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SUGGESTED ANSWERS TO PROBLEMS

1. Go through your daily newspaper and identify:
(a) Seven or eight news items of an international economic character;
(b) the importance or effect of each of these problems on the United States economy;
(c) the importance of each of these news items to you personally.

a) International economic problems reported in our daily newspapers are likely to include: 
· [bookmark: _GoBack]trade controversies between the United States, Europe, Japan, and China;
· great volatility of exchange rates;
· Increasing international competition from China and fear of job losses in the United States and other advanced countries.
· structural unemployment  and slow growth in Europe, and stagnation in Japan; 
· financial crises in emerging market economies;
· restructuring problems of transition economies;
· deep poverty in many developing nations in the world.
b) Can result in trade restrictions or even a trade war, which reduce the volume and the gains from trade;
· discourage foreign trade and investments, and thus reduce the benefits from trade;
· Can result in trade restrictions or even a trade war, which reduce the volume and the gains from trade;
· reduces European and Japanese imports and the volume and the benefits from trade;
· financial crises in emerging market economies could spread to the United States; 
· can lead to political instability, which will adversely affect the United States;
· can lead to political instability in these countries - which also adversely affect the United States.  
c) Can result in your paying higher prices for imported products;
· lead to great fluctuations in the price of imported products and cost of foreign travel;
· Can lead higher prices for imported products and increases the chances that you will have to change jobs; 
· can lead you to support demands for trade protection in the United States;
· can reduce the value of your investments (such as a stocks) in the United States;
· can lead to your paying higher taxes for the United States to respond to these threats;
· can result in your paying higher taxes to help these nations.



2. This question will involve you in measuring the economic interdependence of some nations.
(a) Identify any five industrial nations not shown in Figure 1.1.
(b) Go to your school library and find the latest edition of International Financial Statistics and construct a table showing the degree of economic interdependence for the nations you have chosen. Is the economic inter-dependence of the smaller nations in each group greater than that of the larger nations?

a)  Five industrial nations not mentioned are: Italy, France, Canada, Austria, and Ireland.

b)  See Table 1A.

	Table 1A

	Economic Interdependence as Measured by Imports and Exports as a Percentage of GDP, 2004

	

	Nation
	Imports as % of GDP
	Exports as % of GDP

	Italy
	25.8
	26.6

	France
	25.7
	25.9

	Canada
	34
	38.2

	Austria
	46.1
	51

	Ireland
	63.7
	79













*Source: International Financial Statistics (Washington, D.C., IMF, March 2006). 

	Smaller nations, such as Ireland and Austria, are more interdependent than the larger ones. Note that interdependence was measured by the percentage of the value of imports and exports (line 98c and 90c, respectively in IFS) to GDP (line 99b).

3. Do the same as for Problem 2 for any five developing countries not shown in Figure 1.1.

a) Five developing nations not mentioned in the text are: Brazil, Pakistan, Colombia, Nepal, and Tunisia. 

b) See Table 1B.

	Table 1B

	Economic Interdependence as Measured by Imports and Exports as a Percentage of GDP, 2004

	

	Nation
	Imports as % of GDP
	Exports as % of GDP

	Brazil
	13.4
	18

	Pakistan
	16.7
	16

	Columbia
	20.7
	19.4

	Nepal
	31.7
	17.3

	Tunisia
	49.6
	46.7


*Source: International Financial Statistics (Washington, D.C., IMF, March 2006).

	In general, the smaller the nation, the greater is its economic interdependence. Note that interdependence was measured by the percentage of the value of imports and exports (line 98c and 90c, respectively in IFS) to GDP (line 99b).         

4. Does the trade between the United States and Brazil and Argentina follow the predication of the gravity model?

Trade between the United States and Brazil is much larger than trade between the 	United States and Argentina. Since Brazil is larger and closer than Argentina, this 	trade does follow the predictions of the gravity model.

5. Take your principles of economics text (even if you have already had intermediate theory) and from the table of contents:
(a) identify the topics presented in the microeconomics parts of the text;
(b) compare the contents of the micro-economic parts of your principles text with the contents of Part One and Part Two of this text.
(c) identify the topics presented in the macroeconomics parts of the text;
(d) compare the contents of the macro-economics parts of your principles text with the contents of Part Three and Part Four of this text.

