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Excerpt from Volume 3—Auditing 

Chapter One 
Introduction, General and Field Standards 
 

INTRODUCTION 
 
OBJECTIVE OF THE ORDINARY EXAMINATION OF FINANCIAL STATEMENTS 
To express an opinion on reliability and fairness of management prepared financial statements by means of the 
auditor's report. 
 
STANDARD SHORT-FORM AUDITOR'S REPORT—UNQUALIFIED 
(Note: Audit reports are covered in detail in Chapter 3. Discussion here is for quick reference purposes only.) 
 
The form of the standard report on financial statements covering a single year is as follows: 
 

Independent Auditor's Report 
Board of Directors 
X Corporation 

 
We have audited the accompanying balance sheet of X Company as of December 31, 20XX, and the 
related statements of income, retained earnings, and cash flows for the year then ended. These financial 
statements are the responsibility of the Company's management. Our responsibility is to express an 
opinion on these financial statements based on our audit. 
 
We conducted our audit in accordance with auditing standards generally accepted in the United States of 
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about 
whether the financial statements are free of material misstatement. An audit includes examining, on a test 
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes 
assessing the accounting principles used and significant estimates made by management, as well as 
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable 
basis for our opinion. 
 
In our opinion, the financial statements referred to above present fairly, in all material respects, the 
financial position of X Company as of (at) December 31, 20XX, and the results of its operations and its 
cash flows for the year then ended in conformity with accounting principles generally accepted in the 
United States of America. 
 
(Date of completion of audit) 
(Firm Name and Signature) (Italics added for emphasis) 

 
 
Briefly, the auditors standard report may be modified and take one of the following forms: 
 
Qualified Report—Usually issued when the auditor takes exception to a material item or items in the financial 
statements because of departures from GAAP. A qualified opinion may also be issued when the auditor's 
examination is restricted with respect to an item on the financial statements. This type of report communicates to the 
reader of the financial statements that management's financial reports are fairly presented "except for" a departure 
from GAAP, which is material enough to mention but not pervasive enough to render the financial statements 
misleading when taken as a whole. 
 
Adverse Report—Issued when the auditor feels that the departures from GAAP are serious enough to render the 
statements misleading. In this case, the CPA was able to apply auditing procedures, but discovered material and 
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pervasive departures from GAAP that the client refused to correct. Thus, the dividing line between "except for" 
(qualified) opinion and an adverse opinion is one of materiality and pervasiveness of the departure from GAAP. 
 
Disclaimer Report—Issued when the auditor's examination was incomplete (scope restricted because of nature of 
examination or other audit restrictions) to the point where he was unable to express an opinion on the financial 
statements or where the uncertainties have a pervasive and material effect on the financial statements. Thus, a 
disclaimer can result from inadequate auditing procedures or material uncertainties.  
 
A complete discussion of the auditor's reporting function is in Chapter 3. 
 

DISTINCTION BETWEEN RESPONSIBILITIES OF AUDITOR AND MANAGEMENT 
1. Fairness of the representations contained in financial statements is part of management's responsibility. 
2. Management is responsible for development of adequate controls, safeguarding of assets, sound accounting 

policies that will produce proper statements (i.e., internal control). 
3. Auditor's responsibility is confined to the expression of an opinion, and the adequacy of auditing procedures. 
4. Purpose of the ordinary examination is not primarily the detection of fraud. Auditor is aware that fraud may 

exist and as such may affect the financial statements.  The auditor must assess the risk that fraud may have 
affected the financial statements, and as such, the auditor would appropriately modify the audit procedures.  
(See S.A.S. No. 82 for a complete discussion of the auditor's responsibility to detect fraud.) 

 

GENERALLY ACCEPTED AUDITING STANDARDS 
Auditing "standards" differ from auditing "procedures" in that procedures relate to acts to be performed, whereas 
standards deal with measures of the quality of the performance of those acts and the objectives to be attained by the 
use of the procedures undertaken. The generally accepted auditing standards, which are interdependent and 
interrelated, are represented by the general standards, field standards, and reporting standards from the time the 
Auditing Standards Board of the AICPA will issue interpretations of the standards in publications known as 
Statements on Auditing Standards (SAS's).   
 
General Standards 
1. The examination is to be performed by a person or persons having adequate technical training and 

proficiency as an auditor. 
2. In all matters relating to the assignment an independence in mental attitude is to be maintained by the auditor 

or auditors. 
3. Due professional care is to be exercised in the performance of the examination and the preparation of the 

report. 
 
Standards of Field Work 
1. The work is to be adequately planned, and assistants, if any, are to be properly supervised. 
2. The auditor should obtain a sufficient understanding of the internal control structure to plan the audit and to 

determine the nature, timing, and extent of tests to be performed. 
3. Sufficient competent evidential matter is to be obtained through inspection, observation, inquiries, and 

confirmations to afford a reasonable basis for an opinion regarding the financial statements under examination. 
 
