at equilibrium 
6. Price Floor: law requiring that a price for a certain good be kept above some level, causing a surplus of the good  
7. Surplus: when quantity supplied exceeds quantity demanded at the given price
Consumer and Producer Surplus: 

1. Consumer Surplus: the difference between price that consumers would have paid and the market price  
2. Producer Surplus: the profit that producers make, by selling at market price, above the minimum they would sell the product for  
Demand
Governing concept: As prices go up, consumers will demand less.

** The demand curve curves down! **
The Difference between “Quantity Demanded” and “Demand”

What is Demand (D)?

· Demand is “customers’ desire for goods or services” (Oxford Mini Dictionary)

· The curve representing demand is always down-sloping. (D = Down!)
What is Quantity Demanded? (Qd)?

· “Quantity Demanded” is the quantity of a good or service that consumers are willing and able to buy at a given price in a given time period.

· “Quantity Demanded” is NOT the same as “Demand”!

[image: image1]
[image: image13.jpg]



[image: image14.png])

)

o ) Credit




[image: image15.wmf]
[image: image19.png]Supply

Producers’
Surplus Demand

iy

Consumers’ and producers’ surpluses




Why Does the Demand Curve Slope Downward?
1. DIMINISHING MARGINAL UTILITY 

· with each additional unit of utility consumed or added, marginal utility (the change in utility) decreases
Ex. Consider a boy eating candy, and assume that the supply of candy is infinite. The boy, however, cannot eat candy forever; this is due to diminishing marginal utility. As the boy consumes candy, his utility or happiness received from each subsequent candy piece decreases; eventually, he will stop consuming candy.

2. INCOME EFFECT

· A decrease in price for a good creates the effect of increasing income or increasing purchasing power for the consumer, thereby increasing demand for the good.

· An increase in price for the same good will have the opposite effect. Purchasing power will decrease, decreasing demand.

Ex. Consider your typical boba drink, which costs $2.95. Assume that you have $2.95 – enough to buy the drink. Say, however, that the price of boba drinks rises to $3.50. At this point, you cannot buy the drink because you have lost purchasing power. In other words, it feels like you have lost money/income, and so you will spend your money on less costly items, driving the demand for boba drinks down. Conversely, if the price of boba drinks dropped to $2, you would have increased your purchasing power – or felt like you suddenly became richer. Thus, you will buy more boba drinks, driving the demand for boba drinks up.
3. SUBSTITUTION EFFECT

· An increase in price for Good A causes the consumer to seek a cheaper alternative (Good B), thereby decreasing demand for Good A and increasing demand for Good B, which is the substitute of Good A. 

· A decrease in price for Good A will have the reverse effect. Demand for Good B will decrease and demand for Good A will increase.

Ex. X-Box games decrease in price from $50 to $30. As a result, the quantity of X-box games demanded increases, and the quantity of Wii games demanded decreases. Therefore, X-box games are a substitute for Wii games.

Eight Variables that Will Shift Demand (T.R.I.B.E.)

** A change in your T.R.I.B.E. will mean a change in demand! **
Tastes and Preferences of Consumers

· If popular opinion favors the good, demand will increase
· If popular opinion goes against the good, demand will decrease
Related Goods (Price of)
· For substitute goods (using goods A and B) :

PA( DB(           PA( DB (
· For complementary goods (using goods A and B) :

PA( DB (
  PA( DB (
Income (Y)

· For a normal good:

Y ( D (
  Y ( D (
· For an inferior good: 

Y ( D (
  Y ( D (
Buyers (Number of )
· If the number of buyers increases, demand will increase
· If the number of buyers decreases, demand will decrease
Expected Future Prices… 
· If consumers expect the future price of a good to increase, demand will decrease

· If consumers expect the future price of a good to decrease, demand will increase

…and Income of Consumers
· If consumer incomes are expected to increase in the future, demand will increase

· If consumer incomes are expected to decrease in the future, demand will decrease 
Supply
Governing concept: As price goes up, producers will sell more.

