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PROBLEM SET 7

Problems for Chapters 11 and 12

Additional Problems

1.
Which of the following three beverage companies is guilty of dumping in the U.S. market?  Explain.

	
	Banzai Breweries

(Japan)
	Tipper Laurie, Ltd.

(United Kingdom)
	Bigg Redd, Inc.

(Canada)

	Average Unit Cost
	$10
	$10
	$10

	Price Charged for Domestic Sales
	$10
	$12
	$9

	Price Charged for Export Sales to the U.S.
	$11
	$11
	$9


2.
Suppose that the U.S. imports 1,000 TVs from South Korea who makes them at $200 each (PW).  With a 50% percent tariff, the consumer price in the United States is $300 per TV.  The price of a TV in Mexico is $250.  If the U.S. and Mexico were to reach a free trade agreement, the United States would import 1,200 TVs from Mexico and none from South Korea.  This is illustrated in the diagram below:
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a.
How much trade creation is there?  How much trade diversion?


b.
Assess whether the free trade agreement with Mexico is beneficial to the U.S. or not, i.e. estimate the areas that show the welfare effect on the U.S. of the trade creation and trade diversion and find the net gains.


c.
How many in extra imports would have to be generated to offset the welfare effect of the trade diversion on the U.S.?


d.
If the U.S. decided to trade freely with all countries, rather than form a free trade area with Mexico only, how much trade creation and trade diversion would there be?  What would be the welfare effect on the U.S.?

Answers to Problems in Textbook

(Answers to problems with * are in back of textbook)

Pugel 14, p. 257: 2

The objective of the revision should be to make anti-dumping policy contribute to U.S. national well-being.  The policy should be targeted toward predatory dumping and aggressive cyclical dumping.  It should take into account domestic consumer interests as well as domestic producer interests.  It generally should not impose anti-dumping duties on persistent dumping that involves international price discrimination when U.S. buyers are the beneficiaries of lower prices.  The specific provisions could include the following.  First, the definition of dumping should be changed.  Dumping should be defined as pricing an export below average variable cost or marginal cost.  This change will permit the definition of dumping to be focused on the overly aggressive pricing that is often characteristic of predatory dumping or aggressive cyclical dumping.  Second, the test for injury should consider the benefits to domestic consumers from low-priced imports, in addition to the harm to domestic producers.  A radical alternative is to abolish the anti-dumping law and instead focus on prosecuting any predatory dumping using U.S. anti-trust laws.  Another alternative is to take up the issue in the next round of trade negotiations under the WTO. 

Pugel 13, p. 280: 2


The most favored nation (MFN) principle states that any trade policy concession given by a country to any foreign country must be given to all other foreign countries having MFN status (i.e. to all foreign countries belonging to the WTO).  Thus, trade blocs are not consistent with the MFN principle. However, the WTO makes exceptions for comprehensive trade blocs between countries (that is, for trade blocs that include virtually all products that the countries in the bloc trade).

Pugel 13, p. 280: 4


In a free trade area the member countries permit free trade among themselves but each maintains its own set of tariffs and non-tariff barriers to imports from outside countries.  Rules of origin are necessary to prevent outside countries from sending their exports into a low-barrier member country and then shipping these products on to a high-barrier member country, to circumvent the high barriers in the second member country.  Rules of origin can be protectionist because they force firms to use materials and components produced within the free trade area.  If those materials could be acquired more cheaply from outside the free trade area, rules of origin result in trade diversion.

Answers to Additional Problems

1.
If the definition of dumping is selling in the U.S. below the price charged at home, Tipper Laurie is guilty of dumping.  If the definition of dumping is selling in the U.S. below the average cost of production, Bigg Redd is guilty of dumping.  Banzai does not engage in dumping under either definition.

2.
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a.
The U.S. imports 200 more TVs (all from Mexico) than with the tariff, so this is trade creation.  Of the 1200 TVs imported after the agreement, 1000 are diverted from South Korea to Mexico.

b.
Gain from/Benefit of Trade Creation = area B+D = ½  x $50 x 200 = $5000


Loss from/Cost of Trade Diversion = area E = $50 x 1000 = $50,000


Net gains/benefit = $5000 - $50,000 = - $45,000

c.
The extra imports generated would have to be enough to make area B + D (the effect of trade creation) equal $50,000, area E (the effect of trade diversion).  Thus,

½ x $50 x extra exports = $50,000 ( extra exports needed are 2000 TVs (making total imports 3000 TVs).

d.
The U.S. would import all TVs from the lowest cost producer (S. Korea).  There would therefore be no diversion of trade from S. Korea to Mexico.  There would only be trade creation as U.S. imports of TVs from S. Korea increase from 1000 (with tariff) to 1400.  The net benefit would be equal to the right triangle composed of areas B+D+F+G = ½ x $100 x 400 = $20,000.

TEXTBOOK (PUGEL, 14):


Chapter 11 (p. 257): 1*, 2


Chapter 12 (p. 280): 1*, 2, 3*, 4, 5*, 7*, 9*


* Answers in back of textbook
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