Standards of Reporting 
1. The report shall state whether the financial statements are presented in accordance with generally accepted 

principles of accounting. 
2. The report shall identify those circumstances in which such principles have not been consistently observed in 

the current period in relation to the preceding period. 
3. Informative disclosures in the financial statements are to be regarded as reasonably adequate unless otherwise 

stated in the report. 
4. The report shall either contain an expression of opinion regarding the financial statements, taken as a whole, or 

an assertion to the effect that an opinion cannot be expressed. When an overall opinion cannot be expressed, 
the reasons therefor should be stated. In all cases where an auditor's name is associated with financial 
statements the report should contain a clear-cut indication of the character of the auditor's examination, if any, 
and the degree of responsibility he is taking. 
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OVERVIEW OF THE AUDIT PROCESS 
                 Decision Criteria 
    1.  Independence 
 Decision to     Rule 101 Code 
  Accept Client      of Ethics  
                GAAS 
     2.  Competency 
       Rule 201 Code 
       of Ethics 
         GAAS 
     3.  Predecessor Auditor 
 
 Document Engagement Understanding 

(Engagement Letter) 
 
 
 Plan Audit  
 1. Obtain Information on:  
  a. Management   
  b. Industry  
  c. Regulation  
  d. Economy  
  e. Outside pressure 
  
 2. Perform Analytical Review 
 3. Initial Understanding of Internal Control 
 4. Audit Program 
   1) Preliminary based upon 
       1-3 and planned level of reliance on  
       Internal Controls 
   2) Detail nature, timing and extent 
       of Tests 
 
 
 Consider Internal Controls  
 
     Outcomes 
 
 
  Plan level   Confirms 
  of Reliance  Planned 
  needs to   level of 
  be modified  reliance 
 
 
 Update Planned Go with 
 Audit Program original plan 
 Developed in as developed 
 C4 above in C4 above 

A. 

B. 

C. 

D. 

  Decision on Audit  Risk  
 a.  Potential for Errors 
 b.  Potential for Illegal Acts 
 c.  Potential for Fraud 
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  Perform 
  Substantial 
  Audit Tests 
 
 
           A Extraordinary Results Nothing 
  1.  Errors  extraordinary 
  2.  Fraud  encountered 
  3.  Illegal Acts 
 
      Update Programs 
      after discussions 
      with client 
 
  
 
  Obtain 
  Representation 
  Letter 
 
 
  Propose Necessary 
  Adjusting Entries 
 
 
 Rejected   Accepted 
 By client  By client 
 
 
 Modify    Issue  
 opinion    unqualified 
 appropriately  opinion 
 
 
 

DECISION TO ACCEPT A CLIENT 
 
The decision to accept an engagement is made by reference to the General Standards of G.A.A.S. and by 
consultation with the predecessor auditor, if applicable. 
 
GENERAL STANDARDS 
The general standards are concerned with the professional training and conduct of the auditor. Specifically, there are 
three general standards: 
1. The examination is to be performed by a person or persons having adequate technical training and 

proficiency in auditing. 
(This is normally interpreted to mean that the auditor has adequate formal training and a knowledge of the 
accounting principles used by the client.) 

2. In all matters relating to the assignment, an independence in mental attitude is to be maintained by the auditor 
or auditors. 
(Since the auditor is attesting to the fairness of the financial statements, it is important that he have no bias 
towards the client. If the CPA is not independent of his client he must disclaim an opinion.) 

3. Due professional care is to be exercised in the performance of the examination and the preparation of the 
report. 

 
Chapter One contains additional text that has been omitted from this sample chapter. 

E. 

F. 

G. 



Excerpt from Volume 3—Auditing 

Chapter One – Questions 
Introduction, General and Field Standards 
 
1. Tests of controls are performed in order to 
determine whether or not  
a. Controls are functioning as designed. 
b. Necessary controls are absent. 
c. Incompatible functions exist. 
d. Material dollar errors exist. 
 

2. For good internal accounting control, which of the 
following functions should not be the responsibility 
of the treasurer's department? 
a. Data processing. 
b. Handling of cash. 
c. Custody of securities. 
d. Establishing credit policies. 
 

3. During an audit an internal auditor may provide 
direct assistance to an independent CPA in 

 Obtaining an 
 understanding of Performing Performing 
  the internal tests of   substantive 
 control structure  controls tests
a. No No  No 
b. Yes No  No 
c. Yes Yes  No 
d. Yes Yes  Yes 
 
4. Which of the following statements regarding 
auditor documentation of the client's system of 
internal control is correct? 
a. Documentation must include flow charts. 
b. Documentation must include procedural 

writeups. 
c. No documentation is necessary although it is 

desirable. 
d. No one particular form of documentation is 

necessary, and the extent of documentation may 
vary. 

 
5. It would be appropriate for the payroll accounting 
department to be responsible for which of the 
following functions? 
a. Approval of employee time records. 
b. Maintenance of records of employment, 

discharges, and pay increases. 
c. Preparation of periodic governmental reports as 

to employees' earnings and withholding taxes. 
d. Distribution of pay checks to employees. 
 

6. Operating control over the check signature plate 
normally should be the responsibility of the 
a. Secretary. 
b. Chief accountant. 
c. Vice president of finance. 
d. Treasurer. 
 
7. Internal control over cash receipts is weakened 
when an employee who receives customer mail 
receipts also 
a. Prepares initial cash receipts records. 
b. Records credits to individual accounts 

receivable. 
c. Prepares bank deposit slips for all mail receipts. 
d. Maintains a petty cash fund. 
 
8. Which of the following best describes proper 
internal control over payroll? 
a. The preparation of the payroll must be under 

the control of the personnel department. 
b. The confidentiality of employee payroll data 

should be carefully protected to prevent fraud. 
c. The duties of hiring, payroll computation, and 

payment to employees should be segregated. 
d. The payment of cash to employees should be 

replaced with payment by checks. 
 
