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1.  Explain why nations impose trade restrictions if free trade is the best policy. 

Nations restrict trade either in response to lobbying by the producers of a commodity in which the nation has a comparative disadvantage or to gain a strategic advantage in relation to other nations. The first leads to a welfare loss for the nation as a whole. The second is very difficult to achieve.

2.  Starting with DX and SX and PX = $1 with free trade in Figure 9.1, analyze the partial equilibrium effects of an import quota of 30X if DX shifts down to D"X in such a way that D"X is parallel to DX and crosses SX at PX = $2.50.

The partial equilibrium effects of the import quota are: 
Px=$1.50; consumption is 45X, of which 15X are produced domestically; by auctioning off import licenses, the revenue effect would be $15.

3.  Starting with DX and SX and PX = $1 with free trade in Figure 9.1, analyze the partial equilibrium effects of an import quota of 30X if SX shifts up to S"X (parallel to SX) and crosses DX at PX = $3.50.

The partial equilibrium effects of the import quota are: 
Px=$2.50; consumption is 40X, of which 10X are produced domestically; the revenue effect is $45.

4.  Starting with DX and SX and PX = $1 with free trade in Figure 9.1, analyze the partial equilibrium effects of an import quota of 30X if SX shifts down to S"X (parallel to SX) and crosses DX at PX = $2.50.

The partial equilibrium effects of the quota are: 
Px=$2; domestic production and consumption are 50X; The revenue is zero.

5.  Starting with DX and SX and PX = $1 with free trade in Figure 9.1, analyze the partial equilibrium effects of an import quota of 30X if SX shifts down to S*X (parallel to SX) and crosses DX at PX = $2.00.

The partial equilibrium effects of the quota are: 
Px=$1; consumption is 70X, production is 30X, and revenue is zero.

6.  Starting with DX and SX and PX = $4.50 with free trade in Figure 9.1, analyze the partial equilibrium effects of a negotiated export quota of 30X.

The partial equilibrium effects of a negotiated export quota of 30X are:
Px=$4; domestic production is 40X, of which 10X are consumed at home.

7.  Explain how the effects of a negotiated export quota of 30X, found in Problem 6, are similar to and different from those of an equivalent import tariff or quota.

An export tariff or quota, as an import tariff or quota, affects the price of the commodity and domestic consumption and production. But the effects are the opposite.

8.  Draw a straight-line demand curve for a commodity crossing both axes and its corresponding marginal revenue curve (lying everywhere halfway between the vertical axis and the demand curve). On the same graph, draw a hypothetical supply curve for the commodity crossing the demand and marginal revenue curves. If the demand and supply curves refer to the perfectly competitive market for exports of the commodity, determine the equilibrium price and quantity of exports of the commodity.

See Figure 1. 
The equilibrium price of the commodity is Px=OC and the equilibrium quantity is Qx=OB in Figure 1.
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9.  For the same statement in Problem 8, determine the equilibrium price and quantity of exports of the commodity if the supply curve refers to a cartel of exporters acting as a monopolist. 

If the supply curve of the commodity in Figure 1 referred to a cartel of exporters acting as a monopolist, Px=OF and Qx=OA (see Figure 1).

10.  Compare your results of Problems 8 and 9. (Hint: Review the perfectly competitive and monopoly models in your principles text or notes.)

Px is higher and Qx smaller when exporters behave as a monopolist.

*11.  Draw three sets of price-quantity axes side by side. On the first set of axes (graph), draw a straight-line demand curve (D1) that is steep, starts at a high price, and refers to the domestic market. On the same set of axes, draw the corresponding marginal revenue curve (MR1). On the second graph, draw a straight-line demand curve (D2) that is low and flat and refers to the international market. On the same (second) set of axes, draw the corresponding MR2 curve. On the third graph, sum horizontally the MR1 and MR2 curves (ΣMR) and draw a marginal cost curve (MC) that intersects the ΣMR curve from below in the third graph; then draw a horizontal dashed line and extend it to the second and first graphs. The point where the horizontal dashed line crosses the MR1 curve indicates how much the domestic monopolist should sell in the domestic market, and where the horizontal line crosses the MR2 curve indicates how much he should sell on the international market.
(a) What price should the monopolist charge in the domestic market (P1) and in the foreign market (P2)?
(b) Why does this represent the best, or optimal, distribution of sales between the two markets?

a)  The monopolist should charge P1=$4 in the domestic market and P2=$3 in Figure 9-5 in Appendix A9.2.

b)  This represents the best, or optimal distribution of sales between the two markets because any other distribution of sales in the two markets gives less revenue.

12. On a set of axes measuring average costs of production on the vertical axis and the level of output on the horizontal axis, illustrate the infant-industry argument for protection by drawing the long-run average cost curve of an efficient foreign firm facing constant returns to scale and the long-run average cost curve of an infant industry in a developing nation that becomes more efficient than established foreign firms as it grows.

See Figure 2.  To the left of point A, the domestic firm faces higher long-run average costs of production (LACD) than the foreign firm (LACF). To the right of point A the opposite is the case.
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13. Indicate the strategic trade policy required (if any) if the entries in the top left-hand corner of Table 9.6 were changed to:
(a) 10, +10;
(b) + 10, 0;
(c) + 5, −10.

a)  If the entries in the top left-hand corner of Table 9-5 were changed to +10, +10, then both Boeing and Airbus would produce the aircraft without any subsidy, and so no strategic trade and industrial policy would be needed in the U.S. or Europe. 

b)  If the entries in the top left-hand corner of Table 9-5 were changed to +5, +0, then both Boeing and Airbus would produce the aircraft without any subsidy, and so no strategic trade and industrial policy would be needed in the U.S. or Europe. 

*Note that even though Airbus only breaks even, in economics we include a normal return on investment as part of costs. Thus, Airbus would remain in business because it would earn a normal return on investment.

c)  If the entries in the top left-hand corner of Table 9-5 were changed to +5, -10, then both Boeing produces and Airbus does not produce without any subsidy. With a subsidy of at least $10 million per year, however, Airbus would enter the market and lead to a loss of $100 million for Boeing unless the U.S. government would provide a subsidy of at least $5 million per year to Boeing.

14. Suppose that from the free trade production point B, the nation of Figure 8.5 wants to produce 65X (point F). Indicate:
(a) How the nation could do this with a tariff or with a subsidy.
(b) Why the subsidy would be better.

The answer to part (a) and (b) are presented in Appendix A9.3.



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


SUGGESTED ANSWERS TO PROBLEMS IN APPENDIX

A9.1  Problem.  Starting with DX and SX in Figure 9.4, draw a figure showing the monopoly result if there are only two identical exporters of commodity X and they agree to share the market equally. This is a market-sharing cartel.

See Figure 3.
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A9.2  Problem.  If the absolute value of the price elasticity of demand in the domestic market (ed) is 2 and ef in the foreign market is 3, and ΣMR = MC = $10, calculate at what price the domestic monopolist practicing international price discrimination should sell in the domestic market (Pd) and in the foreign market (Pf ) in order to maximize total profits. 
[Hint: Use the formula MR = P(1−1/e) from microeconomic theory.]

In order to maximize to maximize total profits the domestic monopolist practicing international price discrimination should sell at the price of Pd=$20 in the domestic market and at the price of Pf=$15 in the foreign market.

A9.3  Problem.  Indicate how the nation of Figure 9.6 can reach production point B if external diseconomies in the production of X make the nation produce at point F at the free trade prices of PX/PY = PW = 1.

By imposing a 100% tax on the production of commodity X and giving it as a subsidy to producers of commodity Y.
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