Whitman College

Econ 107

Exam 3

April 2, 2004

Write all of your answers on the exam.  Show all of your work.

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

(a) (5pts)  Define a negative externality and give an example of a good whose production generates a negative externality. 

(b)  (25pts)  On a supply and demand diagram for the industry producing your good, show the dead weight loss at the perfectly competitive level of output.  Explain how you found your answer.

2.  (10pts)  True or false?   The unemployment rate can never drop below the natural rate of unemployment.  Explain your answer.  

3.  (10pts)  Consider the Candy Price Index exercise from class on March 12.  Use the example of the Snickers bars to explain the new goods bias in the Consumer Price Index.  

4. (a)  (5pts)  Define real Gross Domestic Product.  

(b)  (10pts)  Define potential Gross Domestic Product and explain how to estimate it.  

4(c)  (10pts)  Describe five changes that would make an economy’s potential Gross Domestic Product increase.  

5.  Consider the aggregate supply and aggregate demand model from class.  

(a)  (8pts)  Draw a graph of the short run aggregate supply (SAS) curve.  On your graph of SAS, indicate potential Gross Domestic Product.  Be sure to label your axes.

5(b)  (8pts)  Consider the shape of the short run aggregate supply (SAS) curve.  Why, as the price level falls, do firms as a whole wish to produce less total output in the short run?  Explain.

5(c)  (9pts)  Consider the factors that are held constant in the macroeconomic short run.  Describe a change in one of these factors which would make the SAS decrease, but leave potential GDP unchanged.  Show this shift on your graph in Part (a), labeling your new curve SAS’.  
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