9. Transaction authorization within an organization 
may be either specific or general. An example of 
specific transaction authorization is the 
a. Establishment of requirements to be met in 

determining a customer's credit limits. 
b. Setting of automatic reorder points for material 

or merchandise. 
c. Approval of a detailed construction budget for a 

warehouse. 
d. Establishment of sales prices for products to be 

sold to any customer. 
 
10. Effective internal control over purchases 
generally can be achieved in a well-planned 
organizational structure with a separate purchasing 
department that has 
a. The ability to prepare payment vouchers based 

on the information on a vendor's invoice. 
b. The responsibility of reviewing purchase orders 

issued by user departments. 
c. The authority to make purchases of 

requisitioned materials and services. 
d. A direct reporting responsibility to the 

controller of the organization. 
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11. An example of an internal control weakness is to 
assign to a department supervisor the responsibility 
for 
a. Reviewing and approving time reports for 

subordinate employees. 
b. Initiating requests for salary adjustments for 

subordinate employees. 
c. Authorizing payroll checks for terminated 

employees. 
d. Distributing payroll checks to subordinate 

employees. 
 
12. The independent auditor should acquire an 
understanding of a client's internal audit function to 
determine whether the work of internal auditors will 
be a factor in determining the nature, timing, and 
extent of the independent auditor's procedures. The 
work performed by internal auditors might be such a 
factor when the internal auditor's work includes 
a. Verification of the mathematical accuracy of 

invoices. 
b. Review of administrative practices to improve 

efficiency and achieve management objectives. 
c. Study and evaluation of internal accounting 

control. 
d. Preparation of internal financial reports for 

management purposes. 
 
13. It is important for the CPA to consider the 
competence of the audit clients' employees because 
their competence bears directly and importantly upon 
the 
a. Cost/benefit relationship of the system of 

internal control. 
b. Achievement of the objectives of the system of 

internal control. 
c. Comparison of recorded accountability with 

assets. 
d. Timing of the tests to be performed. 
 
14. Which of the following would be least likely to 
be included in an auditor's tests of controls? 
a. Inspection. 
b. Observation. 
c. Inquiry. 
d. Confirmation. 
 
15. Tests of controls are concerned primarily with 
each of the following questions except 
a. How were the procedures performed? 
b. Why were the procedures performed? 
c. Were the necessary procedures performed? 
d. By whom were the procedures performed? 
 

16. Which of the following is a primary function of 
the purchasing department? 
a. Authorizing the acquisition of goods. 
b. Ensuring the acquisition of goods of a specified 

quality. 
c. Verifying the propriety of goods acquired. 
d. Reducing expenditures for goods acquired. 
 
 
17. An auditor uses the knowledge provided by the 
understanding of internal control and the final 
assessed level of control risk primarily to determine 
the nature, timing, and extent of the 
a. Attribute tests. 
b. Compliance tests. 
c. Tests of controls. 
d. Substantive tests. 
 
 
18. When control risk is assessed at the maximum 
level for all financial statement assertions, an auditor 
should document the auditor's 

 Understanding Conclusion Basis for 
 of the entity's that control concluding 
 internal risk is at the that control 
 control maximum risk is at the 
 components level maximum level
a. Yes No No 
b. Yes Yes No 
c. No Yes Yes 
d. Yes Yes Yes 
 
 
19. Which of the following controls would be most 
effective in assuring that recorded purchases are free 
of material errors? 
a. The receiving department compares the quantity 

ordered on purchase orders with the quantity 
received on receiving reports. 

b. Vendors' invoices are compared with purchase 
orders by an employee who is independent of 
the receiving department. 

c. Receiving reports require the signature of the 
individual who authorized the purchase. 

d. Purchase orders, receiving reports, and vendors' 
invoices are independently matched in 
preparing vouchers. 

 
 
Chapter One contains additional questions, 
problems/simulations that have been omitted from 
this sample chapter. 
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Excerpt from Volume 3—Auditing 

Chapter One - Solutions to Questions 
Introduction, General and Field Standards  
 
1. (a) Tests of controls are designed to determine whether the control procedures prescribed by the client are 
actually functioning. An example of a test of controls would be to examine purchase orders for proper authorization. 
  
2. (a) Data processing is a recording function and thus should be under the direction of the controller. Answers (b), 
(c) and (d) are functions of the treasurer's department since they are "custodial" in nature. 
  
3. (d) In performing an audit, the CPA may request direct assistance from internal auditors. For example, internal 
auditors may assist the independent CPA in obtaining an understanding of the internal control structure or in 
performing tests of controls or substantive tests.  
 
4. (d) The auditor is required to assess the internal control structure as part of the audit process. The documentation 
provides evidence that the auditor has complied with the second standard of field work. The extent and type of 
documentation is left to the auditor's judgment. 
 
5. (c) This department has access to the records necessary to prepare payroll tax reports. 
 
6. (d) Treasurer is responsible for cash disbursements. 
 
7. (b) There is a control weakness because the employee has both custody of an asset (cash) and the accounting 
record (accounts receivable subsidiary ledgers). 
 
8. (c) The authorization of transactions, record keeping, and custodial functions should be segregated. 
 
9. (c) Special authorization refers to a certain item. General authorization refers to classes of items. 
 
