Group Exercise: A Developing Economy
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Refer to Figure 10-1 on page 265 of Krugman's Chapter 10. Assume that this developing country produces two goods, F (food, its comparative advantage good) and M (manufactured goods). WM is the legal minimum wage in M only (no minimum wage in F). It has been pursuing an import-substitution development policy. As a part of this policy, the government subsidizes capital goods for the M industry only. It funds this subsidy with an export tariff on F.

1. Describe the wage-differential argument for protection. Use additional paper if necessary.

__________________________________________________________________________________

__________________________________________________________________________________

__________________________________________________________________________________

__________________________________________________________________________________

2. Suppose this country suffers from the Harris-Todaro problem. Describe the labor market with particular attention to the unemployment rate. According to Harris & Todaro, what causes this?

__________________________________________________________________________________

__________________________________________________________________________________

__________________________________________________________________________________

__________________________________________________________________________________

3. The tiny country of Avalon has a total labor force of 20 workers. These workers can produce two goods, manufactures and food. The marginal product of labor in manufacturing is MPLM = 21 – 1L. The marginal product of labor in food is MPLF = 9 units F per worker per year. Assume that PF = PM = $10. Use the graph paper to illustrate your answer.
a. Assuming that the labor market is flexible, the wages in M and F will be equal: Find the wage, the output of each good, and the value of GDP. Remember that VMPM = MPLM times PM; QM = area under MPLM.

WF = WM = ____________________________; LF =  ____________; LM = ____________.

QF = ____________; QM = ____________. GDP = PF QF + PM QM = ____________. 

b. Assume that a minimum wage of $150/worker is enforced in the manufacturing sector. However, full employment is maintained. Find the output of each good, the new value of GDP, and the cost of distortion. 

Q’F = ____________; Q’M = ____________.

 GDP’ =  PF Q’F + PM Q’M = ______________; Distortion’s cost = __________________ 

c. To complete our illustration of the Harris-Tadaro problem, allow the workers to migrate to the city until the expected value of the city wage equals the rural (food) wage. Find employment and overall output, GDP” 

L”M = ____________; L”UNEMPLOYED = ____________; L”F = ____________;.

 GDP’ =  PF Q’F + PM Q’M = ______________; Distortion’s cost = __________________ 

___________________________________________________________________________