** The supply curve curves up to the sky! **
Variables that Affect Supply/Determinants of Supply (R.O.T.T.E.N.)

Resource Costs

- If resource costs increase, supply will decrease

- If resource costs decrease, supply will increase
Other Prices
- If the price of a substitute good increases, supply will decrease

- If the price of a substitute good decreases, supply will increase
** the supplier will always chase the higher price!**
Taxes and Subsidies

- If a tax is levied, supply will decrease

- If a subsidy is granted, supply will increase
Technology

- If technology improves, supply will increase

Expectations 

- If consumers expect the future price of a good to increase, supply will decrease

- If consumers expect the future price of a good to decrease, supply will increase

Number of suppliers

- If the number of supplies increases, supply will increase

- If the number of suppliers decreases, supply will decrease
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Supply and Demand’s Effects on Price and Quantity

Only Demand Curve Moves:
	DEMAND…
	EQULIBRIUM PRICE…
	EQUILIBRIUM QUANTITY…

	Increases
	Increases
	Increases

	Decreases
	Decreases
	Decreases


Only Supply Curve Moves:
	SUPPLY…
	EQUILIBRIUM PRICE…
	EQUILIBRIUM QUANTITY…

	Increases
	Decreases
	Increases

	Decreases
	Increases
	Decreases


Both Curves Move:
	Demand…
	Supply…
	Equilibrium Price…
	Equilibrium Quantity…

	Increases
	Increases
	Indeterminate
	Increases

	Decreases
	Decreases
	Indeterminate
	Decreases

	Increases
	Decreases
	Increases
	Indeterminate

	Decreases
	Increases
	Decreases
	Indeterminate


Courtesy: Barron’s AP Economic Book 3rd Edition
Elasticity
Definition of Elasticity of Demand -The sensitivity of consumers to change in price

Concepts:

Perfectly Elastic and Inelastic:

-Elastic curve - A change in price will cause a large change in quantity demanded.

A perfectly elastic demand curve is horizontal and looks like an E for elastic.

-Inelastic curve - A change in price will cause little or no change in quantity demanded.

A perfectly inelastic demand curve is vertical and looks like an I for inelastic.
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Perfectly Elastic Demand Graph:


Perfectly Inelastic Demand Graph:

[image: image18.jpg]







The demand curve is more elastic on the upper left portion, unit elastic in the middle, and more inelastic on the lower right portion (from top to bottom: Eat Up Idiots).

P


Elastic (Eat)



Unit Elastic (Up)








Inelastic (Idiots)




Q


Note: Curves closer to the origin are more elastic than those that are farther away. 

Note: Governments prefer to levy taxes on products with an inelastic demand curve. This is because they can raise the price of the good without losing revenue, because if demand is inelastic, people will demand the same amount even if the price changes.

Determinants of Demand Elasticity   (S.P.L.T.)  

Substitutes:


If there are many substitutes for the good, demand for it is elastic.


If there are few substitutes for the good, demand for it is inelastic.

Percentage of Income: 


If the good takes up a high % of one’s income, demand is elastic.

If the good takes up a low % of one’s income, demand is inelastic.
Luxury vs. Necessity:


If the good is a luxury, demand is elastic.

If the good is a necessity, demand is inelastic.

Time:


If consumers have a lot of time to react to a price change, demand will be elastic.


If consumers have less time to react, demand will be inelastic.

Definition of Elasticity of Supply-The sensitivity of producers to changes in price

Price elasticity of supply depends only on how much time a producer has to react and shift resources to production of another good
.

Total Revenue Test (rubber band and paper clip test)

This only works for elasticity of demand! It does not work for supply!

If demand is Elastic (Price (P) and Total Revenue (TR) move in opposite directions, like a rubber band)…

P(   TR(
or
P (   TR(
If demand is Inelastic (Price (P) and Total Revenue (TR) move in the same direction, like a paperclip)…

P(  TR(
or
 P (   TR( 

If demand is unit elastic, changes in Price (P) will not affect Total Revenue (TR)

Formulas to keep in mind:
* Remember Q is always on top!

