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CHAPTER 4 Essential microeconomic tools and tariff analysi

Intmdu ction : opean economic integrati
This chapter presents the tools that we shall need when we begin opr Stl;dgs siiggoi S redgce t(k)12
in the next chapter. The tools are simple because we make a series ol &
complexity of economic interactions.

The primary simplification in this chapter concerns
assumed to be ‘perfectly competitive’, that is, we assume :
in the market. Firms, in other words, believe that they have.no'lmp
as much as they want at the market price. A good way of thinking a

. : . . ; i t
firm as so small that it believes that its choice of output has no 1mpac
; ; ego toys or the D
very rough approximation since even medium-sized firms — the Danish producer of Lego toy utch

brewer of Heineken, for example — realize that the amount they can sell is il t-he pglcc;k’ihsgoiharge.

The second key simplification concerns technology, in particular scale eco.non;lles. " . (;)mles
refer to the way that per unit cost (average cost) falls as a firm produces more units. ; mos_ eve;rtg Hl EStrg
Is subject to some sort of falling average cost, so considering them (in Ch a‘pter' O Sl
great deal of simplification can be gained by ignoring them. This simplificateitEiEe R e
the essentials before adding in more complexity in subsequent chapters.

the behaviour of firms. In partiC}llar, all firms are
that firms take as given the prices they observe
act on prices and that they could se]
bout this assumption is to view each
on market prices. This is obviously a

4.1 Preliminaries I: supply and demand diagrams

Assessing many economic aspects of European integration is made clearer with the help of a simple yet
flexible diagram with which to determine the price and volume of imports, as well as the level of domestic
consumption and production. The diagram we use — the ‘import supply and import demand diagram’ — is
based on straightforward supply and demand analysis. But to begin from the beginning, we quickly review
where demand and supply curves come from. Note that this section assumes that readers have had some
exposure to supply and demand analysis; our treatment is intended as a review rather than an introduction.
Readers who find it too brief should consult an introductory economics textbook.

Well-prepared readers may want to skip this section, moving straight on to Section 4.2.

411 Demand curves and marginal utility

A demand curve shows how much consumers would buy of a particular good at any particular price.
Generally speaking, consumers strive to spend their money in a way that makes them better off. Their
demand curve is thus based on some sort of economic calculation.

To see this, the left-hand panel of Figure 4.1 plots the ‘marginal utility’ curve for a typical consumer.
But what do ‘utility’ and ‘marginal’ mean in this context? Utility means nothing more and nothing less than
‘happiness’, and we measured the happiness in euros. Money sounds like a shallow measure of happiness,
but we are talking about the happiness people get from consuming goods, like a cappuccino or a bottle
of fresh-squeezed orange juice. For such things, we are weighing the cost of bu
money we have to give up to get it, so the money is a natural — if not perfect — measure of the happiness
the good gives us. The word ‘marginal’ is here used to mean nothing more and nothing less than ‘one more'.
Putting together, ‘marginal utility’ means the money-value of consuming one more cappuccino.

For exarpple, if we are considering the demand for cups of coffee, the marginal utility curve shows how
much extra joy a consumer gets from having one more cup starting from any given number of cups already
consumeq. Typically the extra joy from an extra cup falls with the number of cups bought per day. For
SxampS l.f t}.le consumer buys very few cups of coffee today, say ¢’in the diagram, the gain from buying an
extra one is likely to be pretty high, for example mu/ in the diagram. If, however, tile consumer has already

bought lots of cups already, then the gain from one more is likely to be much lower. This is shown by the
pair, ¢” and mu”. ;

This marginal utility curve allows us to work
Suppose the consumer could buy as many cups
the consumer is wise, and we assume she is, she
bought is just barely worth the price.

ying the thing versus the

out how much the consumer would buy at any given price.
as she likes at the price p*. How many would she buy? If
will buy cups of coffee up to the point where the last oné
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Figure 4.1 Optimization and demand and supply curves
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In the diagram, this level of purchase is given by c¢* since the extra benefit (marginal utility) from
buying an extra cup exceeds the cost of doing so (the price) for all levels of purchase up to c*. At this point,
the consumer finds that additional cups would not be worth the price. For example, the marginal utility
from buying c¢* plus one cups of coffee would be below p*.

