Econ 102 Midterm 1 – List of topics

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, work the practice questions, and take care of yourself physically and mentally in preparation for the exam.  If you need additional questions remember to check the website for help:  www.ssc.wisc.edu/~ekelly/econ102.

1. Core Ideas

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

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 and the area above the supply curve and under the equilibrium price

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

2. Applications

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 generates a waste (or loss in surplus), a deadweight loss, on society 

(e.g. See Practice Homework 2 Question 4)
3. Macroeconomic Measurements

Indexation and base period measurement – the concept of making one point of the available data a benchmark and measuring changes in the variable of interest with respect to the benchmark year.

(e.g. See pg. 127 – 131 of Hall and Lieberman)

Real vs. Nominal Variables – A nominal variable is measure in current price while a real variable is measured in purchasing power or constant dollars.

(e.g. If the price of ipods are $300, and my wealth is $3000, then my nominal ability of ipod purchase is $3000, while my real ability of ipod purchase is 10 ipods. If my wealth remains the same and price of ipod decreases to $240, then my nominal ability of ipod purchase does not change, while my real ability of ipod purchase increases to 12 ipods)
Measuring and Accounting GDP

Gross Domestic Product – the total value of all final goods and services produced for the market place during a given year, within the nation’s borders.  

GDP = consumption + private investment + government expenditure + (exports – imports) Measurement of GDP can be done using one of four methods:  1)  the summation of price times quantity for each final good or service produced in an economy during a year; 2) the value added approach where one sums the value added at each stage of production in order to calculate GDP; 3) the factor payments approach which sums the payments made to labor, capital, land, and entrepreneurs to calculate GDP; and 4) the expenditure approach which sums up spending by households, businesses, government, and the foreign sector to calculate GDP.

(e.g. See pg. 92 – 108 of Hall and Lieberman, also see Practice Homework 3)

Circular Flow Diagram – a chart showing the monetary and real flows (or transactions) between households and firms.

Measuring Inflation 

Consumer Price Index – an index constructed, from year to year, using a basket of consumer goods, targeting on measuring aggregate price changes in consumer goods and services.  

(Remark. It in important to understand the relationship between inflation rates and price movement, as well as the cost of inflation See pg. 124 – 142 of Hall and Lieberman) 

Measuring and Categorizing Unemployment

The Labor force – the group of people in the economy who are actively working or looking for a job.

The Unemployment Rate – the total number of people not working divided by the total number of people in the labor force.

(Remark. It is important to understand Figure 5, pg. 114 of Hall and Lieberman. Also, understand the four categories of unemployment-frictional, seasonal, structural, and cyclical, as well as the cost of unemployment)

Full Employment-the level of employment associated with full employment of resources in an economy, or a level of employment where there is no cyclical unemployment.  Hence, the full employment level of unemployment is equal to the sum of frictional and structural unemployment

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.You should be able to calculate CPI, growth rates for inflation rates, unemployment rates, nominal wages and real wages, nominal and real interest rates.  

You should be able to calculate equilibrium in the demand and supply model, deadweight loss, consumer and producer surplus, level of imports or exports a country does once trade is open.

You should be able to calculate opportunity cost, comparative and absolute advantage.
Tip: Study Hard!
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