Price-Elasticity Coefficient-A measurement of the degree of price elasticity 

Ed = 
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Cross Elasticity - Measurement of the responsiveness of the quantity demanded of a good (Good A) to a change in the price of another good (Good B). Cross elasticity determines whether the goods are substitutes or complements.
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Income Elasticity- Measurement of the responsiveness of the quantity demanded of a good to the change in the income of the people demanding the good. Income elasticity determines whether the good is normal or inferior. 

Ey =  
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Price Ceilings and Price Floors

Price Ceiling

- Price is locked in below equilibrium

- Creates a shortage (QD - QS) due to QD exceeding QS
- Typically leads to the formation of black markets
- Shaded area is deadweight loss, which is the burden


society pays for the price ceiling, or allocative


inefficiency. 
Ex. Rent controls
Price Floor
· Price is locked in above equilibrium

· Creates a surplus (QS – QD) due to QS exceeding QD
Consumer and Producer Surplus

Definition of Consumer Surplus – the difference between the maximum price a consumer is willing to pay and the actual price.

For instance, if Joe Schmo was willing to pay $10 for one yo-yo and the equilibrium price of one yo-yo was $8, his individual consumer surplus would be $2.

Graphically, consumer surplus is represented by triangle labeled Consumers’ Surplus on the figure to the right.

Definition of Producer Surplus – the difference between a producer’s minimum acceptable price and the actual price received.

For example, if a T-shirt company’s minimum acceptable price was $15 per shirt and the equilibrium price was $20 per shirt, then the company would have a surplus of $5.

Graphically, it is represented by triangle labeled Producers’ Surplus on the figure the above.

Multiple Choice Questions

1. If, when the price of a product rises from $1.50 to $2, the quantity demanded of the product decreases from 1000 to 900, the price elasticity of demand coefficient using the midpoint formula is

a. 3.00.

b. 2.71.
c. 0.37.
d. 0.33.
2. If a 1% fall in the price of a product causes the quantity demanded of the product to increase by 2%, demand is

a. inelastic.
b. unit-elastic.
c. elastic.
d. perfectly elastic. 
3. Compared to the lower-right portion, the upper-left portion of most demand curves tend to be

a. more inelastic. 
b. more elastic. 
c. unit-elastic. 
d. perfectly inelastic. 
4. In which range of the demand schedule is demand price-inelastic in the table below?

Price

Quantity Demanded

$11


50

$9


100

$7


200

$5


300

$3


400

a. $11-$9

b. $9-$7 

c. $7-$5

d. $5-$3

5. If a business increased the price of its product from $7 to $8 when the elasticity of demand was inelastic, then

a. total revenues decreased. 
b. total revenues increased. 
c. total revenues remained unchanged. 
d. total revenues were perfectly inelastic. 
6. You are the sales manager for a pizza company and have been informed that the price elasticity of demand for your most popular pizza is greater than 1. To increase total revenues, you should

a. increase the price of the pizza. 
b. decrease the price of the pizza. 
c. hold pizza prices constant. 
d. decrease demand for your pizza. 
7. Assume Amanda Herman finds that her total spending on compact discs remains the same after the price of compact discs falls, other things equal. Which of the following is true about Amanda’s demand for compact discs with this price change?

a. It is unit-price-elastic. 
b. It is perfectly price-elastic. 
c. It is perfectly price-inelastic. 
d. It increased in response to the price change. 
8. Which is characteristic of a product whose demand is elastic?

a. the price elasticity coefficient is less than 1. 
b. total revenue decreases if price decreases. 
c. buyers are relatively insensitive to price changes. 
d. the percentage change in quantity is greater than the percentage of change in price. 
9. The demand for Nike basketball shoes is more price-elastic than the demand for basketball shoes as a whole. This is best explained by the fact that

a. Nike basketball shoes are a luxury good, not a necessity. 
b. Nike basketball shoes are the best made and are widely advertised. 
c. There are more complements for Nike basketball shoes than for basketball shoes as a whole. 
d. There are more substitutes for Nike basketball shoes than for basketball shoes as a whole. 
10. Which is characteristic of a good whose demand is inelastic?

