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Exercise 1: Balance of Payments

e)

What types of transactions are recorded in a country’s Balance of Payments? Is it true that some of
them do not involve any payments at all (if so, please give an example)?

Why is the overall Balance of Payment of a country always balanced?

What is the difference between “net exports” and the “current account balance”? How do these quan-
tities relate to a country’s Gross Domestic Product (GDP) and Gross National Income (GNI)?

The new Prime Minister of Wonderland declares that his government will take initiatives that will
boost the country’s export surplus while at the same making Wonderland more attractive for investors
from all over the world such that more capital will flow into the country than out of it. Is this plan real-
istic? Please explain.

In 2010, the statistical office of Fancyland records a current account surplus of 20 billion euro. For the
same year, the country’s central bank says that the international investment position of Fancyland has
increased by 8 billion euro. What might explain the difference between the two quantities?

Exercise 2: Free trade effects

Tinyland, a very small country, has the following demand (Xp) and supply (Xs) curves for wooden doors depend-
ing on the price level P for this commodity:

b)

c)

Xp=350-0,5-P
Xs=-200 + 5-P

What amount of wooden doors are produced and consumed in Tinyland as long as international trade
is prohibited? What is the price for wooden doors in this country?

Tinyland joins the WTO and completely opens its borders for free trade. The world price for wooden
doors is 120. Will Tinyland be an exporter or importer in this commodity? What are the quantitative
effects on domestic consumption, domestic production and domestic welfare that stem from free
trade in wooden doors? Please illustrate your results graphically.

Please sketch Tinylands demand and supply curve for wooden doors on the international market by
deriving them from the diagram for the country’s domestic market.

Exercise 3: Explaining international trade (constant labor productivity)

a)
b)

Please give three different reasons, why countries can benefit from free trade.

In Isoland international trade is forbidden. The country’s Minister of Economics argues that Isoland
has nothing to gain from free trade, because as a cutting-edge leader in all industries the labor
productivity is higher than in the rest of the world. To underpin his view he refers to the following sta-
tistic of labor input used in the production of cars and computers:

Working hours Working hours

per car per computer
Rest of the world 120 40
Isoland 50 32

What would be your advice for the government of Isoland? Please elaborate.

The population of Isoland consists of 1000 workers, each of them working 120 hours per year. Every
year, each worker buys a new car, the rest of the income is spent on new computers. How many com-
puters could a worker afford with and without free trade if you assume that Isoland is too small to
have any significant effect on world prices?
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Exercise 4: Explaining international trade (increasing marginal cost)

In a situation without cross-border trade, two countries (A and B) produce two goods (X and Y) using labor (L)
and capital (K). The production technology in both countries is the same showing decreasing marginal produc-
tivity for both factors. Consumers in country A have a strong preference for good X while the opposite holds
true in country B. The amounts of available labor and capital are the same in both countries.

a)

b)

Illustrate the no-trade-case diagrammatically using a production possibility curve and social indiffer-
ence curves.

What happens if both countries agree to open their borders for international trade? Will each country
fully specialize in the production of one good? Please elaborate and illustrate your reasoning in the
graph of question (a).

Exercise 5: International trade (domestic winners and losers)

a)

Many critics of globalization argue that globalization is bad for developing countries because interna-
tional trade would only happen because workers in poorer countries are exploited. The latter — the
critics continue — could clearly be seen from the fact that workers in poor countries are paid less than
workers in rich countries. Is this criticism justified by economic theory? Please explain.

In the negotiations for the Eastern enlargement of the EU in 2004, Germany and Austria pushed
through special anti-migration rules to “protect” their labor markets for several years. Both countries
feared that wages would come under pressure if too many new EU citizens from the Eastern new
member states migrated to Germany and Austria. Do anti-migration rules effectively prevent the ad-
justment of wages if trade in goods is liberalized? Please elaborate.

Exercise 6: Protectionism |

The following table compares the situation on the US sugar market with and without a tariff on US sugar im-

ports:

Sitration with Estimated Situation

Import Tariff without Tariff
World price (delivered in New York) $0.10 per pound $0.10 per pound
Tariff (duty) $0.02 per pound 0
Domestic price $0.12 per pound $0.10 per pound

29
.S, consumption (billions of pounds per year) 20 ._6..
1.S. production (billions of pounds per year) 80 S
12

U.S. mports (billions of pounds per year)

Calculate the effects on the following items if the sugar tariff was abolished and illustrate your results graph-
ically (assume linear relations between prices and quantities):

a)

b)

c)

d)

Consumer surplus in the US
Producer surplus in the US
US custom duty revenues
US welfare
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Exercise 7: Protectionism Il

Similar to exercise 6, the following table shows the effects of a tariff on US motorcycle imports:

Current Situation Estimated Situation

with 5 Percent Tariff Without Tariff
World price of motorcycles (landed in San Francisco) $2.000 per cycle $2,050 per cycle
Tariff at 5 percent $100 per cycle 0
U.S. domestic price $2,100 per cycle $2,050 per cycle
Number of cycles bought in U.S. per year 100,000 105,000
Number of cycles made in U.S. per year 40,000 35.000
Number of cycles imported by U.S. per year 60,000 70,000

Please calculate again the free trade effects on the following items with a graphical illustration (again assuming

linear functions):

a) Consumer surplusin the US
b) Producer surplus in the US
¢) US custom duty revenues
d) US welfare

Now compare the basic difference for the results (d) in exercises 6 and 7. What explains the different effects?

Should the US government refrain from free trade in motorcycles? Please elaborate.
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