10. (c) Purchasing agent has authority to purchase, not authority to initiate purchases. 
 
11. (d) Department supervisor authorizes payroll and should not be responsible for distribution (custodial 
function—custody of checks). 
 
12. (c)  The work of internal auditors is a part of, but not a substitute for, the independent auditor's evaluation of 
internal control. Answer (a) is work not necessarily performed by internal auditors. Answers (b) and (d) do not 
directly affect internal accounting control. 
 
13. (b) One of the basic elements of an adequate system of internal control is competent personnel with clear lines 
of authority and responsibility. 
 
14. (d) Inquiry is the first step in determining the client's control system. The system is then tested by applying the 
procedures detailed in answers (a) and (b). Answer (d) is used to verify balances, not test controls. 
 
15. (b) The question deals with the primary questions asked in testing controls. The auditor is least concerned with 
why. He performs the procedures because he is concerned with control which centers primarily on how, where and 
who, as opposed to why (this is answered in the understanding of the system). 
 
16. (b) The purchasing department's function is solely to purchase previously authorized goods and services at the 
desired quality and best price. They have no function in authorization for purchase receiving or payment. 
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17. (d) Substantive tests are audit tests performed to substantiate the fairness of presentation of each account on the 
financial statements. The nature, timing, and extent of substantive tests is determined by the creditor's assessment of 
control risk. Answers (a), (b) and (c) are synonymous terms, and these tests are used to determine whether internal 
control procedures are actually in place in the client's operation. 
 
18. (b) GAAS requires that the auditor understand the entity's control structure elements and to document the 
assessed level of control risk. If control risk is assessed at the maximum, no reasons need to be stated. However, if 
control risk is assessed at less than the maximum, the reasons for assessing it at less than the maximum must be 
documented. 
 
19. (d) In order to prevent material errors in recording purchases, an employee who is independent of the purchasing 
or receiving function should compare the quantity purchased with the quantity received and the quantity billed by 
the vendor. This is the function of the accounts payable clerk. 
 
20. (b) A material weakness is a condition where control procedures are not suitably designed or operating 
effectively to prevent or detect an error or irregularity in the normal course of business by employees performing 
their assigned duties. Therefore, accounting records and financial statements may be incorrect. A reportable 
condition is a situation in the control structure that may be designed ineffectively or not operating properly, but the 
deficiency has no effect on the timely recording and summarizing accounting transactions. According to GAAS, 
both situations a material weakness and a reportable condition are reportable conditions, but a reportable condition 
may not be a material weakness. 
 
21. (c) Answers (a), (b) and (d) are incorrect because the auditor can ascertain that these controls are in place by 
other means through records available within the company. However, in order to determine whether a given 
employee actually exists, the auditor must observe the actual distribution of checks and would usually include the 
employee providing some form of personal identification. 
 
22. (b) The auditor may document his understanding of the client's internal control through the use of a narrative, 
internal control questionnaire or flowchart or any other appropriate means. Therefore, answer (b) is the correct 
answer. 
 
23. (a) The purpose of tests of controls is to provide reasonable assurance that internal controls are being applied as 
determined by the auditor during the review of the internal control structure. 
 
24. (b) The payroll accounting department has a recording responsibility and as such it should not have custody of 
unclaimed payroll checks (custody of an asset). If the payroll accounting department had custody of payroll checks, 
its employees could add a fictitious employee to the payroll and subsequently obtain the check. 
 
25. (a) In an organizational structure, the personnel department is delegated the authorization power over pay rates. 
 
26. (d) In order to evaluate the objectivity of internal auditors, it is necessary for the independent CPA to determine 
the organizational level to which the internal auditor reports. If, for example, the internal auditor reports to the 
controller, it would be impossible for the internal auditor to be objective. 
 
27. (b) The receiving department copy of the purchase order should be "blind" (i.e., quantities omitted). This 
ensures that the receiving department personnel count the incoming merchandise. Thus the company will end up 
paying only for what was received, which may not be what was billed by the vendor. 
 
28. (a) Control procedures over the payroll function include the reconciliation of job time tickets to employee clock 
card hours. Answer (b) is incorrect because the reconciliation should be done by the payroll department, not the 
individual employee responsible for those jobs. 
 
 
Chapter One contains additional answers that have been omitted from this sample chapter. 
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Excerpt from Volume 4—Business Environment and Concepts 
 
Chapter Three 
Microeconomics with Strategy Emphasis 
 
Market Influences on Business Strategies, Including Selling, Supply Chain,  
and Customer Management Strategies 
 
An understanding of micro-economics (the economics of the firm) starts with an understanding of the demand and 
supply curves and their intersection to determine the equilibrium price. Let us review by examining a family’s 
demand curve for a commodity product such as milk in a regional marketing area such as New York City. The graph 
below illustrates the demand curve. 
 

Demand Curve for Milk in New York City 

       Price     Graph A 
 
 
 $6.00 
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 $5.00 
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 $4.00 
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 $3.00 
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 $1.50 D 
 
   2 4 6 8 10 12 14 
      Gallons per Month 
 
The demand curve in graph A, above is illustrated by the line that is downward sloping to
curve is downward sloping because of the law of diminishing marginal utility. The law
utility recognizes that the total satisfaction derived from the consumption of milk (o
increase as more of the good is consumed and then total satisfaction will start to dimin
satisfaction is reflected in the demand curve in that as the quantity per month increases, th
to pay less for the next additional unit of the good. The consumer might be willing to p
gallons of milk per month, but would only be willing to purchase the ninth gallon of mil
less than $3.50 per gallon. 
 
