Whitman College 
Econ 107 
Exam 3 
November 13, 1998 


Write all answers in your bluebook. Show all of your work. 





1. Suppose the production of a good in a competitive industry generates a negative externality. 

(a) (5pts) Give an example of a good whose production generates negative externalities. Explain why production of this good generates negative externalities. 
(b) (20pts) On a supply and demand diagram for the industry, show the dead weight loss for this industry. 


2. Consider the Aggregate Demand (AD) and Aggregate Supply (AS) model. Suppose an economy initially producing at potential Gross Domestic Product (GDP) is thrown into a recession caused by a decline in exports. 

(a) (20pts) With reference to an AD and AS graph, explain how the decline in exports causes a recession. 
(b) (10pts) With reference to the same graph, describe the automatic adjustment process which will eventually return the economy to potential GDP. 


3. Suppose Bob borrowers from Laura at an annual nominal interest rate of 6%. Both Bob and Laura expect the annual inflation rate to be 1.5%. 

(a) (5pts) What real interest rate does the lender anticipate receiving? 
(b) (5pts) What real interest rate will the lender receive if the actual inflation rate turns out to be 0.5%? 
(c) (5pts) Has the lender been helped or hurt by inflation that is lower than anticipated? Explain. 


4. (5pts) Define investment. 


5. Suppose a country engages in no international trade. 

(a) (15pts) With reference to an investment demand and savings supply graph, explain how a government budget deficit could reduce (crowd out) investment. 
(b) (10pts) Barro-Ricardian Equivalence concludes that government budget deficits do not crowd out investment. What is the reasoning that leads to this conclusion?
