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A ssumptias amulBie the assumptias macke in parts aad b ofFa
qusstion aottinue to hod for part c of that qusstian, unkess yau are tod
eplatlyotawnwise. | tleamptioasnearallgusstias. W hereindicated yau
shaudproiceepbatias. ¢ usssing the conectsign iswarth nothing in
te dosenee ofan epbatian.)  1Hyau use a teaan, tell me the neme of
the theoam. Bebref |Indudinginelbantinfomatian detracts fram your
SBW\EY-

1) H ame producss thogoacs (doth and umbrelies) with tho fctars (&
alad Boar) utangaarstaitreturs tosak (CRT S) edyolyy. Fadars
are fireely maoi e aatss sactars, butdo nottovfron ae cauntry toanother:

[10 pants] W hatis themeaningol ‘nofdorintasity eersak’™?T he
dosae of B intasity revasak implies a mawoinic reltion betneen
whidh tho exdogenas \ariabkes?

A rener:  ITdoth usss ae Baar relinely intesiely Tor ae reative
oo prie it usss that Bdor rieEtinely intasively fTor all Bctor pricss.
(In atrerwads, the ranking ofcommadities with respect o Bdor intlesity
is indgpadatof reline Bdorprice In this e the relatian betneen
rehlthe conmadty prcs ad relte dorprass is magotanic

[10 pants] b) Suppce that there are no Bdor inlesity eversak ad
H are is incampEtely gpedalized in afiee rade equilibium. T he R estof
W arld albo producss the tho goods ad is inaampEetely spedalized. W hat
addtagal essumptia(s) ae Ut dent o irnsure that the o returs are
e same in the o auntries in a free tracke egui ibiun™?

A renerr ROW hes the same tedyology as hane

[10 parts] © Suppae thatH ane hes a paative extamalty assadated
with the praduction ofdoth.  Cloth is the imparted good ad is rielatinely

1



oAl inlersive. H ane asidars using atheran impart taxie tarapro
ductionsubgdy s Torcdoth witht= s. D othese tnwopolides hae the same
aato te ;um O EpiEAl? EBplEn

A renerr W henthecautryissmall the tnopoldes hae thesameer ect
an tte naminal eum O epial . ITepital onners asume at daonestic
prics the tho pdides hae dreatte ects an tre el retum o epital
Ifeoal onnars are Toragars, Who rigpatriate thar inaome and aasume
autsice H ane the tho polides hae the same esect an tre raal retum (in
addition to the naominal retum).

(I ddn'tegpaectyau o asider the e of tre e counryy but the
qusstion sad nothing ebautediudng thatpassibi ity Several pepke sad
ineligent things abaut the lxte cauntry Gee ad got a apk of extra
pant tordangso) [Ifthe cuntryis bage the tariv and the subsidy hae
dreaiteats N te monimal ;cum O Epial The & ass te
impartdemand aune o shiftin by mae thus asing a bkager &l in the
ward price ofFdoth, and asmalkerinaeese in the domestic producerprice of
coth (reltive o the subsidy). T hus the tarie becs to asmalker inaeese
in the nominal retum oo epial

d) I awvdiscad the assumptian that ol is intematiaally immai e
Suppae irsteed that epil is intematically mdoik thatH ane imports
oial ad thatthe wad price ofF epitalisr . H aneis snall

[15 parts] i) H anedsddess touseatane taonectthe produc
thexiemalty Itasdas uangacoital t&d subsidy inanjuncianwith
tetain. | valtyauoanpae twocess (@ H anewsss alyvatae, ar
(b)H anewss atair ad abotaxey subddizes apialimparss. A llpolides
are arstraned gotimal; thatis gven the daae ofthe policy insttumant(s),
the kvels are gotimal

D ass gotian (@ or(b) keds o hiderwelae?

linpart (© | tod yau that tre lbek Tor two diceratpolides ware equal W e have
nowdiscardsd that sssumption.




Campare te @otimal tariv in the tho eses Whidhis hider?
D aess the gotimal policy in (b) invole atax a-asusidy an eepital?
Bphlan youraswes.

A renerr (Several pap ke gota an the vag Toot by thinking that the
production distorion is ecuinalatioa. >ed et b el ofproducian. T hae
iswag T his guestion wes ainastidatical to ae ofthe prdolan s=ts In
whidh yau shoned et gven a cartan tpe ofasumption distartias, the
kel ofan gotimal policy - ad tus the el oFcaasumptian - dgoends an
e type of policy)

T he taric aeates acasunptin distoriaon. A tagven kel ofproduc
ton ardudion in the v causss a . iIstader inaesse in welere dle to
te educion in theaasumptiondistorian. Ao theR yoyzinsk T hearam,
we knovthatan inaeese In Gpital Gausss an inareese in productian ofdoth,
atgwven prics. T haefae by induang mae pirtal 1o be imparted itis
passibke 1© deaesse the tarin and maintain the same bvel of productiay,
s inaessing welixe.

