21.

a)

The labor coefficient for two countries is

	
	America
	China

	Steel (S)
	10L/S
	20L/S

	Airplane (A)
	10L/A
	5L/A



The opportunity cost of producing the output in both countries is given as aLS/aLA.

	
	America
	China

	Steel (S)
	1A/S
	4A/S

	Airplane (A)
	1S/A
	0.25S/A




According to the theory of comparative advantage, a country with lower opportunity cost of production have the comparative advantage in producing that good. In this case, America has lower opportunity cost of producing Steel, then it has comparative advantage in Steel(S). On the other hand, China has the lower opportunity cost of producing Airplane, then China has comparative advantage in Airplane (A).


b)

The wage rate in America and China is $5/L. This implies that the cost of producing 1 unit of steel in America is ($5 x 10) =$50/S. On the other hand, the same can be produced in China with domestic cost of ($5 x 20) = $100/S. Assuming a competitive market in both domestic and foreign economy, at equilibrium P=MC. Therefore, the domestic price of steel in America is $50 while that of in China is $100. Therefore, America can export Steel to China. 

Similarly, the cost of producing 1 unit of airplane in America is ($5 x 10) =$50/A. On the other hand, the same can be produced in China with domestic cost of ($5 x 5) = $25/A. Therefore, the domestic price of airplane in America is $50 while that of in China is $25. Therefore, China can export Airplane to America. 

This implies that both countries are able to export the goods they have comparative advantage in.


c)

The wage rate in America and China is $5/L. This implies that the cost of producing 1 unit of steel in America is ($5 x 10) =$50/S. On the other hand, the same can be produced in China with domestic cost of ($1 x 20) = $20/S. Assuming a competitive market in both domestic and foreign economy, at equilibrium P=MC. Therefore, the domestic price of steel in America is $50 while that of in China is $20. Therefore, America can not export Steel to China. 

Similarly, the cost of producing 1 unit of airplane in America is ($5 x 10) =$50/A. On the other hand, the same can be produced in China with domestic cost of ($1 x 5) = $5/A. Therefore, the domestic price of airplane in America is $50 while that of in China is $5. Therefore, China can export Airplane to America. 

This implies that China is able to export the good they have comparative advantage in to America but America can not export the good to China it has comparative advantage in. 


22.

a)

The statement is FALSE.

In Ricardian model there is only one factor of production, labor (L). The Ricardian model also assumes that the country can have mutually beneficial trade if it produces and export the good it has comparative advantage in it. The comparative advantage depends on the factor intensity or factor coefficient. That is the amount of labor needed to produce one unit of each good. The same can only be altered by technological improvement. The rise or fall in factor endowment does not affect the comparative advantage of the country. Therefore, in Ricardian model difference in factor endowment can not be the basis of beneficial trade. 

On the other hand, the difference in teste is not the basis of trade in Ricardian model. The difference in opportunity cost of production is the only assumption that drive mutually beneficial trade.


b)

The statement is TRUE.

The assumption of Ricardian model states that the country will have comparative advantage in the good that uses its relatively abundant factor more intensively. This can lead to mutually beneficial trade. The technological advancement, that alters the factor intensity in favour of the country can lead to mutually beneficial trade or increase the gains from trade.








23.

i.

The original PPF of the country is given as



Therefore, assuming the values of the variables




The PPF is depicted below

[image: ]

The country uses half of its resources to produce X and another half to produce Y. Then 50L is to produce X and 50L to Y. Therefore, production of X is 50L/(10L/X) = 5X and production of Y is 50L/ (5L/Y) = 10Y. This is depicted as point X. As the country is in autarky and given standard assumption X is also the consumption point. 


ii.

The world price for X is 1Y/X. Therefore, the country can gain by buying X from the international market as in domestic country X cost 2Y/X. Then at the current production point if the country exchange X for Y, it can get as much as 10Y(1X/Y) = 10X. Then the consumption of Y can be increased up to (10X+5X) = 15X. The consumption possibility after trade is

[image: ]

Then the gains from exchange is (15X-5X) =10X.


iii.

The country can specialize according to the comparative advantage. The opportunity cost of one unit of X in the world market is one unit of Y. The opportunity cost of producing one unit of X in home market is 2 unit of Y. Then the country has comparative advantage in producing Y. If the country specializes it will produce only Y. The country can produce as much as 20Y. The country will exchange this for 20X in the world market. Then the gains from specialization in the world market is (20X-15X) = 5X.

[image: ]


31.

a)

 Given the capital and labor endowment, the relative capital endowment in A is 1K/L and the relative labor endowment in B is 2K/L. Then B is relatively capital abundant and A is labor abundant. This implies without trade and factor mobility the relative price of labor is lower in country A and that of capital is lower in country B. As the international restriction of factor mobility abolished, factor will flow from relatively cheaper factor price to relatively higher factor price country. That is labor will flow from A to B and the capital will flow from B to A. This will continue until the relative price of the factor or (w/r) is same between two countries.


b)

In H-O model the model predicted that given the free trade of prices and similar production technology the factor prices will be equalized in the both countries even if there is no movement of capital and labor between countries. This result is observed in the previous model, even the countries does not have trade in goods. Then the above model suggests that with either free flow in factor of production or in goods, the factor prices will be equalized in trading countries.



image1.png




image2.png
25

wol
(Px/Py)

rid

=1XIY





image3.png
25,

10;

worl
(Px/Py)  =1XIY

PF{(spacialization)

PPF

Gains from spacialization




