
INTERNATIONAL ECONOMICS


Study Guide for Final Exam – Fall 2008

This exam is worth at least 25 percent of your semester grade. Our syllabus states “the final will consist of two parts: new material and a comprehensive retest of earlier material. Students may use the comprehensive retest to makeup one exam or to replace one low score.” Thus, if your score on the review material exceeds your score on your lowest midterm, then that lower score will be replaced. Each midterm was worth 15 percent. Thus, if you do better on the review questions, then the final is effectively worth 40 percent of your grade. If you do not do as well, it is worth only 25 percent.

However, a student has asked if s/he could retest on the material from two exams. I am willing to provide this opportunity provided that no one objects.

In either event, you will be retested on the material from two of the first three exams – you may pick which two. Your score on the retesting portion will replace your earlier score on the corresponding exam only if it is higher. However, your score on these portions of the final will count as a significant portion of the final exam. Reviewing what you have learned to prepare for the comprehensive final will help you retain what you have worked so hard to learn.

Quantitative problems over review material – study primarily from the first three exams.
1. Use the classical model of international trade.

2. Use the HO model of international trade. 

3. For a given tariff, determine the level of a quota that yields the same level of imports and compare their welfare costs. Next, determine the level of a domestic production subsidy necessary to reduce imports to the same level and compare its welfare effects to those of the tariff.

Quantitative problems over new material
4. Customs union: perform trade creation v. trade diversion welfare analysis.

5. Analyze the welfare effects of an export subsidy in the small and large country cases. 

Review material short answer and essay questions (only some of these will appear):

6. Discuss some of the common misconceptions concerning the theory of comparative advantage.

7. Compare and contrast the Ricardian, and HO models of trade. What are the key insights gained from each model? When would you apply each model?

8. Discuss the welfare effects of the United States’ quota restricting the quantity of imported sugar. Compare the effects of this quota to that of an equivalent tariff. Illustrate your answer with a graph showing the welfare effects for a small country that imposes a tariff or quota on an imported good. How does this US policy influence the welfare of sugar-exporting countries?

9. The US has imposed tariffs on imported steel. Is it possible that these tariffs improve US welfare? Is it likely? Use a partial equilibrium analysis (i.e., supply & demand diagram) to illustrate and describe the economic effects of a US tariff on imported steel.  Show the effects on domestic production, domestic consumption, imports, prices, consumer welfare, producer welfare, government revenue, and overall (net) economic welfare. Qualify your overall conclusion, if necessary.

10. If the home country had a single producer of a comparative disadvantage good, would the welfare effects of tariff and quota that yield the same level of imports be equivalent? Why or why not?

11. If a tariff or quota yield the same level of imports, but then demand for the imported good grows, how would the welfare effects of the tariff compare to those of the quota? 

12. In recent cases, the U.S. placed quotas or protectionist tariffs on imported steel and imported microchips.  In both cases the damage to "downstream" industries was obvious to all and relatively easy to quantify and demonstrate.  Assuming that the U.S. lawmakers are not plain dumb, why did they enact these protectionist policies?

13. Some US citizens advocate the use of US trade restrictions to improve working conditions in developing nations. Is there a valid argument for using trade negotiations to achieve this goal? State the argument (premises and conclusion) and explain why it is valid or invalid.
You will be asked to answer at least one question similar to those listed below from each chapter. 
Chapter 8:
14. Compare and contrast safeguard provisions (the escape clause), trade adjustment assistance, and wage insurance. Which of these is most likely to be welfare improving? Support your conclusion.
15. Briefly describe the current policies the United States has in place to limit both fairly and unfairly traded goods. 

16. What is dumping? What changes in static welfare occur as a result of dumping? Why would firms engage in dumping? Is predatory dumping likely to occur? Is it likely to succeed? Explain carefully.

Dumping occurs when a product is sold in a foreign market at a price that is either lower than in the home producer's country or below fair market value. The welfare costs of dumping are borne by the competitive domestic producers--they produce and sell fewer goods at a lower price than they would in the absence of the dumped product. Consumer welfare, on the other hand, is greatly enhanced-they are able to buy more of the product at a lower price. Gains in consumer welfare usually exceed the losses in producer surplus, with the country receiving the dumped product experiencing a net welfare gain.

