CHAPTER 5 Problems 4, 7 and 8
4.  
These results acknowledge the biased growth which occurs when there is an increase in one factor of production.  An increase in the capital stock of either country favors production of good X while an increase in the labor supply favors production of good Y. Also, recognize the Heckscher-Ohlin result that an economy will export that good which uses intensively the factor which that economy has in relative abundance.  Country A exports good X to country B and imports good Y from country B.  The possibility of immiserizing growth makes the welfare effects of a terms of trade improvement due to export-biased growth ambiguous. Import-biased growth unambiguously improves welfare for the growing country.  

a. 
A's terms of trade worsen, A's welfare may increase or, less likely, decrease, and B's welfare increases.

b.  A's terms of trade improve, A's welfare increases and B's welfare decreases.

c. 
B's terms of trade improve, B's welfare increases and A's welfare decreases.

d. B's terms of trade worsen, B's welfare may increase or, less likely, decrease, and A's welfare increases.

7.  
Given the difference in technological development between most Eastern European countries and the United States and Japan, the effects on Western European prices will depend, in the short run, on transfer problem issues and, in the long run, on the likely biases in Eastern Europe's growth. The transfer problem point is concerned with the consumption demands of countries which receive available international credit supplies. If loans from Western Europe shift from America to Eastern European countries, which have a lower propensity to consume U.S. goods and a higher propensity to consume German goods, the price of German exports will rise relative to the price of U.S. exports. This would lead to an improvement in the terms of trade of Germany and a worsening of the terms of trade of the United States.

Note, however, that in the long term, the analysis of terms of trade effects should also consider whether the biases in economic growth in Eastern Europe will be in sectors of the economy more closely aligned with the export industries of Germany or of the United States. The greater the similarity of the export-oriented industrial push in Eastern European with the existing industries in Germany, the greater the supply side reversal of the favorable German terms of trade movement which had arisen from the demand side forces of the transfer problem.

8.  
When a country subsidizes its exports, the world relative supply and relative demand schedules shift such that the terms of trade for the country worsen.  A countervailing import tariff in a second country exacerbates this effect, moving the terms of trade even further against the first country.  The first country is worse off both because of the deterioration of the terms of trade and the distortions introduced by the new internal relative prices. The second country definitely gains from the first country's export subsidy, and may gain further from its own tariff. If the second country retaliated with an export subsidy then this would offset the initial improvement in the terms of trade; the "retaliatory" export subsidy definitely helps the first country and hurts the second.

