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UNIVERSITY OF WARWICK 
 
Summer Examinations 2015/2016 
 
International Trade 
 
 
Time Allowed: 1.5 hours. 
 
Answer ALL THREE questions in Section A (48 marks) and ONE question in Section B (52 
marks).  Answer  Section  A  questions  in  one  booklet  and  Section  B  questions  in  a  separate 
booklet 
 
Read carefully the instructions on the answer book provided and make sure that the particulars 
required are entered on each answer book. If you answer more questions than are required and 
do not indicate which answers should be ignored, we will mark the requisite number of answers 
in the order in which they appear in the answer book(s): answers beyond that number will not 
be considered.  
 

 

Section A:  Answer ALL THREE questions 

 
 
 
Briefly provide answers to all three of the following questions (16 marks each): 
 
1.  Explain the similarities and differences between a free trade area and a customs union. 

What are their advantages and disadvantages with respect to the political process 
underlying the implementation of each? 

 
 
2.  Consider the “transfer problem” that was debated by John Maynard Keynes and Bertil 

Ohlin. Explain in words and also with the help of an appropriate diagram why income 
transfers from one country to another can matter for global prices and thus welfare 
across countries. Would you say that Keynes’ position was more or less realistic than 
Ohlin’s, and why? 

 
 
3.  Imagine two countries called Albion and Gallia. Albion has plenty of current income but 

is a slow-growing economy. Gallia is growing fast with many attractive investment 
opportunities. Draw the production possibility frontiers (PPFs) of Albion and Gallia in 
autarky with present consumption on the horizontal axis. Indicate the opportunity costs 
of current consumption in each country in terms of the interest rate. Then draw a global 
PPF that represents the equilibrium with unrestricted international borrowing and 
lending, and also indicate the opportunity costs. Also briefly explain your graphs in 
words. 
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Section B:  Answer ONE question 

 

 
Answer one of the following two questions (52 marks each): 
 
4.  Assume that all Netbooks are identical goods, and that the market is competitive. The 

demand for Netbooks from users in the US is given by the demand curve 
 

Q = 9 – P, 
 

and the supply of Netbooks from US manufacturers is given by the supply curve 
 

Q = P – 2, 

 
where the price P is measured in hundreds of dollars and the quantities Q are measured in 
millions. The market for Netbooks in the US is large enough to influence the world price. 
The export supply curve of foreign manufacturers selling in the US market is given by 
 

Q = 2P – 1.  

 
a)  What would be the price of a Netbook in the US if imports were banned? (4 marks) 

 

b)  If Netbooks can be imported freely into the US: 

 

(i)  What is the equilibrium price of Netbooks in the US market? (7 marks) 

 

(ii)  What are the quantities consumed, produced, and imported in the US market?    

(2 marks) 

 

(iii) What are the resulting consumer, producer, and total social surpluses (i.e., 

consumer and producer surpluses combined) in the US? (4 marks) 

 

c)  If the US imposes a tariff t (in hundreds of dollars) on each Netbook imported: 

 
(i) 

Find the equilibrium prices of Netbooks in the US corresponding to t = 2, 4, 6. 
(5 marks) 

 
(ii) 

For each of these tariff levels, find the equilibrium quantities consumed, 
produced, and imported in the US market. (5 marks) 

 
(iii) 

For the cases of t = 2 and t = 4 only, calculate the consumer, producer, and 
total social surpluses (i.e., consumer and producer surpluses and tariff revenue 
combined) in the US. (5 marks) 

 
(iv) 

Compare the social surpluses attained for each of these two tariff levels to the 
total social surplus under free trade. In each case, give the economic intuition 
for the difference. (5 marks) 

 

d)   Find the tariff that maximizes US welfare (i.e., total social surplus). (15 marks) 
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5.  Imagine a world with two countries, US and Canada, and two goods, wheat and autos. 

Labour is the only factor of production. It is mobile across sectors within each country 
but not mobile across countries. The following table gives the amounts of labour needed 
per unit of output of the two goods in the two countries:  
 

 

US 

Canada 

Wheat 

8 

6 

Autos 

16 

27 

 
Free trade prevails. Throughout this question, under trade the US produces both goods, 
while Canada is completely specialized. 
 
a)  Which good does Canada produce? Why? (5 marks) 

 

b)  What is the equilibrium price of an auto relative to (i.e., measured in units of) wheat? 

(5 marks) 
 

c)  Suppose workers in each country split their spending equally across the two goods. 

How many autos and how much wheat will each US worker buy under free trade? 
Repeat these calculations for each Canadian worker. Choose wheat as the numeraire. 
(10 marks) 
 

d)  Now suppose the amount of labour required to produce an auto in the US drops from 

16 to 12, while that required to produce a unit of wheat stays at 8. Repeat the 
calculations in part c). Explain whether Canada benefits from technical progress in 
US auto production. (10 marks) 
 

e)  Next suppose instead that the amount of labour required to produce a unit of wheat in 

the US drops from 8 to 4, while the amount required to produce an auto stays at 16. 
Repeat the calculations in part c). Explain whether Canada benefits from technical 
progress in US wheat production. (10 marks) 
 

f)  Which technical progress benefits Canada, and which one hurts it? What general 

principle can you infer? Explain how your argument is related to Canada’s terms of 
trade. (12 marks) 
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