a) Mankiw’s Economics (4th., 2007) includes the following microeconomics topics: 
· The market forces of demand and supply;
· elasticity and its application;
· the theory of consumer choice;
· consumers, producers, and the efficiency of markets;
· the costs of production; 
· firms in competitive markets;
· monopoly;
· oligopoly;
· monopolistic competition;
· markets for the factors of production;
· the demand for resources; 

b) Just as the microeconomics parts of your principles text deal with individual consumers and firms, and with the price of individual commodities and factors of production, so do Parts One and Two of this text deal with production and consumption of individual nations with nations with and without trade, and with the relative price of individual commodities and factors of production.

c) Mankiw’s Economics (4th. 2007) includes the following microeconomics topics: measuring a nation’s income and the cost of living;
· production and growth;
· savings investment and the financial system;
· unemployment and its natural rate;
· the monetary system, growth and inflation;
· money growth and inflation;
· open-economy macroeconomics: basic concepts;
· a macroeconomic theory of the open economy;
· aggregate demand and aggregate supply;
· the influence of monetary and fiscal policy on aggregate demand; 
· the short-run tradeoff between inflation and unemployment
· five debates over macroeconomic policy.

d) Just as the macroeconomics parts of your principles text deal with the aggregate level of savings, consumption, investment, and national income, the general price level, and monetary and fiscal policies, so do Parts Three and Four of this text deal with the aggregate amount of imports, exports, the total international flow of resources, and the policies to affect these broad aggregates. 

*6. (a) What does consumer demand theory predict will happen to the quantity demanded of a commodity if its price rises (for example, as a result of a tax) while everything else is held constant?
(b) What do you predict would happen to the quantity of imports of a commodity if its price to domestic consumers rose (for example, as a result of a tax on imports)?

a) Consumer demand theory predicts than when the price of a commodity rises (cet. par.), the quantity demanded of the commodity declines. 

b) When the price of imports rises to domestic consumers, the quantity demanded of exports can be expected to decline (if everything else remains constant). 

*7. (a) How can a government eliminate or reduce a budget deficit?
(b) How can a nation eliminate or reduce a balance-of-payments deficit?

a) A government can reduce a budget deficit by reducing government expenditures and/or increasing taxes.

b) A nation can reduce or eliminate a balance of payments deficit by taxing imports and/or subsidizing exports, by borrowing more abroad or lending less to other nations, as well as by reducing the level of its national income.

8. (a) How do international economic relations differ from interregional economic relations?
(b) In what way are they similar?

a) Nations usually impose restrictions on the free international flow of goods, services, and factors. Differences in language, customs, and laws also hamper these international flows. In addition, international flows may involve receipts and payments in different currencies, which may change in value in relation to one another through time. This is to be contrasted with the interregional flow of goods, services, and factors, which face no such restrictions as tariffs and are conducted in terms of the same currency, usually in the same language, and under basically the same set of customs and laws. 

b) Both international and interregional economic relations involve the overcoming of space or distance. Indeed, they both arise from the problems created by distance. This distinguishes them from the rest of economics, which abstracts from space and treats the economy as a single point in space, in which production, exchange, and consumption take place. 

9. How can we deduce that nations benefit from voluntarily engaging in international trade?

We can deduce that nations benefit from voluntarily engaging in international trade because if they did not gain or if they lost they could avoid those losses by simply refusing to trade. Disagreement usually arises regarding the relative distribution of the gains from specialization in production and trade, but this does not mean that each nation does not gain from trade.       

*10. If nations gain from international trade, why do you think most of them impose some restrictions on the free flow of international trade?

International trade results in lower prices for consumers but harms domestic producers of products, which compete with imports. Often those domestic producers that stand to lose a great deal from imports band together to pressure the government to restrict imports. Since consumers are many and unorganized and each individually stands to lose only very little from the import restrictions, governments often give in to the demands of producers and impose some import restrictions. These topics are discussed in detail in Chapter 9.

11. Can you think of some ways by which a nation can gain at the expense of other nations from trade restrictions?

A nation can subsidize exports of the commodity to other nations until it drives the competing nation's industry out of business, after which it can raise its price and benefit from its newly acquired monopoly power. 

	Some economists and politicians in the United States have accused Japan of doing just that (i.e., of engaging in strategic trade and industrial policy at the expense of U.S. industries), but this is a very complex and controversial aspect of trade policy and will be examined in detail in Chapter 9. 

12. When the value of the U.S. dollar falls in relation to the currencies of other nations, what do you think will happen to the quantity of U.S.
(a) imports?
(b) exports?

a) When the value of the U.S. dollar falls in relation to the currencies of other nations, imports become more expensive for Americans and so they would purchase a smaller quantity of imports. 

b) When the value of the U.S. dollar falls in relation to the currencies of other nations, U.S. exports become cheaper for foreigners and so they would purchase a greater quantity of U.S. exports. 



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