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Summer 2015
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Time Limit: 115 Minutes

This exam contains 8 short answer questions and 2 long answer questions. You must complete all
short answer questions; however, you only need to complete 1 of the long answer questions. Check
to see if any pages are missing.

You may not use your books or notes on this exam. Calculators are permitted.

You are required to show your work on each problem on this exam. The following rules apply:

• Organize your work, in a reasonably neat and coherent way, in the space provided. Work
scattered all over the page without a clear ordering will receive very little credit.

• Show your work. A correct answer, unsupported by calculations, explanation, or algebraic
work will receive no credit; an incorrect answer supported by substantially correct calculations
and explanations might still receive partial credit.

• If you need more space, use the back of the pages; clearly indicate when you have done this.

Short Answer Questions: Please answer the following in no more than twenty words each.

1. (6 points) What is the difference between the large country case and the small country case
when we talk about tariffs on imports.

2. (6 points) Let a firm’s total cost be given by: TC = 100Q2 + Q + 10. Does a firm with this
total cost display increasing returns to scale? Why or why not?
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3. (6 points) To determine whether or not a dumping is going on in the home country, we can
look at the foreign firm’s local price, the foreign firm’s average costs, or what?

4. (6 points) A large country adds a tariff on apples. Will this decrease, increase, or not change
the overall trade price of apples.

5. (6 points) More workers come into a country and start working on farms. Does this increase,
decrease , or not affect the rentral rate of land in the short run? Why?

6. (6 points) Assume that after Home puts a tariff on a pet rocks, the home consumers buy 10
imported pet rocks. There is only one Home firm. This firm sells 5 pet rocks after the tariff
is put in place. Now, Home decides to do away with the tariff and set an import quota of 10
pet rocks. Does the Home monopoly sell less pet rocks with the quota then without either the
quota or the tariff (i.e. under free trade)? Why?
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7. (14 points) A small firm produces shirts in monopolistic competition. In the long run, the firm
faces the firm specific demand: d0 = 320 − P . The firm’s marginal cost is 310 while it’s fixed
cost is 25. Find the equilibrium quantity set by this firm in the long run. Make sure to use the
demand function and the average cost curve. Is this firm profit maximizing? Why or why not.

8. (10 points) Homeland, a technically advanced country, sells widgets. They offshore some of
their widget production to the developing country of Eurasia. Sea serpents begin destroying
ships on the open ocean such that ships have a 25% chance of being destroyed. Describe what
will happen to the relative wage of high skilled labor in Eurasia and in Homeland. Will the
amount of relative high skilled labor in Homeland increase, decrease, or stay the same? Will
the amount of relative high skilled labor in Eurasia increase, decrease, or stay the same?
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Long Answer Questions: Please answer the following. Show all work. Draw graphs where
needed. Only answer 1 of the 2 questions.

1. (40 points) (Tariffs and Imports) A small country, Loompa-Land, produces gobstoppers. With-
out trade, the price of gobstoppers is 10 while the quantity produced and consumed is 5. You
may assume that the Supply, Demand, and Import Demand curves are all straight lines.

(a) (8 points) Draw the Loompa-Land market for gobstoppers using a price-quantity graph.
Also, draw the import demand curve for Loompa-Land on an import-price graph.

(b) (12 points) Assume that trade opens up and the international price of gobstoppers is 8.
The net benefit on Loompa-Land’s welfare from trade is 2. How many gobstoppers are
imported? Draw these changes on the graphs for part a. Be sure to draw the foreign
export supply curve as well.
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(c) (10 points) Loompa-Land puts in a tariff equal to 1. The quantity supplied by Loompa-
Land firms is 4.5 while the quantity demanded by Loompa-Land consumers is 5.5. Find
the dead weight loss and the tax revenue.

(d) (10 points) Now, Loompa-Land sets the tariff to 3. What is the new equilibrium price
and quantity? Why might Loompa-Land set a tariff this high?



ECO 3704 Exam 2 - Page 6 of 7 7/28/2015

2. (40 points) (FDI/Migration)

(a) (10 points) In the short run, Freedonia has 2 industries (computers, shoes), with 3 factors
of production (labor, land, capital). Let the marginal product of labor in the computer

industry be defined such that: MPLc = 10L
− 1

2
c K. Likewise, let MPLs = 10L

− 1
2

s T . Also,
let the price of computers be 1

2 while the price of shoes is 1. If the equilibrium wage is 10,
the total amount of land (T) is 10, and the labor used in the computer industry is 25, find
the labor in the shoe industry, the total amount of labor and of capital in the economy
(Ls, L,K respectively).

(b) (12 points) Assume that 25 unit of labor leave Freedonia. Likewise, land is destroyed in
a hurricane. Only one unit of land remains. Finally, foreign countries begin investing into
Freedonia which causes the total amount of capital to double. Find the new equilibrium
wage, labor in the shoe industry, and labor in the computer industry.
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(c) (5 points) In the long run, land is not used as a factor of production. Instead, both shoes
and computers only use capital and labor. Does this make sense? Why or why not?

(d) (13 points) In the long run, let the total amount of labor is equal to 100. The labor to
capital ratio in the computer industry is 10

1 . Finally, the amount of capital in the shoe
industry is 3 and the amount of labor in the computer industry is 60. Assume no units of
labor or capital are unused in equilibrium. Draw a box diagram showing the equilibrium
amounts of capital and labor. Be sure to label the points with specific values. Assume 2
units of capital flow out of the country along with 10 units of labor. Find a possible new
equilibrium Lc, Ls,Kc,Ks.

Extra Credit (5 points): Doodle.