a. There are a large number of good substitutes for the good for consumers. 
b. The buyer spends a small percentage of total income on the good. 
c. The good s regarded by consumers as a luxury. 
d. The period of time for which demand is given is relatively long. 
11. From a time perspective, the demand for most products is

a. less elastic in the short run and unit-elastic in the long run. 
b. less elastic in the long run and unit-elastic in the short run. 
c. more elastic in the short run than in the long run. 
d. more elastic in the long run than in the short run. 
12. If a 5% fall in the price of a commodity causes quantity supplied to decrease by 8% supply is

a. elastic. 
b. inelastic. 
c. unit-elastic. 
d. perfectly inelastic. 
13. If supply is inelastic and demand decreases, the total revenue of sellers will

a. increase.  
b. decrease. 
c. decrease only if demand is elastic. 
d. increase only if demand is inelastic. 
14. The chief determinant of the price elastic of supply of a product is

a. the number of good substitutes the product has. 
b. the length of time sellers have to adjust to a change in price. 
c. whether the product a luxury or necessity. 
d. whether the product is a durable or a nondurable good. 
15. A study shows that the coefficient of the cross elasticity of Coke and Sprite is negative. This information indicates that Coke and Sprite are

a. normal goods. 
b. complementary goods. 
c. substitute goods. 
d. independent goods. 
16. If a 5% increase in the price of one good results in a decrease of 2% in the quantity demanded of another good, then it can be concluded that the two goods are

a. complements. 
b. substitutes. 
c. independent. 
d. normal. 
17. Most goods can be classified as normal goods rather than inferior goods. The definition of a normal good means that

a. the percentage change in consumer income is greater that the percentage change in price of a normal good. 
b. the percentage change in quantity demanded of the normal good Is greater than the percentage change in consumer income. 
c. as consumer income increases, consumer purchases of a normal good increase. 
d. the income elasticity of demand is negative. 
18. For which product is the income elasticity of demand most likely to be negative?

a. automobiles

b. bus tickets

c. computers

d. tennis rackets

19. Katie is willing to pay $50 for a product, and Tom is willing to pay $40. The actual price that they have to pay is $30. What is the amount of the consumer surplus for Katie and Tom combined?

a. $30

b. $40

c. $50

d. $60 
20. Given the demand curve, the consumer surplus is

a. increased by higher prices and increased by lower prices. 
b. decreased by higher prices but not affected by lower prices. 
c. increased by higher prices but not affected by lower prices. 
d. decreased by lower prices but not affected by higher prices. 
21. The difference between the actual price that a producer receives (or producers receive) and the minimum acceptable price is producer

a. cost

b. wealth

c. surplus

d. investment

22. The minimum acceptable price for a product that Juan is willing to receive is $20. It is $15 for Carlos. The actual price that they receive is $25. What is the amount of the producer surplus for Juan and Carlos combined? 
a. $10

b. $15

c. $20

d. $25

23. When the combined consumer and producer surplus is at a maximum for a product,

a. the quantity supplied is greater than the quantity demanded. 
b. the market finds alternative ways to ration the product. 
c. the market is allocatively efficient. 
d. the producer is a non-priced good. 
24. When the output is greater than the optimal level of output for a product, there are efficiency
a. gains from the underproduction of the product. 
b. losses from the underproduction of the product. 
c. gains from the overproduction of the product. 
d. losses from the overproduction of the product. 

25. According to the law of diminishing utility,

a. utility will decrease as quantity supplied increases. 
b. increasing units of consumption increase the marginal utility. 
c. marginal product will fall as more units are consumed. 
d. total utility will rise at a falling rate as more units are consumed. 

Answers
1. C

2. B

3. B

4. D

5. B

6. B

7. A

8. D

9. D

10. B

11. D

12. C

13. B

14. B

15. B

16. A

17. C

18. B

19. A

20. B

21. C

22. B

23. C

24. D

25. A

Questions 1-24 taken from: 

Walstad, William B. Study Guide for use with Microeconomics. 17. McGraw-Hill Irwin, 2008. 68-71. Print. 

