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Final


   Professor Farshid Mojaver                    
Multiple Choice Part (22 points, 11 questions, 2 points each)

1. The existence of positive externalities due to the impossibility of full appropriability

A. Supports the conclusions of the Heckscher-Ohlin model.

B. Rejects the usefulness of government protectionism.

C. Supports the concept that the government should support only high tech industries.

D. Provides support for government protectionism.

E. None of the above.

2. If firms in an industry are generating knowledge that other firms can use without paying for it, this industry is characterized by

A. Social costs that exceed private costs.

B. Social benefits that exceed private benefits.

C. Social costs that exceed social benefits.

D. Private benefits that exceed social benefits.

E. None of the above.
3. The reason protectionism remains strong in the United States is that

A. economists can produce any result they are hired to produce.

B. economists cannot persuade the general public that free trade is beneficial.

C. economists do not really understand how the real world works.

D. the losses associated with protectionism are diffuse, making lobbying by the public impractical. 

E. None of the above.
4. Of the many arguments in favor of tariffs, the one that has enjoyed significant economic justification has been the

A. cheap foreign labor argument.

B. infant industry argument.

C. even playing field argument.

D. balance of payments argument

E. domestic living standard argument.
5. It is argued that high-tech industries typically generate new technologies but cannot fully appropriate the commercial benefits associated with their inventions or discoveries.  If this is true then in order to maximize a countries real income, the government should
A. Tax the high-tech firms.

B. Subsidize the high-tech firms.

C. Protect the high-tech firms.

D. Both B and C

E. None of the above.
6.  External economies of scale arise when the cost per unit

A. rises as the industry grows larger.

B. falls as the industry grows larger.

C. falls as the average firm grows larger.

D. remains constant.

E. None of the above.
7. Internal economies of scale

A.
may be associated with a perfectly competitive industry.

B.
cannot be associated with a perfectly competitive industry.  

C. are associated only with sophisticated products such as aircraft.

D. cannot form the basis for international trade .

E. None of the above.

8. According to the Heckscher-Ohlin model, the source of comparative advantage is a country's
A. technology.

B. advertising.

C. human capital.

D. factor endowments.

E. Both A and B.

9. The Leontieff Paradox

A. refers to the finding that U.S. exports were more labor intensive than its imports.

B. refers to the finding that US. Exports were more capital intensive than its imports.
C. refers to the finding that the U.S. produces outside its Edgeworth Box.
D. still accurately applies to today's pattern of U.S. international trade.
E. refers to the fact that Leontieff - an American economist – had a Russian name.
10. Which of the following statements is the best comparison of the motives for Intra-Industry versus Inter-Industry Trade?

A. Intra-Industry trade is driven by comparative advantage, while Inter-Industry trade is not.

B. Inter-Industry trade is driven by comparative advantage, while Intra-Industry trade is not.

C. Both Intra- and Inter-Industry trade are driven by comparative advantage.

11. Which of the following statements is the best characterization of Terms of Trade Effects from the perspective of the country implementing the following policies?

A. Both tariffs and export subsidies will improve the terms of trade for the implementing country.

B. Both tariffs and export subsidies will worsen the terms of trade for the implementing country.

C. Tariffs will harm, while export subsidies will improve the terms of trade for the implementing country.

D. Export subsidies will harm, while tariffs will improve the terms of trade for the implementing country.

Part II 

1-The Ricardian Model of Trade [12 points total, 2 pts each ]
1) Malaysia has 200 units of labor, while there are 400 units of labor in Indonesia. When they produce, the countries have the following unit labor requirements.

        Malaysia         Indonesia

Shirts
 
20 

20

Cameras 
10 

40

1-1) Which country has absolute advantage in shirt production and why? 

Malaysia has absolute advantage in Camera because her labor productivity in that sector is higher than that of Indonesia. No country has absolute advantage in the production of shirts.

1-2) In absence of trade, what is the opportunity cost of Shirts (in terms of Cameras) in Indonesia and Malaysia? 

  Malaysia    

Indonesia



OC of Shirts (in terms of Cameras)    aLS/aLC 
  
bLS/bLC 






 20/10 = 2  

20/40 = 0.5


1-3) For which product does Indonesia have comparative advantage?

Indonesia has Comparative Advantage in Shirt production because her   opportunity cost of Shirt is lower than that in Malaysia 


1-4) Draw a graph showing production possibility frontier of Malaysia and Indonesia. Have Shirt production of the horizontal axis and Camera on the Vertical axis. 
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1-5) What is the relative price of Shirts in each country before trade?

Autarky PS/PC in Malaysia = 2

Autarky PS/PC in Indonesia = 0.5
1-6) If world price of shirts to cameras were 1 what would be the world production of Camera and Shirts? Which country would produce each?
Indonesia produces 400/20 = 20 units of shirts and exports its excess supply. Malaysia produces 200/10 = 20 and exports its excess supply.

Problem 2 (Trade in Perfectly Competitive Markets) [14 points, a, b , c 2 pts each, d 8 pts]
There is a three panel graph below. In the left hand panel are the demand and supply curves in the Home country for some good Q. In the right hand panel are the demand and supply curves for the Foreign country for the same good. Both Home and Foreign are "large" countries.

