Whitman College 
Econ 107 
Final Exam 
December 18, 1998 




Write all answers in your blue book. Show all of your work. 





1. (25pts) Suppose that butter is produced in a perfectly competitive industry, and that the demand for butter has risen recently. Critically analyze the following statement. Refer to a supply and demand diagram for butter. 

"The recent increase in the demand for butter has driven the price of butter up. This increase in the price of butter will make the demand for butter fall, so that the price will return to its former level." 




2. (15pts) Draw the short run cost curves for a firm, including its marginal cost, average total cost, and average variable cost curves. Assume that diminishing marginal returns set in. 

Assume the firm operates in a perfectly competitive industry. Suppose that the price set in the industry is above the firm's break-even point. 

(b) (20pts) On the graph with your short run cost curves, draw the marginal revenue curve for this firm. Indicate the quantity that this firm produces in the short run. On your graph, show the area that represents the profits or losses the firm makes, and state whether this area represents a profit or a loss. 

(c) (10pts) If the other firms in the industry have the same costs as this firm, what will happen to the price in the long run? Explain. 




3. Consider a firm producing under conditions of monopolistic competition. 

(a) (10pts) Define monopolistic competition, and provide an example of an industry that meets this definition. 

(b) (15pts) Suppose the firm makes positive economic profits in the short run. Graph the firm's demand curve and its profit maximizing quantity of output. On your graph, indicate the profits the firm earns. 

(c) (10pts) In the long run, what will the firm's profits be? Explain. 



4. Consider a country that engages in international trade. 

(a) (20pts) Starting with the basic accounting identity that Gross Domestic Product (GDP) equals the sum of expenditures by each sector of the economy, show that public and private investment equals the sum of private savings, government savings, and borrowing from abroad. 

(b) (10pts) With reference to your equation from part (a), explain how the option of borrowing from abroad can result in a government budget deficit not reducing (i.e. not crowding out) investment. 





5. Suppose the economy is operating at a level of real aggregate output above potential GDP. 

(a) (10pts) Show this situation on an aggregate demand-aggregate supply diagram, with price level on the vertical axis and real GDP on the horizontal. 

(b) (10pts) Is the unemployment rate above the full employment rate, below the full employment rate, or at the full employment rate? How can you tell? Be sure to define full employment. 

(c) (35pts) Suppose that the Federal Reserve decides that it wants to return the economy to potential GDP. Thoroughly describe this Fed policy, and explain what tool the Fed uses to implement the policy. Graph the effect of this policy on real GDP and the price level. 

(d) (10pts) Why does the Fed not want the economy operating at a level of real aggregate output above potential GDP?
