
EXAM II: CHAPTERS 4, 6-11

CHAPTER ONE: The Five Foundations of Economics
Basics of Economics

- Scarcity refers to the limited nature of society's resources
- Macroeconomics is the study of the overall aspects of the economy; inflation,

unemployment rate, interest rate, economic growth, etc.
- One worker being laid off is a micro problem because it doesn’t affect the

economy; a ton of workers being laid off is a macro problem because it affects the
unemployment rate

- Incentives foster economic growth by motivating people to act or exert effort
- Positive incentives encourage action through reward

- The best employees get an end of year bonus
- Negative incentives encourage action through punishment

- If you get caught speeding, you get a hefty ticket and your insurance rises
- Positive and negative incentives generally need to be coupled together to work
- Direct incentives have clear benefits

- “Clean my room and I’ll pay you $20”
- Indirect incentives have unintended consequences

- If a gas station and convenience store lowers gas to attract new gas customers,
they’ll likely also have an increase in the number of customers in the convenience
store

- Welfare creates the indirect incentive for people not to work because they can
survive off of government assistance

- Every decision results in a trade off; if you’re doing one thing you’re unable to be doing
another

- Trade off’s highlight opportunity costs; the opportunity cost is the value of the next most
appealing alternative to what is chosen

Marginal Thinking
- Economic thinking requires decision maker to analyze and evaluate all opportunities to

make the best choice possible
- Marginal thinking requires the decision maker to decide if the gain of an additional unit

of output is worth the cost
Trade

- Markets bring buyers and sellers together to exchange goods and services
- Trade is the voluntary exchange of goods and services between two or more parties

- Creates gain for everyone involved
- Comparative advantage refers to the person who can create a good at the lowest

opportunity cost; harnesses the power of specialization
CHAPTER TWO: Model Building and Gains from Trade
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Economic Analysis
- Positive statements describe what is factual and are the main concern of economists
- Normative statements are opinions; they describe what should be
- Economic models are simplified versions of reality; they allow for variables to be

controlled and observed
- Ceteris paribus is the concept of only changing one variable and holding all others

constant; “all else equal”
- Endogenous factors are factors within a model that can be controlled
- Exogenous factors are the variables in a model that cannot be controlled

Production Possibilities Frontier
- Graphs are a key economic tool because they provide a visual display of two variables
- The production possibilities frontier illustrates the combinations of outputs a society

can produce if it’s using its resources efficiently
- Trade offs on the PPF represent opportunity costs
- The PPF is bowed outward to represent the fact that producing any additional unit of one

good results in an increased opportunity cost of production
- The law of increasing relative cost states that the opportunity cost of producing a good

increases as society produces more of it**
Economic Growth

- Economic growth is represented by a shift in the PPF (growth = rightward shift)
- Economic growth can results from:

- New technology
- New resources
- An increase in population -- a larger population means there are more workers and

thus an increase in production alongside an increase in demand, therefor
increasing the entire market

- Trade benefits everyone; each person should specialize in what they’re good at
- Absolute advantage refers to the person who can make the most of a good with the

fewest resources
Goods and Investment

- Consumer goods are goods produced for consumption; food, entertainment, clothes, etc.
- Capital goods are goods used in production; machinery, roads, cars, labor, etc.
- New capital is necessary for economic growth

- The greater the amount of capital goods, the faster and greater the economic
growth

- Trade maximizes society's growth by redistributing goods and services to those that value
them most

CHAPTER THREE: The Market at Work: Supply and Demand
Markets
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- In a market economy, resources are allocated freely with little to no government
interference

- The invisible hand guides resources towards their highest-valued use
- In a competitive market there are many buyers and sellers, so no one buyer or seller has

an influence over market prices
- Similar goods, many participants

- In imperfect markets, the buyer or seller has an impact on the market price
- The more unusual the product, the more control the seller has over price

- Monopolies occur when a single buyer supplies all of the good
Demand

- The law of demand states that as the price rises, the quantity demanded decreases
- Market demand is the sum of all individual demand at each price
- The only way to move along the demand curve is through a change in price; everything

else results in a shift in the demand curve
- As income increase, the quantity demanded of normal goods increases, while the

quantity demanded of inferior goods decrease
- Complementary goods are bought together (hamburgers and buns)
- Substitute goods are bought in place of each other (hamburgers and hotdogs)

Supply
- Higher prices cause quantity supplied to increase
- An increase in the price of inputs causes quantity supplied to decrease

- Inputs include workers, equipment, materials, capital
- Taxes shift the supply curve to the left because they place an additional cost on

producers, decreasing the incentive to supply higher quantities
- An increase in laborers leads to an increase in quantity supplied

Equilibrium
- Equilibrium price = market clearing price
- The law of supply and demand states that market price will adjust to align quantity

supplied and quantity demanded to
- Shortages occur when quantity supplied is less than quantity demanded
- Surpluses occur when quantity demanded is less than quantity supplied

CHAPTER 4: Price Controls
When Do Price Ceilings Matter?

- Price controls are an attempt to set prices through government involvement in the
market, though they often lead to disequilibrium

- A price ceiling creates a legally established maximum price for a good or service
- The law of supply and demand tells us that if the price drops, the quantity that consumers

demand will increase. At the same time, the quantity supplied will drop because
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producers will be receiving lower profits for their efforts. This twin dynamic of increased
demand and decreased supply will cause a shortage.

- Example: Prices are rising, so the government sets a price ceiling of $0.50 on
bread. The quantity demanded of the bread will increase because of the price
decrease, and the quantity supplied of the bread will decrease. This will lead to a
shortage of bread.

- Price ceiling generally create shortages and lead to the creation of black markets
- Black markets are illegal markets that arise when price controls are in place

The Effect of Price Ceilings
- Non Binding vs. binding

- When a price ceiling is above the market equilibrium, we say it is non-binding
because it has no effect on the price; people will continue to play the equilibrium
price

- When a price ceiling is below the market equilibrium, we say it is binding
because it has a substantial effect and is the lowest price people will pay that is
below equilibrium

- Non-binding price ceilings are unusual because they have little effect; the market is still
determined by natural market forces

- Binding price ceilings prevent supply and demand from clearing the market; the market
cannot reach equilibrium if that price ceiling is binding

- Black market prices are set by supply and demand
- There are two unintended consequences of price ceilings:

- A smaller quantity supplied (Qs > Qd)
- A higher price for those who purchase goods on the black market

Price Ceilings in the Long Run
- In the long run, supply and demand become more elastic, or flatter

- Additional time allows consumers to find ways to take advantage of low prices;
also gives producers time to adjust quantity to price

- The supply curve is flatter in the long run because producers can adjust to price ceilings
by decreasing supply; in the long run, quantity supplied decreases even more than in the
short run

- Example: if there is a price ceiling on bread, in the long run producers can shift
their resources to make less bread and more of similar products, such as bagels
and rolls

- The demand curve is flatter in the long run, as well; this means that consumers are more
flexible and turn towards substitutes that aren’t price controlled

- overall demand will increase more in the long run than the short run because
people will try to adjust their diets to eat more bread due to the lower price despite
the empty shelves
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