BUAD 200 Spring 2009 REVISED Topical Review for Second Midterm

 (Chapters: 5,6*,7*,12,13,14) plus Class Lecture Material 
(Note: Wednesday Class will not be responsible for * items. Neither class responsible for ** items)

The following is a review of the topics we have covered since the first midterm and should serve as a review tool for the second midterm.  The list may not be definitive.

1. Measure of Responsiveness: Elasticity (Chapter 5) 
1. Defined the Price Elasticity of Demand and Supply
The price elasticity of demand is a measure of the responsiveness of the quantity demanded by buyers to a change in price. The price elasticity of supply is a measure of responsiveness of the quantity supplied by sellers to a change in price.

2. Derived formula and how to calculate (see book)
•Ed = % Δ Qd/ % Δ price
•Es = % ( Qs / % ( price
3. Defined Elastic, Unitary Elastic, Inelastic
•Demand is Elastic : %Δ Qd > %Δ P;


 ie |Ed| >1. A decrease in Price ( an increase in Total Revenue.

•Demand is Unitary Elastic: %ΔQd = %ΔP;


ie |Ed| = 1. A Change in price ( no change in Total Revenue.

•Demand is Inelastic: %ΔQd < %ΔP;


i.e. |Ed| < 1. An increase in Price ( an increase in Total Revenue.
            4. Analyzed the effect on total revenue of price changes and elasticity
            5. Derived the determinants of Price Elasticity & Second Law of Demand

•Number & Closeness of Substitutes.

•Information about price change and availability of substitutes.

•Percentage of Income Spent on good.
Amount of time following price change
• Second Law of Demand: Demand is more elastic over a longer period of time.


6. Defined other elasticity’s: Income, Cross Price

Measure of responsiveness of Quantity to a Change in Income
•EdI = % Δ Qd/ % Δ income
•EdI =  100 * ΔQ/Q  = I * ΔQ
            
100 * ΔI/I        Q * ΔI 
Measure of responsiveness of Quantity to a Change Price of other good

•Exy = % Δ Qx/ % Δ Py

•EdI =  100 * ΔQx/Qx  = Py * ΔQx

            
100 * ΔPy/Py      Qx * ΔPy 
2. Chapter 6: Supply, Demand & Government Policies

1. Transaction Costs of Exchange: (Class Notes)

•Information Costs
–Search Costs

–Quality Identification Cost

•Negotiating Costs: Cost of agreeing on what and how much will be exchanged

•Transportation Costs: Cost of moving goods between parties

2. *Periods of Analysis: Defined long-run, Short-run, Market Period (Classnotes)

Long-Run: All of the Inputs are variable.

Short-Run: Some inputs are fixed, some are variable. A firm with an existing plant must decide the rate of production.

Market Period: Decisions made when all inputs are fixed and therefore output is fixed. (Supply is vertical) After production takes place, there is a fixed amount of the good. Sellers still have options: Where to sell the good; When to Sell the Good.

3. *Analyzed market period and long-run adjustments to increase in demand (apartment rent)

4. *Defined Price ceiling: (Rent Controls)

Upward limit on price.

5. *Analyzed the Market period and long-run implications of a Price Ceiling 

Increase in Transactions cost to Buyers & Sellers

Increase in Non-market Rationing

Decrease in Quality

Decrease in Supply.
6. *Defined Price floor (Min. Wage)

Downward limit on price.

7. *Derived the implications of a Price Floor.

1. Increase in non-market discrimination



2. Increase in transaction costs



3. Increase in quality but not demand driven

**8.   Taxes and market outcome: Defined tax incidence, tax burden

**9.   Derived the effects on tax burden, and tax revenue of alternative elasticity’s of demand & supply. (Neither class responsible for ** items)

3. Chapter 7: Efficiency of Markets*
*1. Derived the two functions of price

Allocative Function of Price: Price allocates the amount produced to the highest valued buyers.  There are no further reallocations that will make society better off.

Coordinative function of price: The market price efficiently coordinates the productive use of resources.  There is no other organization of resources that will produce the level of output at a lower opportunity cost.

*2. Defined market efficiency

The quantity exchanged is the efficient level of production and exchange for society since the Marginal Value of the last unit produced is just equal to the Marginal Cost of producing it. (MV = MC) Any smaller amount of exchange would mean less gains from trade. Any larger amount would involve a loss in value to society since the marginal value of additional units is below the marginal cost of producing them.

*3. Derived Consumer surplus value (CSV)

The total personal value of the amount purchased is the sum of the marginal values or the whole area under the demand curve up to the amount purchased. The total amount paid or exchange value is the price x quantity rectangle; therefore the total consumer surplus value is the area under the demand above the price line.