Inaderoinduce mae cpital tobeimparted itis necssary tosubsidize
oralimparts. T he goirtal subsidy aeates adistorian itdrves awedoe
betneen the \valLe ofF margral product of epital = ¥+ subsidy) ad the
price the coury pays Trgpial (= V), buta small subsidy aeatess anly
assaod aderwelfse ast (since the gpital marketdistorian is minimized
whenteepitalsubadyisz0). T hus, ifthe cuntry usss asnall (paatinve)
Goralsuosidy itsue ers an negigbke deaeese inwneliare dle tothe distartion
in the pital market butadiiees a..iIstadar (naon negigbE) inaeese in
welbre d e O tte deaeese in e o .

Sine azero pital Bx is esibke butin gaeral notgotimal gotian b
o\ss at ksstas hidh a bel ohvneliere ad in gaaral astrictly higer el
T hegpital subsidy makes itpassibke to bnerthe tarie - afterall thatiswhy

20 faourse itis not gotimal © maintain the same bvel of production. T he pant of
e agmattis toshonvthat ifwe start aut at a situation where the pital &/ subsidy
is astrand to be z2rg ad te e is dosen gotimally then when we remoe the
astantan the gpital polioy, ad allow a cpital subsidy 1o be usd, itis passibE ©
inaeese welbere.




te subsidy improes weliexe. T harefae the gotimal t&nie is baeruder
gtan b

[15 pants] i) Suppcse thatirsteed ofthe t&ie, H ane deddes
10 use a doth production subsidy 1o conect the production exierrality, A s
in part (i), itaboasidars uising atad subsidy an ortal imparts (ooether
with the productiaon subsidy).
Is the qotimal valLe of the pital impart ax pasitive necatinve arzero
(i.e, istepdicy atax asubddy arsstegaltozer)? BEplanwhy yaur
asners oparts i) ad i) ae atherdc erantarthe same

A rener: T he praduction subsidy aeates N0 arsumptian distorian -
arawy other kind of distorian. T he productian subgidy is the .. istbest
instument U sing a Ggpirtal t&¢ subsidy aeales a distarion in the epital
market withaut adiieing any o setting bae. ts ebanhare - unlike in the
GEewth the i, aboe. T he gotimal epital Bx is zera

[10 pars] i) Canpare the kvel ofthe gotimal t&axie in part
(1Ia) ad the productian subgdy inpart (in). W hidhis hider- ad why?

A rener: T he tanio in part (19) aeates aasumptan distaorion. T hat
is, aonecting the production exiemalty utsingatanme hes awvnelfre ast(the
asumptan dstorian). T he production subsidy hes no sudh ast A
=i ad aprodudtian subsidy oFequal magituce hae the sane eeectan
productian, and thareiore have the same abi ity 1o aonect the praductiaon
extemalty, B utae pdicy “‘asts’ sanething (the asumptian distartian)
ad the aotherpolicy doss not W hen things (commadities polides...) are
“epaa\e’ we “buy’ ks of tham. Sadety “buys’ Ess “carectian of



productiaon extermalty” when ithes o “pay’ Torit T he gotimal tarie iIs
smallerthen the gotimal praductian subsidy:

2) (T he Ricadian madel) Colmbia praducs autondoi s ad aree
using ae unit of Bbar to dotain ae untofautput ofeedh good. (L a
baris inematiaally immaoi k) T he world relatine price ofautondoi ks is
Rw=Fofree = 2 - (T hese are the anly tho goocs In ttewvward)

[10 pants] & Farwhidh good does Colmbia hae a amparatinve
adhentexe?

A rener: Colmbia’s autarkicprice ot utondodiksis 1, whidhis kss then
2, 30 Columbia hes a aomparative achartece in automadoi ks.

[20 pants] b) Columbia hes 10 units of Bbar: T he represatatine
wartker hes the CdobD augies utiity Tncian U = A®C ® whare A equabk
asumptian ofautomddiks ad C equak aasunptiar ofarea. W hatis
te equilibium casumption of autondoi ks and ar ee under autarky ad
uderfiee trade?

A rener: W ith the Cdob D augies utiity Tuncian, the casumer’s eant
dtureshareaquak teepaait here 5. | amalizeby ssting P ofree = 1.
U nderautarky thevwace is 1, incmmeis 10, and Colmbiaarsumes 5 units
ofeech conmadity. U nderfree ttade Calumbialis pedalized in praductiaon
ofautondoiks. Thewegeis 2, inameis 20. Collmbia spaxds 10 units
ofinlnbmean aree ad tthus buys 10 unis ofaree.  1tgpas 10 units of
incme an automadoi ks and the buys 5 units ofFautomdoi ks