From a strategic viewpoint, businesses seek to shift the demand curve to the right in order
the same price or the same quantity at a higher price. The various ways that a demand cu
are the following: 

1. Increase in the number of consumers 
2. A change in tastes in favor of the good 
3. Increase in the price of substitutes 
4. An increase in the income of consumers 
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 the right (D). The demand 
 of diminishing marginal 

r any good) will initially 
ish. The diminishing total 
e consumer will be willing 
ay $3.50 per gallon for 8 

k per month at some price 

 to sell a larger quantity at 
rve might shift to the right 



 
A shift in the demand curve should be contrasted with a change in quantity demanded on the same demand 
curve. A shift in the demand curve to the right signals that at each price point the consumer is willing to 
buy a larger quantity of the good. On the other hand, a change in quantity demanded refers to a change in 
demand on a particular demand curve. A change in quantity demanded may be illustrated by reference to 
graph A. Given the demand curve in graph A, a change in price from $3.50 per gallon to $3.00 per gallon 
will result in an increase in quantity demanded from 8 gallons per month to 10 gallons per month. Thus, the 
term “change in quantity demanded” does not refer to a situation in which the demand curve has shifted. 
Graph B below illustrates the shift in the demand curve from D to D1. 

 
Demand Curve for Milk in New York City 

               Price     Graph B 
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When you contrast demand curve D with demand curve D1, it is clear that for all price points the quantity demanded 
is greater for demand curve D1 than it is for demand curve D. That demand curve shift to the right could have been 
caused by any of the four causes mentioned earlier. 
 
The slope of the demand curve is of particular importance from a strategic perspective. Demand curves tend to be 
either elastic or inelastic. An elastic demand curve suggests that a small percentage change in price will result in a 
larger percentage change in quantity demanded. Using the demand curve in graph A, we can calculate the price 
elasticity of demand for the situation in which the price declines from $3.50 per unit to $3.00 per unit. Graph A 
shows that the quantity of 8 gallons is associated with the $3.50 per gallon price and the quantity of 10 gallons is 
associated with the $3.00 price. The coefficient of the  price elasticity of demand for that portion of the demand 
curve is calculated using the following equation: 
 
  Percentage change in quantity / Percentage change in price 
 
The decline in price from $3.50 to $3.00 results in a $.50 change in price. That represents the following percentage 
change in price: 
 
     $.50 / Average of $3.50 and $3.00 = 

     $.50 / $3.25 = 15.38% 
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The increase in quantity from 8 gallons (associated with the $3.50 price) to 10 gallons (associated with the $3.00 
price) represents the following percentage change in quantity demanded: 
 
   2 gallon change / Average of 8 gallons and 10 gallons = 
    
   2 gallons / 9 gallons = 22.22% 
 
 Therefore the price elasticity of demand is  
 
   22.2% change in quantity /  15.38% change in price = 1.44  
 
Therefore the coefficient of the price elasticity of demand for that price change is 1.44. A coefficient greater than 
one suggests an elastic demand curve and a coefficient less than one suggests an inelastic demand curve.  
 
It is important to remember that the equation for calculating the coefficient of the price elasticity of demand has the 
Quantity on the top and the Price on the bottom. To help you remember, think of a man that has his tie tied too 
tightly. It is so tight that his tongue is hanging out as in Q for quantity. The P (price) represents the tie around his 
neck. 
 
Inelastic demand is represented by a coefficient of price elasticity of demand that is less than 1. In such a situation 
the demand curve would tend to be more vertical than the one shown in graph A. The demand curve for coffee 
would likely be more vertical than the demand curve for milk given that there is more of a tendency for the caffeine 
in coffee to be slightly addictive. The inelastic demand curve suggests that a large percentage change in price will 
result in a relatively small percentage change in quantity demanded. 
 
The difference between elastic and inelastic demand may also be examined in terms of the total revenue before and 
after a price change. In the example in which the price changed from $3.50 to $3.00, the quantity changed from 8 
gallons to 10 gallons. The revenue associated with the $3.50 price was $28 ($3.50 X 8 gallons) and the revenue 
associated with the $3.00 price was $30 ($3.00 X 10 gallons). Thus, for this relatively elastic demand curve (in the 
interval of $3.50 to $3.00 per gallon) illustrated in graph A, the decline in price resulted in an increase in revenue by 
$2. ($30- $28). This focus on revenues permits us to draw the following conclusions concerning the relationship 
between revenue and price elasticity of demand: 
 
 If the demand curve…  and…    then… 

 Is elastic   Price falls  Revenue increases 
 Is elastic   Price rises  Revenue decreases 
 Is inelastic   Price falls  Revenue decreases 
 Is inelastic   Price rises  Revenue increases 

 
Demand is more elastic for goods that have multiple substitutes and less elastic for goods with relatively few 
substitutes. A strategy used by many companies is one that attempts to convince potential customers that the 
company’s product is sufficiently differentiated from other products that there is no suitable substitute product. The 
company is attempting to create a relatively inelastic demand curve for the product. An inelastic demand curve 
would permit the company to increase price and thus increase revenues. In contrast, an elastic demand curve would 
result in a decrease in revenues if price were increased. 
 
