Quiz One (Take Home): Absolute v. Comparative Advantage

Due: 11 September 2007


Here is the worksheet and its solutions: Solutions are typed in hidden text. To see the solutions, choose these commands from the pull-down menus:  (Word 2003)Tools ( Options ( View (a tab show by the dialog box) ( check the box next to Hidden Text. (Word 2007) Microsoft Office Button ( Word Options button ( Select Display from the left column ( check the box next to Hidden Text under display (and printing, if you wish to print).
	 
	Home
	Foreign
	QS =L/aLS
	Q*S =L*/a*LS
	a*LS/aLS

	Labor (hr / year)
	L=8000
	L*=8000
	QT =L/aLT
	Q*T =L*/a*LT
	a*LT/aLT 

	Shoes (hr / pair S)
	aLS = 8
	a*LS = 4
	1000 S/yr
	2000 S/yr
	0.5

	Tea (hr / bushel T)
	aLT = 2
	a*LT = 2
	4000 T/yr
	4000 T/yr
	1

	aLS/aLT (bu T/pair S)
	4
	2
	
	
	

	aLT/aLS (pair S/bu T)
	0.25
	0.50
	
	
	


1. Use the Ricardian model of international trade to answer the following questions. The table above shows the number of hours of labor necessary to produce one unit of each good:  

a. Which country has absolute advantage in which good and why?
Foreign has an absolute advantage in Shoes because they can produce them more efficiently (fewer hours per unit). Foreign produces a pair of S in 4 fewer hours than required in Home. Neither country has an absolute advantage in Tea; each can produce one bushel of T in 2 hours.
b. What is the autarky relative price of shoes in Home? What is the autarky relative price of shoes in Foreign? Explain why.
Foreign’s “autarky” relative price, Ps/Pt, equals its opportunity cost. It is 2 bushels of T per pair of S, while Home's opportunity cost (Ps/Pt) is 4 bushels of T per pair of S 
c. If the money price of a bushel of tea is $10 in autarky equilibrium in Home, then what is the money price of a pair of shoes?
40 ($/pair). Home's autarky, Ps/Pt, equals 4 (bu T / pair S). Given Pt = 10 ($/bu), Ps = Pt(Ps/Pt) = 10 (4) = 40.
d. If the money price of a bushel of tea is $10 in autarky equilibrium in Home, then what is the hourly wage in Home? 
5 ($/hour). In our model, workers earn what they produce. In T, Home produces ½ (bu/hr). Given PT = 10($/bu), it follows that the money wage is ½ (bu/hr) times 10($/bu), or 5 ($/hour).  
An alternative approach: Recall (from ECO 284) that the money wage, W= Value of labor’s Marginal Product, VMPL = Pgood (MPL) = PS (1/aLS) = 40 ($/pair S) times 1/8 (pair S/hour) = 5 ($/hour). Note that the wage must be the same in T if workers are to be attracted to both industries: PT (1/aLT) = 10 ($/bu T) times 1/2 (bu T/hour) = 5 ($/hour).
e. Which country has comparative advantage in which good and why? 
Foreign has a comparative advantage in S because their opportunity cost (and “autarky” relative price, Ps/Pt) is 2 bushels of T per pair of S, while Home's opportunity cost (Ps/Pt) is 4 bushels of T per pair of S 
Home has a comparative advantage in T because their opportunity cost (and autarky relative price, Pt/Ps ) is 1/4 pair of S per bushel of T, while Foreign’s opportunity cost (Pt/Ps) is 1/2 pair of S per bushel of T.
f. How many pairs of S will Home produce in international trade equilibrium if they are endowed with 8000 hours of labor per year? How many bushels of T will Home produce?
Home's comparative advantage in T implies complete specialization in T, producing 4000 bushels of T per year (found as 8000 hr/yr divided by 2 hr/bushel of T) and 0 pairs of S per year.
g. How many pairs of S will Foreign produce in international trade equilibrium if they are endowed with 8000 hours of labor per year? How many bushels of T will Foreign produce?
Foreign’s comparative advantage in S implies complete specialization in S, producing 2000 pairs of S per year (found as 8000 hr/yr divided by 4 hr/ pair of S) and 0 bushels of T per year.
h. Pick a value for the relative price of Shoes, Ps/Pt, in the middle of the range of its possible values. Foreign’s autarky relative price, (Ps/Pt) is 2 bushels of T per pair of S, while Home's opportunity cost (Ps/Pt) is 4 bushels of T per pair of S. If trade is to benefit both countries, then 2 < Ps/Pt < 4. The middle of this range suggests Ps/Pt = 3 (bushels/pair).
How will Home's wage rate compare to the wage rate in Foreign? 
0.5 < w/w* < 1. That is, Home’s wage must be between 0.5 and 1 times the wage in Foreign, because Home is one-half as productive in S and equally productive in T.
Given Ps/Pt = 3 (bushels/pair), then it follows that w/w* = 2/3 = 0.67
Why? Home’s workers produce T, and earn what they produce: 0.5 (bu./hr.). Foreign’s workers produce S, and earn what they produce: 0.25 (pr./hr.). Foreign’s workers can trade their S for T at the Ps/Pt = 3 (bushels/pair). Thus, in terms of T, Foreign’s wage is 0.75 (bu./hr.) – found as 0.25(3).
Next compute the relative wage, say w/w* = 0.5/0.75 = 2/3 = 0.67
i. Draw a relative supply and relative demand diagram to illustrate your international trade equilibrium. 












j. Using the value for Ps/Pt that you chose above, graph a possible international trade equilibrium showing the PPF and CPF for each country. 
Each country produces only its comparative advantage good, and trades to get the other good.
One possible trade: Home imports 1000 (pair S/year) and exports 3000 (bushel T/year). Foreign exports 1000 (pair S/year) and imports 3000 (bushel T/year). Try drawing that on the graphs I have provided below.
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