Firms might "dump" for a variety of reasons. (a) The most likely reason is that they are international price discriminators (if they have some market power), responding to different demand conditions in different countries. They would logically charge a higher price in markets with relatively inelastic demand curves, and a lower price in markets with elastic demand. This could only happen in situations where resale is impossible. (b) Alternatively, firms might have production advantages that result in lower costs, including subsidies. (c) They might also practice predatory dumping, hoping to lower prices until they drive the domestic competitors out of the market so they can then behave as monopolists in the domestic market. This strategy is unlikely to succeed. See below. A firm might also "dump" goods if it is trying to gain a market share through initial discounts, or any number of standard marketing practices.

Predatory dumping is pricing at below cost with the intention of first driving competitors out of business and then using newly acquired monopoly power to raise prices. The public probably perceives a greater threat of dumping than is really warranted. As the book states, predatory dumping has never been documented. It is hard to imagine a predatory firm being able to earn monopoly profits for very long. With the breadth of today's capital markets, it would take little time for a new competitor to obtain the funds with which to build a new plant and have the required machinery installed. It could take a little more time for the competitor to acquire workers with the necessary job skills. But in an era of educated, mobile workers, even this does not seem to present too much of an obstacle.

17. What are the benefits and costs of U.S. antidumping laws?

Opponents of antidumping laws argue that these laws are not in the national interest but rather serve the special interests of import-competing producers. By overstating costs (such as the 8% markup rule for calculating profits), the procedures used by the Department of Commerce to calculate dumping margins are biased against foreign exporters. Even if foreign firms were selling below their cost, dumping benefits the importing country, since the gains accruing to domestic consumers outweigh the losses suffered by domestic producers.
18. Compare and contrast how the US government handles antidumping and countervailing duty cases.

Antidumping cases begin with a complaint, filed simultaneously with the Department of Commerce and the International Trade Commission, that includes evidence that dumping may be occurring and illustrating injury or threat of injury. While the ITC investigates injury, the DOC investigates whether dumping has actually occurred. They make a preliminary assessment of the size of the dumping margin, and can immediately charge all imports of the good with a tariff equal to this margin. If the final investigation determines that dumping has not occurred, then that tariff is rebated. The DOC can calculate the fair market value in one of three ways: the price of the identical good sold in the exporter's home market; the price of the good in a third market; or a figure based on domestic production costs plus 10% for expenses and 8% for profits. If both the ITC and DOC rule in favor of the petition, a permanent tariff is placed on the good.

Countervailing duty cases involve the existence of a subsidy for the foreign producer. A complaint is filed with the DOC. It is also filed with the ITC if an injury test is required. If a producer is found to use any subsidized inputs, or receive any other type of subsidy that allows him lower production costs, then a countervailing duty is applied to the import of the good in an amount equal to the value of the subsidy. There are two main differences between this and the antidumping case: foreign firms do not need to be practicing price discrimination (and they may be charging exactly the same price as the domestic producer);  in some cases they do not have to prove injury-a countervailing duty can be charged even if domestic industry has not been threatened.

19. What is Section 301 of US trade law? Describe how it works. Do you think it is likely to be very effective? Comment.

Section 301 of US trade law (Unfair Foreign Practices) allows the President to limit imports of goods from countries that discriminate against US firms in their own markets.

A petition is made to the office of the US Trade Representative, USTR. The USTR has about 6 weeks to decide whether or not to accept the case. If she (U.S. Trade Representative Susan C. Schwab) does, her office negotiates with the other government (within the WTO for cases involving perceived violations of WTO rules or outside the WTO for other cases). The President has a year to rule to continue the talks, drop the case, or impose retaliation by closing the US market to (some or all of) the country's exports.

The effectiveness of Section 301 depends upon the enthusiasm with which the USTR and the administration pursue the claims. First, the USTR may reject any claim. Second, the President can stretch the cases out for a very long time. However, Section 301 may have some effect on opening markets that were partially or fully closed to US producers, as these cases can be very costly to foreign governments to negotiate.