Demand also tends to be more inelastic in the short run because it takes time to identify suitable substitutes. Thus, 
the demand for a product tends to be more elastic in the long run than it is in the short run. Thus, a strategy of raising 
prices to take advantage of a relatively inelastic demand curve in the short run could be counterproductive. The 
higher prices could attract competitors and the competitors would offer suitable substitute products. In the long run, 
the demand curve could become elastic because of the increased substitutes. Thus, the exploitation of an inelastic 
demand curve may only be profitable in the long term if the company can sustain a competitive advantage. 
 
High value products are more likely to have elastic demand curves than are low value products. For high value 
products, such as automobiles, the consumer is more likely to shop around for substitute products because the 
potential savings associated with “shopping around” are likely to be great. On the other hand, the potential savings 
from shopping around for low value products, such as candy bars, is not nearly as great. 
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Now that we have dealt with the demand curve, it is time to turn to the supply curve. The supply curve slopes 
upward and to the right as shown in graph C. The intersection of the demand and supply curves is at a price of $3.50 
and a quantity of 8 gallons per month. The intersection of the demand and supply curves is called the “price 
equilibrium point” and it determines the price at which the good will be sold and the quantity which will be sold.  
 

      Demand and Supply Curves for Milk in New York City 
 
       Price     Graph C 
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The supply curve slopes upward as a result of the tendency for marginal costs to increase a
increases. The law of diminishing returns is the basis on which marginal costs increase. Gi
production resources (equipment and buildings), the addition of increments of labor will p
returns. Those diminishing returns translate into higher marginal costs as the quantity incre
increasingly higher marginal cost, a producer would only be induced to produce a larger q
product were sufficiently high. The price has to exceed the marginal cost of the next unit o
order to induce the producer to supply a larger quantity. 
 
Just like demand curves, supply curves may shift to the right or to the left. A shift to the ri
quantity will be supplied for every price point on the supply curve. A shift to the left impli
will be supplied for every price point on the supply curve. Listed below are the various cau
shift: 
 

• Price of input resources – if the price of input resources declines, the marginal co
curve will shift to the right. A larger quantity will be offered at each price point. 

 
• Number of suppliers – if the number of suppliers increases, the supply curve will 

case, the marginal cost has not changed but more is supplied because of a greater
 
 
Chapter Three contains additional text that has been omitted from this sample chapter. 
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Excerpt from Volume 4—Business Environment and Concepts 
 
Chapter Three 
Microeconomics with Strategy Emphasis 
Multiple Choice Questions1 

 
 
1. The demand for a good or service depends on all 
the following factors EXCEPT: 
a. The cost to produce it. 
b. The price of the item. 
c. The tastes of consumers. 
d. The prices of substitute and complementary 

goods. 
 
 
2. Which of the following statements concerning the 
relationship of the quantity demanded or supplied 
with price is (are) correct? 
(1) The quantity supplied varies inversely with price. 
(2) The quantity demanded varies directly with price. 

a. (1) only 
b. (2) only 
c. Both (1) and (2) 
d. Neither (1) nor (2) 
 
 
3. According to economic theory, which of the 
following statements is correct? 
a. A price in excess of the equilibrium price would 

lead to a shortage of supply. 
b. A price in excess of the equilibrium price would 

lead to an excess of demand. 
c. An equilibrium price can be disrupted by a 

rightward or leftward shift of the supply or 
demand curve. 

d. An equilibrium price is the price at which all 
consumers are able to buy as much as they want. 

 
 
4. A shift in the supply curve downward and to the 
right, with the demand curve unchanged, will lead to 
which of the following results? 
(1) An increase in the equilibrium price 
(2) A decrease in the equilibrium quantity 

a. (1) only 
b. (2) only 
c. Both (1) and (2) 
d. Neither (1) nor (2) 
 
 

5. When building contractors decide not to build on 
speculation but only when a contract to build is 
executed, it is a signal that wage inflation may be 
causing a rise in building costs. One may conclude 
from this scenario that: 
a. The supply curve will remain static as wage 

inflation increases demand. 
b. The quantity of new homes demanded will 

decrease, prices will rise, and the supply curve 
will shift to the left. 

c. The supply curve will shift downward but prices 
will rise. 

d. The quantity of homes built will decrease along 
with the price of housing. 

 
 
6. Supply Chain Management systems rely upon 
which of the following? 
a. Many suppliers. 
b. Frequent competitive bidding. 
c. Cooperation between purchasing and suppliers. 
d. Short-term contracts. 
 
 
7. If both the supply and the demand for a good 
increase, the market price will 
a.  rise only in the case of an inelastic supply 

function. 
b.  fall only in the case of an inelastic supply 

function. 
c.  not be predictable with only these facts. 
d.   rise only in the case of an elastic demand 

function. 
 
 
8.  The sum of the average fixed costs and the 
average variable costs for a given output is known as 
a.  long-run average cost. 
b.  average product. 
c.  total cost. 
d.  average total cost. 

 
1 Material from Economics (Bank 1 t/a) by McConnell, published by McGraw Hill,
copyright ©2002, is reproduced with permission of the McGraw-Hill Companies.
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9. In any competitive market, an equal increase in 
both demand and supply can be expected to always 
a.  increase both price and market-clearing quantity. 
b.  decrease both price and market-clearing quantity. 
c.  increase market-clearing quantity. 
d.  increase price. 
 
