Chapter 9

International Trade

Problems
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1. The maximum number of television sets this country can produce each year is 2,400.  The maximum number of refrigerators is also 2,400.

2. The absolute value of the slope of the consumption possibilities line is the price of television sets divided by the price of refrigerators, which is 1.0.  A shown in the diagram, a line with this slope is tangent to the PPC at point G. The annual sale of 1,600 televisions and 1,600 refrigerators at $500 each yields revenue of $1,600,000/yr.   Thus the country could consume a maximum of ($1,600,000/yr)/($500/set) = 3,200 television sets per year.  Similarly, it could consume a maximum of 3,200 refrigerators per year.  Doubling the price of both goods would double the revenue from the sale at point G but would have no effect on the consumption possibilities line. 

3. Starting at point G, if the country sells 600 television sets per year, it will receive $600,000/yr, which would enable it to buy an additional 600 refrigerators per year, for a total of 2,200.  For the same reason, the country could afford to consume 1,000 television sets and 2,200 refrigerators.  But it could not consume 1,000 televisions and 2,500 refrigerators.

4. The absolute value of the slope of the consumption possibilities line would again be 1.0 and it would again be tangent to the PPC at point G.  So the country should again produce 1,600 units of each good per year.

5. Now the absolute value of the slope of the consumption possibilities line is $1000/$1200 = 0.833 < 1.0.  So now the tangency will occur to the left of point G.  The country should produce more than 1,600 refrigerators each year and fewer than 1,600 televisions.  There is no way to be sure how the country will change its consumption of the two goods.  

6. The economy’s production possibilities curve is AD in the diagram.  Since coffee is the more expensive good and the country is equally productive in each good, it should specialize completely in coffee production.  The x pounds per day of coffee it produces can be sold for an amount that would enable the country to purchase a maximum of 1.2x pounds of tea per day.  Line AD’ in the diagram is the economy’s consumption possibilities curve.
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7.a. The is line AD, whose slope is 100 bushels of corn per television set.  The slope is the opportunity cost of producing an additional television set.  The opportunity cost of producing a bushel of corn is the reciprocal of AD, or 1/1000th of a television set.  In the closed economy, AD is also the consumption possibilities set.
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b. Since the other economy is much larger, the relative prices for the two goods will be determined by the opportunity costs of producing the two goods there.  Thus the price of a television set will be ten bushels of corn. Under free trade with the developed economy, the consumption possibilities curve will be line AD’.  This new opportunity greatly expands the range of consumption possibilities for the developing economy.
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8.a. In per-capita terms the US production possibilities curve is the line AD.  Once the US can trade with the rest of the world, its best bet is to specialize in robot production.  The 10 robots a US worker can produce in a day will sell for a total of $50,000, which is enough to buy 5,000 pairs of shoes at the world price of $10/pair.  The new consumption possibilities curve for each worker will be line AD’.
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b. Foreign workers will earn $5,000/yr.

c. American workers will import shoes and export robots.

d. An American worker will earn $50,000/yr, enough to buy either 10 robots or 5,000 pairs of shoes or any other combination on the consumption possibilities curve AD’.

e.  The American worker benefits by being able to trade with low cost producers of shoes.

f.  Opening the country to trade would stimulate demand for robot producers and reduce demand for shoe producers. Shoe producers might thus suffer losses while attempting to make the transition to producing robots.

9. Producer surplus before trade was the sum of areas b and c, or $720/yr.  Consumer surplus was the area a, also $720/yr.  After trade at the world price of $18, consumer surplus becomes the sum of the areas a, b, d, and e, or $1,620/yr, a gain of $900/yr.  Producer surplus becomes area c, or $180/yr, a reduction of $540/yr.  The net change in total economic surplus is thus $360/yr. 
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10. Before the tariff, consumer surplus was the sum of the areas a, b, d, e, and f, a total of $1,620/yr.  After the tariff, consumer surplus falls to the area a, which is $1,125/yr, a reduction of $495/yr.  Before the tariff, producer surplus was area c, or $180/yr.  After the tariff, producer surplus rises to the sum of areas c and b, or $405/yr, a gain of $225/yr.  The government gains area e, or $180/yr, in revenue from the tariff.  The net effect of the tariff is thus to reduce total economic surplus by $90/yr.
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