20. In 1988, Senator Ernest Hollings of South Carolina was quoted as saying that "going the 201 route is for suckers." By this, he appeared to mean that American firms seeking protection from foreign competition would do better by using other trade remedies. Given your knowledge of how Section 201 and alternate forms of U.S. trade laws are administered, do you agree with the Senator's statement? Why or why not?

Given recent experience with U.S. policy, this statement is certainly correct. Section 201 provides only temporary protection to domestic firms. This protection must be approved by the President and is seldom imposed. In contrast, other trade remedies, including antidumping laws, are increasingly easy to obtain and are administered by agencies that are completely sympathetic to their use. Moreover, once protection is achieved it may be imposed on a permanent basis. The threat of an antidumping suit is often sufficient to cause foreign firms to raise their prices, thus achieving the desired goal for local industry.

21. What is the WTO? What services does it perform? Explain carefully.

The World Trade Organization (WTO) is an international institution created by the Uruguay Round Agreement to replace the GATT. Its chief goal is to ensure orderly international trading markets for all countries. Signatories to the WTO agree to follow a given set of rules in trading with each other, based on the most favored nation principle. In addition to setting the rules of trade, the WTO settles commercial disputes between members, and acts as a forum for international negotiations to reduce trade barriers.
22. Compare and contrast the Unconditional Most Favored Nation principle and national treatment.

Chapter 9 , “EU External Trade Policy” by Brülhart and Matthews, and “Understanding the WTO”:
23. Distinguish among free trade areas, customs unions, common markets and economic unions. Where do NAFTA and the EU each fit in this spectrum? 

Both free trade areas (FTAs) and customs unions (CUs) eliminate barriers between the member countries. In a FTA (e.g., NAFTA), countries are free to maintain their own individual barriers to other countries. In a CU, the members also agree to erect a common barrier to nonmember countries. A common market goes beyond a customs union. Most importantly, it adds free movement of resources (i.e., labor and capital). To the characteristics of a common market, an economic union would add a common currency (e.g., European Monetary Union) and common fiscal and monetary policies. There are many examples of FTAs, but fewer of the other groups:

FTA: NAFTA (United States, Canada, and Mexico), LAFTA (Latin American Free Trade Area).

CU: the EU, MERCOSUR (originally Argentina, Brazil, Paraguay, and Uruguay) 
24. Has the EU produced net benefits for its members? Has NAFTA? Support your conclusion.
25. Comment on the observation that the sign of a successful customs union is that world trade expands after it is formed.

Here is the graph from my notes: As discussed, trade diversion was 70 bushels per year, while trade creation was 40 bushels per year. While there was some trade creation, this is not a successful customs union (CU) because it lowers the welfare of even a small country that joins. World welfare drops as well.


Frequently people discuss trade in terms of the aggregate value of exports and imports. It is convenient; indeed, it would be difficult to discuss world trade without this aggregation. However, one must interpret the figures carefully. Obviously, world trade might expand for other reasons than the CU formation. It may be instructive to consider the value of trade in our simple example: Pre-CU, the value of imported grapes was $1,400/year (found as $20/bushel x 70 bushels/year). After formation of the CU, the value of imported grapes was $1,650/year (found as $15/bushel x 110 bushels/year). The value of imports increased here by almost 18 percent, yet it is not a successful CU.

26. Discuss the pros and cons of multilateral trade liberalization under the principle of unconditional MFN status versus the formation of regional trade arrangements.

There is no disputing the desirability of nondiscrimination in trade policy. Uniformity in tariffs and other trade policy measures promotes efficiency in world trading patterns. With their premise of nondiscrimination, multilateral agreements are more certain to produce greater world efficiency. For several decades following World War II, the multilateral negotiation process under the GATT also achieved rapid progress in trade liberalization. By the 1980s, however, progress slowed. There are a number of reasons for this. First, the major remaining barriers are no longer of the tariff variety. NTBs such as voluntary export agreements, technical standards, and regulatory barriers are difficult to compare across industries and countries and, accordingly, are difficult to negotiate. Regional agreements usually involve fewer countries who are more comfortable with each other and can better deal with some of the subtle issues in trade policy. Many (although by no means all) economists now feel that regional agreements are crucial if the world is to make any further progress in trade liberalization. Note: This is a controversial and involved issue. For an insightful discussion of the issues, see Paul Krugman, "The Move Toward Free Trade Zones," Federal Reserve Bank of Kansas City Economic Review, Nov./Dec. 1991, pp.5-25.