(We made up Question 25)

UNIT 2 PRACTICE QUESTIONS
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Reasons for changes in supply, answer questions 1-3 based on the graph.

After each of the following events occurs decide whether supply would increase or decrease. Begin at curve C, and base each question on your previous answer (do not start at back curve C each time.) In the first blank write whether supply increased or decreased and in the second write which curve it would move to.  

1) Employees at one-hour photo labs go on strike nationwide.

Supply______________________________     Curve_______

2) Instant printing technology becomes available at local stores at an inexpensive price. 

Supply______________________________     Curve_______

3) New import quotas reduce flow of foreign picture frames

Supply______________________________     Curve_______


[image: image10]
Reasons for change in demand, answer questions 4-6 based on the graph.

After each of the following events occurs decide whether supply would increase or decrease. Begin at curve C, and base each question on your previous answer (do not start at back curve C each time.) In the first blank write whether supply increased or decreased and in the second write which curve it would move to.
4) Jelly prices drop.

Demand______________________________     Curve_______

5) The Surgeon General warns that peanut butter currently contains the ecoli virus. 

Demand______________________________     Curve_______

6) Newspapers print that the price of peanut butter is expected to rise in September.

Demand______________________________     Curve_______

For questions 7-9 chicken and waffles are considered complimentary goods in the region of Rosco. There is an outbreak of the avian flu which kills a majority of the chicken in the region of Rosco. 

7) What will happen to supply and demand for chicken and waffles in Rosco? 

a. Supply of chicken will increase and quantity of waffles will increase 

b. Supply of chicken will increase and quantity of waffles will decrease

c. Supply of chicken will decrease and quantity of waffles will increase

d. Supply of chicken will decrease and quantity of waffles will decrease

8) What will happen to the price of chicken?

a. Increase, because the demand for waffles will increase

b. Decrease, because chicken are cheaper during influenzas  

c. Increase, because demand stayed the same while supply decreased  

d. No change

9) What will happen to the quantity supplied of waffles?

a. Increase, because waffles are a substitute for chicken

b. Decrease, because the supplied of chicken has decreased as well

c. Increase, because more workers can make waffles now that supply of chicken is decreased

d. No change

For questions 10-11 Baby Bottle Pops and Nerds Ropes are considered substitute goods. Along with sugar and spice, Wonka candy producers accidentally include chemical X as an ingredient in all their candy, depleting the supply of Nerds Ropes. 

10) What will happen to the demand for Baby Bottle Pops?

a. Decrease, because people will buy less candy after hearing about Wonka

b. Increase, because Nerds Ropes become more expensive with limited supply

c. Increase, because people will want to increase sugar consumption 

d. No Change

11) What will happen to the price of Nerds Ropes and quantity demanded of Baby Bottle Pops?

a. Price of Nerds Ropes will increase and quantity of Baby Bottle Pops will increase  

b. Price of Nerds Ropes will increase and quantity of Baby Bottle Pops will decrease 

c. Price of Nerds Ropes will decrease and quantity of Baby Bottle Pops will increase  

d. Price of Nerds Ropes will decrease and quantity of Baby Bottle Pops will decrease 

12) The country Beta is experiencing an increase in unemployment. If steak is a normal good:

a. demand for steak will increase

b. quantity demanded of steak will increase

c. demand for steak will decrease

d. quantity demanded of steak will decrease  

13) Orange juice and mango juice are close substitutes. According to cross-elasticity, if the price of mango juice increases by 12%, then the price/quantity demanded of orange juice must also increase/decrease:

a. price, increase

b. price, decrease

c. quantity demanded, increase

d. quantity demanded, decrease 

14) A private high school increases student tuition. This will increase total revenue if the price elasticity of demand for private education is:

a. inelastic

b. unit-elastic

c. elastic

d. cross-elastic


[image: image11]
15) If the price per pack of pencils is $1, then the quantity demanded per week (A) is:

a. 85

b. 90

c. 95

d. 100

16) If the price per pack is three, then what is the total quantity demanded per week?