 
10. A perfectly inelastic supply curve in a 
competitive market 
a.  means the equilibrium price must be zero. 
b.  says the market supply curve is horizontal. 
c.  exists when firms cannot vary input usage. 
d.  can only exist in the long run. 
 
 
11. Government price regulations in competitive 
markets that set maximum or ceiling prices below the 
equilibrium price will in the short run 
a.  cause demand to decrease. 
b.  cause supply to increase. 
c.  create shortages of that product. 
d.  have no effect on the market. 
 
 
12. In competitive product markets, equilibrium price 
in the long run is 
a.  a fair price all consumers can afford. 
b.  set equal to the total costs of production. 
c.  set equal to the total fixed costs of production. 
d.  set equal to the marginal costs of production. 
 
 
13. In the theory of demand, the marginal utility per 
dollar of a product 
a.  increases when consumption expands. 
b.  decreases when consumption expands. 
c.  is used to explain why demand curves are 

vertical. 
d.  explains why short-run supply curves are upward 

sloping. 
 
 
14. In the short run, the supply curve in a competitive 
market shows a positive relationship between price 
and quantity supplied because 
a.  a higher price causes an increase in demand so 

the market stays in equilibrium. 
b.   of the law of diminishing returns. 
c.  as the size of a business firm increases, price 

must rise. 
d. increases in output imply a shift in consumer 

preferences allowing a higher price. 

15. Because of the existence of economies of scale, 
business firms may find that 
a. each additional unit of labor is less efficient than 

the previous unit. 
b. as more labor is added to a factory, increases in 

output will diminish in the short run. 
c.  increasing the size of a factory will result in 

lower average costs. 
d.   increasing the size of a factory will result in 

lower total costs. 
 
16. Economic markets that are characterized by 
monopolistic competition have all of the following 
characteristics EXCEPT 
a.  one seller of the product. 
b.  economies or diseconomies of scale. 
c.  heterogeneous products. 
d.  downward-sloping demand curves for individual 

firms. 
 
17. When markets are perfectly competitive, 
consumers 
a. must search for the lowest price for the products 

they buy. 
 b.  have goods and services produced at the lowest 

cost in the long run. 
c.  must choose the brands they buy solely on the 

basis of informational advertising. 
d. do not receive any consumer surplus unless 

producers choose to overproduce. 
  
 
18. The manner in which cartels set and maintain 
price above the competitive market price is to 
a.  avoid product differentiation in order to decrease 

demand for the product. 
b.   advertise more so market demand increases. 
c.   encourage the introduction of higher-priced 

substitute products. 
d.   require cartel members to restrict output. 
 
19. In a competitive market for the labor where 
demand is stable, if workers try to increase their 
wage, 
a.  employment must fall. 
b.  labor supply must increase. 
c.  government must set a maximum wage below 

the equilibrium wage. 
d.  firms in the industry must become smaller. 
 
 
Chapter Three contains additional questions that 
have been omitted from this sample chapter. 
 



Excerpt from Volume 4—Business Environment and Concepts 
 
Chapter Three 
Microeconomics with Strategy Emphasis 
Answers to Multiple Choice Questions 
 
1. Answer (a) is the correct answer. The cost to produce an item is a determinant of the supply curve for the item. 
Answer (b) is not correct because the price of the item is a determinant of the demand for an item. Answer (c) is not 
correct because the tastes of the consumer is a determinant of demand. Answer (d) is not correct because the prices 
of substitute and complementary goods is a determinant of demand. 
 
2. Answer (d) is the correct answer. The quantity supplied varies directly with price and the quantity demanded 
varies indirectly with price. Answer (a) is not correct because the quantity supplied varies directly with price. 
Answer (b) is not correct because the quantity demanded varies indirectly with price. Answer (c) is not correct 
because the quantity supplied varies directly with price and the quantity demanded varies indirectly with price.  
 
3. Answer (c) is the correct answer. An equilibrium price can be disrupted by any change in the supply and or the 
demand curve. Answer (a) is not correct because such a price would lead to a surplus. Answer (b) is not correct 
because such a price would lead to a deficiency in demand. Answer (d) is not correct because an equilibrium price 
leads to an equality of the quantities demanded and supplied, not necessarily (or even likely) a complete satisfaction 
of consumer demand for the good or service. 
 
4. Answer (d) is the correct answer. A downward and to the right shift in the supply curve with no change in the 
demand curve will result in a lower price and a larger equilibrium quantity. Answer (a) is not correct because a 
downward and to the right shift in the supply curve with no change in the demand curve will decrease the 
equilibrium price. Answer (b) is not correct because a downward and to the right shift in the supply curve with no 
change in the demand curve will result in an increase in the equilibrium quantity. Answer (c) is not correct because a 
downward and to the right shift in the supply curve with no change in the demand curve will result in a lower price 
and a larger equilibrium quantity. 
 
5. Answer (b) is the correct answer. The supply curve will shift to the left, the demand curve will remain unchanged, 
prices will increase and the quantity demanded will decline. Answer (a) is not correct because the supply curve will 
shift to the left and speculative homes are no longer built. Answer (c) is not correct because a downward shift in the 
supply curve would suggest an increased supply at all price points (contrary to the removal of speculative homes) 
and an increased supply would imply a reduction in price. Answer (d) is not correct because the supply curve will 
shift to the left as speculative homes are no longer constructed. That shift in the supply curve with no change in the 
demand curve will result in an increase in price. 
 