This is the demand curve for one individual. When we want to know how many cups will be bought in
a particular market, we add all consumers’ individual marginal utility curves horizontally. This is obvious
once you think about it. If the price is p* and there are 100 identical consumers, market demand will be
100 times c*. And a similar calculation holds for all prices. In particular, at P™, no one will buy coffee, so

individual and group demand is zero. ‘
A key point to retain from this is that the price that consumers face reflects the marginal utility of

consuming a little more.

41.2 Supply curves and marginal costs s
Derivation of the supply curve follows a similar logic, but here the optimization is done by firms. The right-

hand panel of Figure 4.1 shows the ‘margingl cost’ cur\‘/e facing e} tgpii:al fi}rm (assume they are all identical
for the sake of simplicity). As before, marginal means ‘one more and ‘cost’ means cost. Thus marginal cost
is the extra cost involved in making one more unit of the good. . ‘ .
While the marginal cost of production in the real WOI.‘ld often decln.les w1th_the scale of production,
allowing for this involves consideration of scale economies and tl}ese, in turn, mtrc':du.ce a whole range
of complicating factors that would merely clutter the. analys1s'at this stage. T_o keep it -Sunple, we assume
that firms are operating at a point where the mal:gm.al cost is upv&_fard sloping; th.at is, tITat the cost of
Producing an extra unit rises as the total number of u.mts produced rlses..The curve in the diagram shows,
for example, that it costs m¢’ to produce one more l:lllt when th.e production le.zvel (e.g. the' nurpber of cups
of coffee pel; day) is ¢. This is less than the cost, mc”, of producing an extra unit when the firm is producing
q ulr}lgtlsngiz ?seglz.rve we can determine the firm’s supply behaviour. P‘resuming that the fm wants to make
ossible from selling coffee (or as economists put it, they want to maximize profit), the

SO el t where the marginal cost just equals the price. With a little reflection,

firm wiy supply goods up to the poin
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100
,r'/
er to the question: HOW many cups of coffee should the firm prody,,

the most money? ‘
= will want to supply q* units. Why? If the firm offel?ed one legg
er all, at that Jevel of output, the price the fipy,

Likewise, the firm would not wap

f producing it. !
the marginal cost of producing an extra uni i

by adding all the firms’ individual marging)

you will see this is the correct answ
and sell at the price p* in order to Maxe
# the firm

For example, if the price is.p' ; g
than ¢* units, it would be missing out on some pro it.
would receive for the good, p*, exceeds the marginal cost 0
to supply any more than ¢* since, for such a level of output,

more than the price. Again, we get the aggregate supply curve

cost curves horizontally.
A key point here is that, under pe
production cost, that is, the cost of pro
As it turns out, these curves not only show h
price, they also show how much they will gain from t

selling for firms).

rfect competition, the price facing producers reflects the marging)

ducing one more unit than the firm produces in equili.brium_
ow consumers and firms act when faced with a particulay

heir actions (buying for CONSUIMELS, producing anq

4.1.3 Welfare analysis: consumer and producer surplus

Since the demand curve is based on consumers’ evaluation of t
good and the supply curve is based on firms’ evaluation of the cost of produ
to show how consumers and firms are affected by changes in the price. The jargon name for the concepts

we will use are: ‘consumer surplus’ for consumers, and ‘producer surplus’ for firms. This section explains the

con(cjepts and how they are used to measure the value to consumers and firms from this buying and selling.

k. onsumers bug up to the point where their marginal utility just equals the price. For all other units bought

; uip rlrlllzl:%mal ;)ltlll.tg e)iceeds the price. This means that the consumer gets what is known as ‘consumel;

rom buying ¢* units at price p* (see Figure 4.2). In plain English, thi
- ey ’ : . S
(in terms of utility) than they pay for. How much more? ¥ B s S CRRy R
For the first unit bought, the margi i .

: 3 ginal unit was § i i ;

is the area shown by the rectangle ‘a’. For the secoyz(z; bm‘; th}f s I')ald W'a's e Rty
unit, the marginal utility was somewhat lower

he happiness they get from consuming a
cing it, the curves can be used

Figure 4.2 Deriving consumer and producer surplus

Price i
1 Price
I
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g:ﬁlhzrvjirtlsusl}fg\?v :l'f;lgl:talr)n)’ S0 the surplus is lower; specifically, it is given by the area ‘b'. Doing the same

. at buying c* units at p* yields a total consumer surplus equal to the sum of all the
resultm.g rectangles. If we take the units to be very finely defined, the triangle defined by the points 1, 2
and 3 gives us the total consumer surplus. Box 4.1 discusses a real-world illustration of consumer surplus.

