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[bookmark: _GoBack]SUGGESTED ANSWERS TO PROBLEMS

*1.  Suppose that the autarky price of commodity X is $10 in Nation A, $8 in Nation B, and $6 in Nation C, and that Nation A is too small to affect prices in Nation B or C by trading. If Nation A initially imposes a nondiscriminatory ad valorem tariff of 100 percent on its imports of commodity X from Nations B and C, will Nation A produce commodity X domestically or import it from Nation B or Nation C?

If Nation A imposes a 100 percent ad valorem tariff on imports of commodity X from Nation B and Nation C, Nation A will produce commodity X domestically because the domestic price of commodity X is $10 as compared with the tariff-inclusive price of $16 if Nation A imported commodity X from Nation B and $12 if Nation A imported commodity X from nation C. 

*2.  Starting with the given of Problem 1:
(a)  If Nation A subsequently forms a customs union with Nation B, will Nation A produce commodity X domestically or import it from Nation B or Nation C?
(b)  Is the customs union that Nation A forms with Nation B trade creating, trade diverting, or neither?

a)  If Nation A forms a customs union with Nation B, Nation A will import commodity X from Nation B at the price of $8 instead of producing it itself at $10 or importing it from Nation C at the tariff-inclusive price of $12.

b)  When Nation A forms a customs union with Nation B this would be a trade-creating customs union because it replaces domestic production of commodity X at Px=$10 with tariff-free imports of commodity X from Nation B at Px=$8.

*3.  Suppose that the autarky prices of commodity X in Nations A, B, and C are the same as in Problem 1, and that Nation A is too small to affect prices in Nations B and C by trading. If Nation A initially imposes a nondiscriminatory ad valorem tariff of 50 percent (rather than 100 percent) on imports of commodity X from Nations B and C, will Nation A produce commodity X domestically or import it from Nation B or Nation C?

If Nation A imposes a 50 percent ad valorem tariff on imports of commodity X from Nation B and Nation C, Nation A will import commodity X from nation C at the tariff-inclusive price of $9 instead of producing commodity X itself or importing it from Nation B at the tariff-inclusive price of $12. 

4.  Starting with the given of Problem 3: 
(a)  If Nation A subsequently forms a customs union with Nation B, will Nation A produce commodity X domestically or import it from Nation B or Nation C?
(b)  Is the customs union that Nation A forms with Nation B trade creating, trade diverting, or neither?

a)  If Nation A forms a customs union with Nation B, Nation A will import commodity X from Nation B at the price of $8 instead of importing it from Nation C at the tariff-inclusive price of $9. 

b)  When Nation A forms a customs union with Nation B this would be a trade-diverting customs union because it replaces lower-price imports of commodity X of $6 (from the point of view of Nation A as a whole) with higher priced imports of commodity X from Nation B at $8. 

Specifically, Nation A's importers do not import commodity X from Nation C because the tariff-inclusive price of commodity X from Nation C is $9 as compared with the no-tariff price of $8 for imports of commodity X from Nation B.  However, since the government of Nation A collects the $3 tariff per unit on imports of commodity X from Nation C, the net effective price for imports of commodity X from Nation C is really $6 for Nation A as a whole. 

5.  Draw a figure illustrating the effects of a trade-creating customs union.

See Figure 10-1 in the text.  Any figure similar to Figure 10-1 in the text would do.

6.  Measure the welfare gain of a nation joining this customs union.

The welfare gains that Nation 2 receives from joining Nation 1 to form a customs union is given by the sum of the areas of triangles CJM and BHN in Figure 10-1 in the text.  Any similar figure and sum of corresponding triangles would, of course, be adequate.

7.  Draw a figure illustrating the effects of a trade-diverting customs union that reduces the welfare of a nation joining it.

See Figure 10-2 in the text.  Any figure similar to Figure 10-2 in the text would do.

8.  Measure the net welfare loss suffered by a nation joining this customs union.

The welfare loss that Nation 2 receives from joining Nation 1 to form a customs union is given by C'JJ'+B'HH'- MNH'J'=$11.25 in Figure 10-2 in the text.  Any similar figure and sum of corresponding triangles minus the area of corresponding rectangle would, of course, be adequate. 

[image: ]9.  Draw a figure illustrating the effects of a trade-diverting customs union that increases the welfare of a nation joining it.

See Figure 1 and compare it to Figure 10-2.



10.  Measure the net welfare gain of a nation joining a trade-diverting customs union that increases the welfare of the nation.

The net gain from the trade-diverting customs union shown in Figure 1 is given by C'JJ'+B'HH'-MJ'H'N.  As contrasted with the case in Figure 10-2, however, the sum of the areas of the two triangles (measuring gains) is greater than the area the rectangle (measuring the loss).  Thus, the nation would now gain from the formation of a custom union.  Had we drawn the figure on graph paper, we would have been able to measure the net gain in monetary terms also.

11.  What are the factors that determine whether a trade-diverting customs union leads to a net increase or decrease in the welfare of a member nation?

A trade-diverting customs union is more likely to lead to a welfare gain of a member nation (1) the smaller is the relative inefficiency of nation 3 with respect to nation 1, (2) the higher is the level of the tariff, and (3) the more elastic are Dx and Sx in nation 2. These can be seen by comparing Figure 10-2 in the text with Figure 1 on the next page. 

12.  Draw a figure showing what happens if country A forms a customs union with country B only, but the tariff-inclusive prices in country C are less than the free trade prices in country B.

See Figure 2.  The formation of the customs union has no effect.
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13.  Explain why the 1988 U.S.-Canada Free Trade Agreement created much less controversy in the United States than NAFTA which included Mexico.

NAFTA created much more controversy because the very low wages in Mexico led to great fears of large job losses in the U. S. 


14.  Indicate the possible cost and benefit to the United States from the movement to a single unified market by the European Union at the beginning of 1993.

The possible cost to the U.S. from EU92 arose from the increased efficiency and competitiveness of the E.U.  The benefit arose because a more rapid growth in the EU spills into a greater demand for American products, which benefits the U. S.



*= Answer provided at www.wiley.com/college/salvatore.


SUGGESTED ANSWERS TO PROBLEMS IN APPENDIX

A10.1 Problem  Starting from Figure 10.3, where Nation 2 produces at point F and consumes at point H', prove graphically that the smaller the relative inefficiency of Nation 3 is with respect to Nation 1, the more likely it is that the formation of a customs union between Nation 2 and Nation 3 will lead to a net welfare gain for Nation 2 (even though the customs union would be trade diverting).

Compare points B' and H' in Figure 10-3 with the corresponding points in Figure 3.         
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