6. Answer (c) is the correct answer. Supply Chain Management systems are based on purchasers and suppliers 
working together under long-term contracts to reduce the cost of the product or service and also to reduce the cost of 
the delivery and documentation. Answer (a) is not correct because under Supply Chain Management systems 
purchasing managers establish partnerships with one or few suppliers. Answer (b) is not correct because under 
Supply Chain Management systems the purchasing manager and the supplier enter into a long-term contract to 
induce the supplier to participate as a partner with the purchaser. Answer (d) is not correct because in order to 
establish a partnership between the purchaser and the supplier, there is a need for long-term contracts. 
 
7. (c) is the correct answer. The effect on the market price will only be predictable when the extent of the change in 
demand or supply is known. That information is not given among the choices. Answer (a) is not correct because the 
increase in supply is inconsistent with an inelastic supply function. Answer (b) is not correct because the increase in 
supply is inconsistent with an inelastic supply function. Answer (d) is not correct because the increase in demand is 
inconsistent with an inelastic demand function.  
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8. (d) is the correct answer. Explicit costs are of two types—fixed costs and variable costs. The sum of the average 
fixed costs and average variable costs is equal to the average total costs. Answer (a) is not correct because the long-
run average cost includes opportunity costs. Answer (b) is not correct because average product is the total physical 
product divided by the number of units of the factor employed. Answer (c) is not correct because the total cost is the 
sum of the total variable costs and the total fixed costs.  
 
9. (c) is the correct answer. The market clearing quantity is the quantity purchased which leaves no frustrated 
consumers. If the increase in both demand and supply were equal, that increase in supply would be purchased and 
there would be no frustrated consumers. Thus, the quantity purchased would increase. Answer (a) is not correct 
because it is not likely that the price would increase because the supply increased. Answer (b) is not correct because 
it is not likely that the price would decrease because the demand increased. Answer (d) is not correct because both 
demand and supply increase equally.  
 
10. (c) is the correct answer. A perfectly inelastic supply curve is a vertical line; and it implies that a change in price 
will not impact the quantity offered in the market. That would be the case where firms cannot vary input usage. 
Answer (a) is not correct because an equilibrium price of zero would mean that it is a free good. Answer (b) is not 
correct because a horizontal supply curve is used to represent a perfectly elastic supply curve, not an inelastic one. 
Answer (d) is not correct because a perfectly inelastic supply curve is more likely to occur in the short run, than in 
the long run. In the long run, producers may be able to adjust to lower or higher demand for the product. 
 
11. (c) is the correct answer. If the maximum price is set below the equilibrium price, the supply will not be 
sufficient to meet the demand. Thus, there will be a shortage of the product. Answer (a) is not correct because 
demand is independent of supply. Answer (b) is not correct because supply will not increase if the market-clearing 
price cannot be realized. Answer (d) is not correct because regulations that set minimum prices are likely to have an 
impact on the market in most situations.  
 
12. (d) is the correct answer. In a competitive market, the forces of demand and supply will, in the long run, cause 
price to equal marginal cost. If price is higher than marginal cost, additional production will be forthcoming. If price 
is lower than marginal cost, producers will quit producing. Answer (a) is not correct because a competitive market 
cannot assure a fair price that all consumers can afford. The disposable income of the consumers dictates whether or 
not they can afford the product at the equilibrium price. Some will be able to afford it and some will not. Answer (b) 
is not correct because a price set equal to the total cost of production fails to recognize that the total cost should be 
divided by the number of units produced. Answer (c) is not correct because a price set equal to the total fixed cost of 
production fails to recognize that the total fixed cost should be divided by the total number of units produced. Even 
then, the variable costs per unit would be ignored.  
 
13. (b) is the correct answer. The principle of diminishing marginal utility states that additional utility declines as 
quantity consumed increases. Answer (a) is not correct because the principle of diminishing marginal utility states 
just the opposite is true. One tires of something the more he or she has of it. Answer (c) is not correct because a 
vertical demand curve implies that the demand remains unchanged as price changes. That is contrary to the principle 
of diminishing marginal utility. Answer (d) is not correct because it implies that marginal utility increases as supply 
increases. Utility is independent of supply.  
 
14. (b) is the correct answer. In the short run the addition of variable inputs to fixed resources yields additional 
output; but the amount of additional output diminishes as more variable inputs are used. Thus, as price increases, the 
amount of product supplied will increase until the marginal cost is equal to the marginal revenue. Answer (a) is not 
correct because a higher price does not usually cause an increase in demand. The increase in demand is what would 
likely cause a higher price. Answer (c) is not correct because as the size of the business firm increases, the price 
must fall if the demand remains unchanged. Answer (d) is not correct because increases in supply do not always 
imply a shift in consumer preference; it could be caused by the entry of a new producer in pursuit of excess profits.  
 
15. (c) is the correct answer. Economies of scale are declines in long-run average costs that are caused by increased 
plant size. Answers (a) and (b) are not correct because they describe the law of diminishing returns. Answer (d) is 
not correct because increasing the size of the factory might lower average costs, but it will not lower total costs.  
 
Chapter Three contains additional answers that have been omitted from this sample chapter. 
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