27. What conditions are likely to lead to a trade-diverting customs union? . . . a trade-creating customs union?

There is a variety of factors that will lead to trade diversion following the formation of a CU. The greater is the number of countries in the agreement, the smaller is the likelihood of significant trade diversion. Indeed, if the agreement includes all the countries of the world, trade diversion would be zero. Second, the higher is the CU’s common external tariffs), the greater is the likelihood of diversion. This is because CU members will have a greater competitive advantage the higher the tariff. Conversely, the lower the external barriers imposed by the CU, the greater the likelihood of trade creation. Another factor that could lead to trade creation is the presence of under-achieved economies of scale in manufacturing. As trade barriers fall, CU members would be able to exploit economies of scale by taking advantage of an expanding market for their goods.

Another factor favoring trade creation is strong pre-union trade and economic ties among the CU members. When a CU is composed of neighboring countries, more trade creation may occur because transportation costs pose less of a barrier. Last, and perhaps most surprising, the more competitive rather than complementary are the economies of the nations, the greater the prospects for trade creation. Thus a CU consisting of two countries, both industrialized (e.g, Candada and the US), would create more trade than one pairing an agricultural nation with an industrial nation (e.g, Mexico and the US).

28. Explain why trade diversion is considered bad and trade creation is considered beneficial?

Trade diversion is considered bad because the discriminatory policies of the preferential trade agreement cause resources to be redistributed away from low-cost worldwide comparative advantage countries to higher-cost partner countries. This represents a loss in world efficiency. Trade creation is considered to be good because the agreement exposes locally inefficient firms to competition from firms in partner countries, redistributing resources in the direction of greater world efficiency.

29. Which of the theories we have studied best explains the growth of intra-EU trade?

30. How has the external trade of the EU shaped its specialization in high technology industries?

31. How has the external trade of the developed countries (including the EU) shaped their specialization in low-skilled intensive industries? Consider both its effects on wage differentials and unemployment rates. Refer to the literature discussed in the articles by Cline and by Brülhart and Matthews.

32. How has the EU’s Common Agricultural Policy affected world trade in agriculture? Consider (and diagram) its effects on other agricultural exporters as well as countries that import agricultural goods.

33. Discuss how the varying requirements for unanimity versus qualified majority voting in the EU may impede or enhance progress in multilateral trade negotiations (see Brülhart and Matthews).
34. What requirements do WTO rules impose on the formation of regional trade agreements (RTAs)?

35. How has the proliferation of regional trade agreements (RTAs) affected the practical meaning of Most Favored Nation status in the context of the EU’s external trade? 

36. Explain the importance of rules of origin in the operation of RTAs. How has the EU dealt with their complexity?

37. Will the proliferation of RTAs lead to more trade creation or trade diversion? How does your prediction depend on progress (or lack thereof) in multilateral trade negotiations?

38. What are the estimates of the cost to the EU of its remaining external trade barriers?

39. How did the WTO agreement revise the dispute settlement understanding (DSU) procedures from the GATT? Have these changes improved the process? What are the major proposed revisions in the DSU in the Doha round?

40. Should trade policy be used as a tool to protect the environment? Summarize the arguments for and against this before stating you own views.

41. Do you think that incorporating labor standards into future trade agreements at the WTO is likely to speed or impede progress on the adoption of core labor standards? Summarize the arguments for and against such incorporation before stating you own views.

42. Do you think that the EU’s desire to strengthen the precautionary principle stems more from rational health concerns or from protectionism? My own view is that many people tend to worry too much about slight risks, such as hormone-treated beef, and not enough about proven risks, such as smoking, obesity, and a sedentary lifestyle. Thus, I believe that the EU ban on hormone-treated beef is inconsistent with their own behavior and likely motivated by protectionism – but you are free to disagree provided you present a valid, logical argument.
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