a. 6000

b. 4500

c. 4000

d. 2700

17) Sally is given free chocolate bars. When eating her first chocolate bar Sally gets 10 units of marginal utility, but when eating her second chocolate bar she only gets 8 units of marginal utility. Sally can approximate that she will get 3 units of utility from a third chocolate bar.  Sally should:

a. Stop eating because she is experiencing diminishing marginal utility

b. Stop eating because she is experiencing negative utility 

c. Keep eating because she would still gain pleasure from the third bar

d. Keep eating because that’s where supply and demand equal price and quantity

Use the graph at right to answer questions 18-20.


18) At Y, what would cause the QS to shift 

   from Q3 to Q4?

a. Demand decreases, D1 to D

b. Demand increases, D to D1
c. Supply decreases, S to S1
d. Supply increases, S1 to S

19) At X, what would cause price to decrease from P4 to P2?

a. Supply increases, S1 to S

b. Supply decreases, S to S1
c. Demand increases, D to D1
d. Demand decreases, D1 to D

20) What price and quantity demanded would result from a decrease in demand from D1 to D when starting at X?

a. P1, Q3

b. P4, Q2

c. P3, Q1

d. P2, Q4
Use the following diagram to answer questions 21 & 22. 

[image: image12]
21) Why is the supply curve upward sloping?

a. As price increases, so do costs

b. As price increases, consumers demand less

c. As the price increases, suppliers can earn higher levels of profit or justify higher marginal costs to produce more

d. As the price increases, producers supply more of the good.

22) Which is an explanation for the downward slope of the demand curve? 

a. Substitution effect

b. Elasticity

c. Profit maximization

d. Diminishing marginal utility
	Output
	MU

	1
	5

	2
	6

	3
	7

	4
	8

	5
	7

	6
	6

	7
	5

	8
	4


23) At what output does diminishing marginal utility begin? 

a. 4

b. 5

c. 6

d. 1

24) Consumers believe the market price of laptops will decrease in the coming months. Right now, this will:

a. increase the supply of laptops 
b. decrease the supply of laptops

c. increase the demand for laptops

d. decrease the demand for laptops

25) The set of six determinants of supply does not include:

a. changes in technology

b. changes in the size of the population

c. changes in resource costs 

d. changes in the number of suppliers

26) Costs of production of jelly beans increase simultaneously with a decrease in the price of M&Ms, a close substitute. This will cause:

a. a decrease in the demand of jelly beans
b. a decrease in the price of jelly beans

c. an increase in the supply of M&Ms
d. an increase in the demand of M&Ms
27) Income rises, and initially the demand for sweatshirts increases. As income continues to rise, however, the demand for sweatshirts decreases. This tells us that a sweatshirts is:

a. a normal good at all income levels

b. an inferior good at all income levels

c. an inferior good at low income levels and a normal good at high income levels

d. a normal good at low income levels and an inferior good at high income levels

28) Which of the following is NOT a determinant of a product’s demand?

a. taxes and subsidies

b. changes in consumer preferences

c. expected future prices by consumers

d. changes in prices of substitute products

29) Average income of the American population decreases by 10%. The market would see an increase in the demand for products sold at:

a. jewelry stores

b. boutiques

c. department stores

d. thrift stores

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	



27) The price floor is set at $___ and the price ceiling is set at $___:

a. 10, 25

b. 80, 120

c. 25, 10 

d. 60, 140

28) The quantity demanded when the government sets the price floor is:

a. 60

b. 80

c. 120

d. 140

29) When the price ceiling is enforced there is a shortage/surplus of 40/80:

a. shortage, 40 

b. shortage, 80

c. surplus, 40

d. surplus, 80

30) Which of the following is NOT an inferior good?

a. fur coats

b. used cars

c. secondhand clothing

d. generic products

31) An increase in the demand for designer handbags would most likely result from a(n):

a. increase in the costs of  designer handbags

b. increase in the costs of production of designer handbags

c. increase in unemployment

d. increase in average income

32) The price of red wine increases by 7% and the quantity demanded decreases by 13%. The elasticity coefficient of red wine is:

a. less than one, so it is elastic

b. less than one, so it is inelastic

c. greater than one, so it is elastic

d. greater than one, so it is inelastic

33) Which of the graphs displays a decrease in the quantity supplied of sports equipment?