*4. Derived producer surplus value (PSV)

The difference between what the seller receives (TR) and the cost of the resources (area under the supply curve) is the producer surplus value.

*5. Derived the total gains from trade

The areas of consumer surplus value and producer surplus value represent how buyers and sellers are made better off from the exchange.  Together the represent the total gains from trade or gains to society arising from the exchange taking place. The gains are split by the price line, thus a lower price would increase consumer surplus, and a higher price would increase producer surplus.

*6. Analyzed the efficiency loss from reducing exchange below equilibrium quantity

•Marginal Value (MV)  of last unit produced = Marginal Cost of production (MC) 

•Producing less ( Efficiency loss
•Producing more ( Efficiency Loss

*7. Analyzed the efficiency loss from increasing exchange above equilibrium quantity

4. Chapter 12: Costs of Production

1. The Organization of the Firm: Teamwork, shirking, monitoring

1. Teamwork & Specialization

2. Teamwork ( Shirking

3. Shirking ( Monitoring

4. Profits monitor the Owner

2. Role of profits in monitoring the owner: incentives (advertising, quality, selection of inputs, technology)

Owner begins to specialize work by worker

–Increased output and earnings

–Wages differ by difficulty of task

•Owner becomes the monitor

•Owner gets profits after wages (If any)
3.
Analyzed output decisions of the firm

a. Derived marginal product (Graph)

•At first: Teamwork and specialization ( Increasing Marginal product as you add workers

b. Derived Law of Diminishing Returns
As you add more of one input to a fixed amount of other inputs, Marginal product declines.
4.
Derived Marginal Cost (MC) from total cost schedule (Graph)

5.   Derived Average Total Cost (ATC) from total cost schedule (Graph)

6.   Analyzed relationship of marginal cost to average total cost. (Graph)

Marginal Cost intersects ATC at the minimum. (If the marginal is less than the average the average is falling, if the marginal is greater than the average the average is rising.)

7.   Defined Economies and Dis-economies of scale in production 
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5. Chapter 13: Competitive Markets (price-taker firm)

1.
Reviewed how the elasticity of demand reflects the degree of competition

The Demand facing the individual Firm: The degree of competition facing the firm is reflected by the elasticity of demand. The more close substitutes the more elastic the demand facing the firm and the less the market power of the firm.
2.
Assumptions of the Price-Taker situation for a firm

•Large number of buyers & sellers

•Homogeneous products

•Low information costs to buyers & sellers

•Low costs of entry and exit of firms

3.
Derived the horizontal demand facing the Firm

Demand = Price = Marginal Revenue

4.
 Derived the Profit maximizing rule of output MR = MC

The profit maximizing output is the quantity where Marginal Revenue = Marginal Cost so Price = Marginal Cost. Profit maximizing Rule : MR = MC
5.
Derived the long run, zero-profits industry equilibrium (Graph)

5. Derived the short run supply curve of the firm and industry

The marginal cost curve above AVC is the short run supply curve of the firm.
The short run market supply is the sum of the supply curves of the existing Firms.

7.
Analyzed the possibility of and results of economic profits and losses

8.
Analyzed the short-run and long results of an increase or decrease in industry 

demand

9.
Derived the implications of the Price-Taker model

Demand for the firm is horizontal at the market price.
Price equals marginal cost of production so the market reaches the efficient level of output in response to consumer demand. (Marginal Cost Pricing)
Competition drives price to equal average cost.
Economic profits only exist in the short run since free entry allows new firms to enter.

6. Chapter 14: Monopoly (price-searcher firm)

A. Derived and calculated marginal revenue for a downward sloping demand curve.


B. Derived the profit-maximizing rule of output: (MR = MC)


C. Analyzed the relationship of price to marginal cost as a measure of market power.


D. Analyzed potential of profits in the short-run and long-run.


E. Analyzed the potential efficiency loss. (Dead Weight Loss)


F. Discussed the sources of monopoly 

Potential Entry: Firms may reduce prices and profits to reduce the chance of firms entering.

Patents: Patents are designed to protect a firm from competition, thus protecting the profits that arise from successful products. This protection stimulates risk taking in finding new and better products. ( Drugs, appliances, etc)

Firm Actions: Legal harassment, Exclusive licensing, bundling. Government laws to promote competition. Anti-Trust laws.


G. Analyzed solutions to efficiency loss.

Enforce Anti-Trust Laws: Make them more competitive

Regulation: Price or output
Do Nothing: (Let the market)


**H. Price Discrimination (Three forms)


**I. Role of Profits: Reward for risk-taking










