Econ 102 Fall 2004 –First Midterm

This is not meant to be a complete list, but is instead a guideline of many of the topics covered.  Professor Kelly reserves the right to question material that is not listed here, or that is found in your text but was not covered in the large lecture.  Please review your notes carefully and work the practice questions.  If you need additional questions, remember to check the website for help:  www.ssc.wisc.edu/~ekelly/econ102.

Some Definitions

Economics – the study of the allocation of scarce resources.

Macroeconomics – the study of the aggregate behavior of individual economic agents.

Positive Economics – the study of how the economy behaves.

Normative Economics – the benchmarking of how the economy should be.

Reasons for market failure 

Externalities – a situation when the market fails to fully account for all benefits and/or costs (e.g., a firm pollutes and the cost of this pollution is not included in this firm’s cost of production:  the firm will produce more than is socially optimal since it does not consider all of its costs).

Public Goods-a good that is non-rival (more than one person can consume the good without diminishing the consumption benefits that are available to another person) and non-excludable (a person can enjoy the public good without paying for the good) (e.g. Free-riding on public goods – once provided, public goods are free for anyone, and everyone can use them in a non-rival, non-excludable fashion. However, people may want to wait for others to provide the public good (they free ride) rather than playing an active role in providing the public good.  If enough people free ride the public good will not be provided.)

Income Distribution Issues – The market may fail to provide a distribution of income that is deemed equitable.

Macroeconomic Instability – Market interaction does not guarantee the attainment of low levels of inflation, high levels of employment, and a sufficient growth rate of the economy.

Trade, Production, Specialization

Opportunity Cost – the alternative of the next best forgone alternative.

(e.g. If seeing Metallica costs $65 and 3 hours where I would have worked, and I get paid $100/hour (I wish) for being a TA, my opportunity cost of seeing Metallica is $365!)  

Production Possibility Frontiers – the path of points that represent the maximum amount of the two goods that can be produced by an individual or an economy given a fixed level of resources, technology and time.  A bowed out from the origin production possibility frontier illustrates the law of increasing opportunity cost:  this is due to specialization of resources.  A linear production function exhibits constant opportunity costs .

Comparative Advantages – the idea of being able to produce something at a lower opportunity cost than your counterpart.

Absolute Advantage - the idea of being able to produce more in absolute terms than your counterpart.

Trade Specialization – an economy should specialize in and export the good that they have a comparative advantage in.

Demand and Supply 

Market Equilibrium – A price and quantity pair where the quantity supplied in the market is equal to the quantity demanded in the market.

Derivation of Market Demand and Market Supply Curves – when the market consists of one or more individuals, the market supply and demand curves are equal to the horizontal summation of the individual supply and demand curves.

(e.g. Suppose individuals A and B are the only individuals in an economy and that A and B have demand functions of
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respectively. Then the market demand will be,
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Determinants of Supply and Demand – factors other than the price of the good that will affect the supply (e.g. technology, price of factors of production, number of firms, weather, future expectations, government regulations) and demand (e.g. income, tastes and preferences, prices of complement and substitute goods, population, future expectations.) of the good.

Consumer Surplus – the area under the demand curve and above the equilibrium price.

Producer Surplus - the area above the supply curve and under the equilibrium price.

Price Ceilings and Floors – maximum and minimum prices that the government may impose on the market (Remark. Ceilings are useless when set above the equilibrium price and Floors are useless when set below the equilibrium price).

Quotas, Tariffs and Dead Weight Loss – Trade restrictions imposed by the governments (quotas and tariffs) that generate a waste (or loss in surplus), a deadweight loss, on society.

Please make sure you understood and remember the list of topics above. In addition, we recommend you to make sure that you are able to calculate:

· The equilibrium in the demand and supply model, the deadweight loss, consumer and producer surplus, the level of imports or exports a country does once trade is open.
· Opportunity costs, comparative and absolute advantages.
GOOD LUCK WITH THE STUDYING!
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