34) Which of the following would cause the entire market demand curve for peanut butter to shift left?

a. an increase in the costs of peanuts

b. an increase in the price of peanut butter

c. a decrease in the price of nutella, a close substitute

d. an decrease in the price of jelly, a strong complement

35) Roy’s company produces both ping pong balls and tennis balls. The price of ping pong balls decreases relative to the price of tennis balls. What will happen to the supply of both types of balls?

a. supply of tennis balls increases, supply of ping pong balls increases

b. supply of tennis balls increases, supply of ping pong balls decreases

c. supply of tennis balls decreases, supply of ping pong balls decreases

d. supply of tennis balls decreases, supply of ping pong balls increases

36) Which of the following causes a good to be more elastic?

a. greater percentage of income

b. fewer substitutes 

c. greater necessity

d. fewer suppliers of the good

37) The price of cashmere scarves increases by 4% but total revenue remains the same. Price elasticity of cashmere scarves is:

a. inelastic

b. unit-elastic

c. elastic

d. equal to zero

38) The quantity demanded of shoelaces increases from 100 to 145 as price decreases from $7 to $5. Comparison of total revenue before and after the price change proves that:

a. elasticity of demand is equal to zero

b. elasticity of demand is equal to one

c. elasticity of demand is greater than one

d. elasticity of demand is less than one

39) The cross-elasticity coefficient of goods A and B is negative. A and B are:

a. complements

b. substitutes

c. both inelastic goods

d. both elastic goods

40) There is a 15% decrease in the quantity demanded of product X when national income increases by 15%. Product X is:

a. a normal good

b. an inferior good

c. perfectly elastic

d. unit-elastic

Refer to the table for questions 24 & 25. The price of X is $4 and the price of Y is $2. The total money to be spent by the consumer is $20. 

	Product X
	Product Y

	Quantity
	MUX
	Quantity
	MUY

	1
	32
	1
	24

	2
	28
	2
	20

	3
	24
	3
	16

	4
	20
	4
	12

	5
	16
	5
	8


41) If the consumer buys both products X and Y, how much will the consumer buy of each to maximize utility?

a. 4X and 2Y

b. 3X and 4Y

c. 4X and 3Y

d. 5X and 3Y

42) At the utility-maximizing outputs of X and Y the total utility achieved will be:

a. 72

b. 84

c. 136

d. 156

Answers: 
1) Decrease, B

2) Increase, C

3) Increase, D

4) Increase, D

5) Decrease, C

6) Increase, D

7) D

8) C

9) B

10) B

11) A

12) C

13) C

14) A

15) B

16) C

17) C

18) B

19) A

20) C

21) C

22) D

23) B

24) D

25) B

26) D

27) D

28) D

29) D

30) C

31) B

32) B

33) A

34) D

35) C

36) D

37) C

38) B

39) A

40) B

41) C

42) A

43) B

44) B

45) D
Moving from point A to point B on the graph indicates a decrease in quantity demanded as a result of price increasing. Note that the demand curve does not move!





It’s really quite simple. See, movement on the curve is caused by a change in price. By “curve”, I mean the demand curve. (What other curve could I possibly be talking about?) Each point on the demand curve represents the quantity demanded at a specific price. Therefore, changes in price affect quantity demanded, NOT demand.











* If you have trouble remembering the exact determinants of supply, just follow this general rule:


-anything that makes it harder or more expensive to produce a good will cause the curve to shift left.


-anything that makes it easier or less expensive to produce a good will cause the curve to shift right.
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