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Answer 7 of the questions 1 to 8 (3 points each). Do not answer 8 questions. Only 7 will be read.
True/False questions1to 4 Give a concise but precise explanation

1. The Ricardian model explains why asmall country that completely specializesin one export-good (e.g. a
'banana-republic’) need not gain from free trade.

2. In the specific factors model, the welfare effect of trade on the mobile factor is ambiguous because it depends on
the sector in which the factor is employed.

3. Consider asmall country Sadoulaniawith a Heckscher-Ohlin economy that produces Q1 and Q2 with factors of
production capital and labor, earning r and w respectively. Assume that the production of Q1 isrelatively capital-
intensive and that Sadoulaniais so small that it cannot affect the world relative price pl/p2. Then under free trade,
an increase in the capital endowment of Sadoulaniawill reduce its relative factor price riw.

4. Countries A and B have two factors of production, capital and labor, with which they produce two goods, X and
Y. Technology isthe samein the two countries. X iscapital intensive; A iscapital abundant. Anincreasein A’s
labor supply induces anincreasein A’ terms of trade.

4. Countries A and B have two factors of production, capital and labor, with which they produce two goods, X and

Y. Technology isthe samein the two countries. X iscapital intensive; A is capital abundant. AnincreaseinA’s
labor supply induces an increase in B’ s terms of trade.

Short-answer questions5to 8.

5. What determines the pattern of trade in the specific factors model.

6. What is the Stol per-Samuel son effect?

7. According to the author of “War of the Worlds: The Missing Link” in The Economist of October 1994,
- What is the short term benefit of the growth in the developing countries on the devel oped countries?
- What are the long term benefits of the growth in the developing countries on the devel oped countries?

8. State one major point of contention between Public Citizen and the U.S. Trade Representative about the
employment effect of NAFTA.

Answersthe 2 following graphical questions 9 and 10 (3 points each).
9. Consider a specific factors model where land (T) is a specific factor for food production, capital (K) is a specific

factor for manufacturing and labor (L) is the mobile factor. For constant product prices, show graphically the effect
of anincrease in capital on the labor alocation and wage. Explain intuitively what happens to the wage.



10. Consider a Heckscher-Ohlin model with two goods, computers and bread, and two factors, high-skilled labor (H)
and low-skilled labor (L), that earn afactor reward of wyy and w|_respectively. Assume that computer production is
relatively intensive in high-skilled labor. Suppose that technological progress in the computer industry enables
computer manufacturers to produce the same amount of output with only half the factors of production. Show
graphically the effect of this productivity increase on the relative factor price wyy / wi . Give an intuitive explanation.

Solve problem 11 (12 points)

11. Tradein a Ricardian World
Suppose that Mexico can produce 1 ton of corn or 1/2 ton of vegetables with the labor of one worker, while
the United States would produce 3 tons of corn or 1 ton of vegetables with one worker.

11.2. What would be the relative price of vegetablesin terms of corn (p,/pg) in each of the countriesif they would
remain in autarky?

11.3. Opening for trade. Assume that the United States have 2 million agricultural workers for the production of
corn and vegetables and Mexico has 4 million agricultural workers. Construct the world relative supply curve
Qu/Qc¢ asafunction of p,/pe.

11.4. Now suppose that the world relative demand for vegetablesis:
What is the equilibrium relative price of vegetables on the international market? What does each country
produce?

11.5. What isthe wage in Mexico relative to the wage in the United States?
Wagein Mexicoiswy, = /2 p,,. Wagein U.S.iswg =3 p.. Hencetheratio of wagesis:

wy /wys=(@/12p,)/ (Bp) =16 p,/pe =2.5/6 @4

11. Tradein a Ricardian World
Suppose that Mexico can produce 1.5 ton of corn or 1 ton of vegetables with the labor of one worker, while
the United States would produce 4 tons of corn or 1.5 ton of vegetables with one worker.

11.1. What are the labor regquirements in corn and vegetable production in each of the two countries? What are the
opportunity costs of corn in terms of vegetables in the two countries? Indicate the commaodity in which each
country has comparative advantage.

11.2. What would be the relative price of vegetablesin terms of corn (p,/pg) in each of the countriesif they would
remain in autarky?

11.3. Opening for trade. Assume that the United States have 2 million agricultural workers for the production of
corn and vegetables and Mexico has 4 million agricultural workers. Construct the world relative supply curve:
Q,/Qc asafunction of p,/pe.

11.4. Now suppose that the world relative demand for vegetablesis:
CV/CC = 1.5 = 0.5 pV/pC'
What is the equilibrium relative price of wheat on the international market? What does each country produce?

11.5. What isthe wage in Mexico relative to the wage in the United States?
Wagein Mexicoisw), = 1p,. WageinU.S.iswyg=4p.. Hencetheratio of wagesis:

Answer question 12 (11 paints):

12. The effect of adrought in Asia on the United States

A free-trade equilibrium exists in atwo-region, two-product world. The United States exports food and import
clothing. A long term drought now occurs in East Asiawhich negatively affects the production of food in the
region.



12.1. Atgiveninternational price, what is the effect in East Asia of the long term drought on the production of food
and clothing? On the consumption of food and clothing? On the desired level of imports and of exports?

12.2. lllustrate this result on a graph showing the impact of the drought on the East Asian offer curve.

12.3. Assume that the United States and East Asia are both large enough to influence international prices, show on a
grpaph how East Asia’ s drought affects the equilibrium international price ratio.

12.4. Show on agraph and explain the effect of this change in the terms of trade in the United Sateson
- gquantities of food and clothing produced
- guantities of food and clothing consumed
- U.S welfare