(a) In the middle panel, draw the import demand (MD) and export supply (XS*) curves for Home and Foreign, respectively. Be sure to label the curves. 


[image: image2]
[image: image3.png]Home World Market Foreign
S L P
st ver
Rens
DN
R - o
v ol
D I
o o o L Home o o orar

Q*




(b) Label the equilibrium world price in free trade as PoW, and indicate quantities consumed (QD) and produced (QS) in each country, as well as the quantity of good Q traded (label this Mo).

(c) Suppose that Foreign imposes a specific export tax of $t. Show the new equilibrium price in Home and in Foreign, plus the new level of good Q traded (label this M1). Also indicate the new quantities produced and consumed in each country.

(d)  Label the areas in the left hand panel. Relative to free trade,

i. What is change in Home consumer surplus? (write down the area below)

 CS = -[ a + b + c + d ]
ii. What change in Home producer surplus?





 PS = a

iii. What is the change in the Home government’s revenue?

 Gov R = 0
iv. What is the total change in Home’s welfare? 
 W = -[ b + c + d ]

3. Trade Blocks [8 points: 2 points per statement]

Label each statement as True or False [T or F]

_____F_____ Trade diversion represents the shifting of consumer purchases away from domestic firms, towards imports.

_____T_____ Trade creation has two benefits for the economy: one related to increased consumer surplus, the other related to reduced production inefficiency.

_____T____ While trade blocks are allowed under WTO rules, they contradict the principle of "Most Favored Nation" status.

____  F_____ If the formation of a trade block reduces prices for consumers in the block, then one can conclude that the formation of the trade block yields net benefits for the member countries.

4. Outsourcing  [6 points]

Explain the effects of US outsourcing to China on the unskilled- skilled wage gap in the two countries

International trade alone (with no change in trading costs) leads to an increase in wage gap in US and a reduction of wage gap in China

With IT=> Py2↑ (skilled labor-intensive intermediate good) in U.S == >↑wS/wU  like Stolper-Samuelson 
In China the opposite happens that is Py2↓ (skilled labor-intensive) = =>↓wS/wU  
Now if there is a reduction in trading costs, Home country moves up activities in the value chain from Home to Foreign. This increases demand for skilled labor in both countries leading to higher wS/wU  gap.
Problem 6: Political Economy using HO model [10 points] 
You are employed as an economic advisor of a presidential candidate. Some interest groups demand a substantial increase in the import tariffs but consumer of course like a reduction in such rates. 

a) What would your advice regarding import tariff rates if you were an economic and political advisor Sweden and why? 

b) How would your advice change if you were employed by a major party in India given that income distribution is less equal in India and that India imports capital intensive goods? 

c) How would your advice change if you were employed by the government of China, where income distribution is more equal but most of the enterprises are state-owned? 

Here you goal to maximize the votes that you can get and not necessarily economic efficiency/welfare. In getting peoples vote you consider two factors: median voter and contribution of political lobbyists. The interests of the median voter and the lobbyists are against each other. The question is which side you want to lean. 

a) Using the median voter model of Mayer we know that when income distribution is relatively equal like that of US, an increase in tariff would be opposed by the median voter. Empirical studies of Maggi show that the weigh of consumer welfare in the government objective function in US is between 50 to 100 times higher than that of political contributions. So to be popular with the voters your trade policies should represent the interest of consumers 50 to 100 times that of the lobbyists. You do not go with the idea of increasing tariff rates on Chinese imports, except for very special items where you can get a handsome campaign contribution without antagonizing the consumers.

b) In India income distribution is less equal than US. Plus they import capital intensive products. From the median voter model of Mayer we know that an increase in import tariffs would be opposed by the medium voter in India. So just like part (a) you do not support tariff increase on imports except for selected special items.

c) Maggi empirical work shows that the state-owned enterprises have a weight that is 4 to 7 times greater than that given to consumers. In China actually it is not the people that elect you. You want to be popular with the power houses that help you get the premier job. Hence if  the state-owned enterprises ask for an increase in import tariff you do it most of the time.

4. Quota - Small Country - Competitive Industry with monopoly firm in the domestic market. [9 points: 3 points per part.]
Malaysia decides to place the indicated quota on imported cell phones. In Malaysia, there is a single firm that produces cell phones, though there are many firms outside of Malaysia that can produce cell phones for price Pw. Using the diagram, and adding additional markings as needed, answer the following questions.
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a) When Malaysia implements the quota, how many cell phones will the Malaysian firm produce?

  Qm.
b) Label any domestic quota rents in your diagram.

The rectangle bounded by Pq above and Pw below, with bottom length Qm.
c) How large is the "equivalent tariff"?

The equivalvent tariff is the tariff that causes the same level of imports as the country has with the quota. It is found here by the intersection of the marginal cost curve with residual demand. It is the currency value given by the arrow above.
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 Indonesia 





    Malaysia





LM /aLC =


200/10= 20





  10





  10





aLS/aLC = 2





  bLS/bLC = 0.5





LI /bLS = 400/20= 20
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