Box 4.1 Consumer surplus and Swiss Rail's Half Fare Card

Switzerland’s wonderful rail s

T iy ystem can be expensive, so many tourists buy the H.alf.Fare Card; in 2918,
TR S cs (CHF) for a 'On.e—month pass that lets the traveller buy train tickets at half price.
: : at people pay to get unlimited access to a lower price is an example of consumer surplus
in actl(?n. To see this, ask yourself what would be the maximum you would pay for being able to buy
hal'f—pr{ce tickets. For example, suppose you were planning a two-week trip that involved 20 individual
tra.un trips. Suppose the average, full price was 20 CHF, so you would spend 400 CHF without the card.
With the card you spend only 200 CHF, so you would be willing to pay up to 200 francs for a Half Fare
Card. In fact, you would probably be willing to pay a bit more than 200 CHF since at the lower per-trip
price (i.e. 10 CHF versus 20), you would probably take a few trips more than you found optimal at the
full price. In this example, you should buy the half-price card.

Here you are paying a fixed amount to get access to a lower price. Even though you still have to
buy every ticket, the fixed sum is worth it since you are getting utility in excess of the price you pay.
When you think about it, this must be true since you are willing to pay a fixed fee of 120 CHF to be able
to buy cheap tickets. This would not be the case if there were not consumer surplus.

~ )

An analogous line of reasoning shows us that the triangle formed by points 1, 2 and 3 in the right-hand
panel gives us a measure of the gain firms get from being able to sell ¢* units at a price of p*. Consider the
first unit sold. The marginal cost of producing this unit was mc’ but this was sold for p* so the firm earns
a surplus, what we call the ‘producer surplus’, equal to the rectangle ‘c’ in the right-hand panel. Doing the
same exercise for each unit sold shows that the total producer surplus is equal to the triangle defined by
points 1, 2 and 3. :

By drawing similar diagrams on your own, you should be ab-le to convince yourself that a price rise
increases producer surplus and decreases consumer surplus. A price drop does the opposite.

4.9 Preliminaries Il introduction to open-economy supply and demand analysis
e ‘workhorse’ diagram — the open-economy supply and demand diagram — that
. ic integration. Well-prepared readers may consider skipping
1 dy of European economic I . y pping,
EGS_Sentlal tf) ﬁ;lr itléogthe tariff analysis in Section 4.3. The diagram, however, is used throughout this
choa‘;)ltf1 ; Strg lgle noext so even advanced readers may wish to briefly review the diagram’s foundations; if
er an ;

nothing else, such a review will help with the terminology.

This section introduces th

4.2.1 The import demand curve

We first look at where the import demand curve comes from. Figure 4.3 facilitates the analysis.
rst look a

; icts a nation’s supply and demand curves for a particular
The left-hand panel of Fhe (jlcigfsa rcr)lndtffc)a vertical axis; quantity is on the horizontal axis. If imports
geodyasjusualthijdormies 46 ER ome reason, the nation would only be able to consume as much
of the good were banned foruls ket price of P* since this is the price where the a.mount
) S IEEe, T S gl + matches the amount that firms want to produce. Plainly, import
that; consumers mantitolbAY Jus licity, we assume that imported and domestic goods are perfect
de{)nand is zero at P* (fOrI; pséinrlft)isma{rked in the right-hand panel as point ; this diagram has the same
Substitutes). This zero-impo

: rizontal axis.
price on the vertical axis, but plots imports on the ho

d be a mar
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Figure 4.3 Deriving the import demand curve and welfare changes
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Note: R i i i i -
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Power oint presentatlon aValla Oomp. i ite: ‘[)// . ducation.co uk/tethOOk /baldwin/

P ble on the companio: website: ht www.mhe : . S/ba o

How much would the nation import if the pric . -
import price will fix the domestic pr?ce. Imports atrete ;1‘;3;;;0;:,23:&%;; ;’T;l RS L L
than P’. Of course, fiomestic producers must match the import competition ,sc()) ;‘l%consumer i) % e
T ety ot et o, rotion s npors o
e M & pro u/ctlon \‘ivould be Z'. As C’ exceeds Z’, consum . B bion
: s are willing to produce at P’. The excess’ demand is met by i o STY) IUOIE Ut
are It;‘he difference between C’ and Z' (in symbols, M' = C" — Z"). y imports. That is to say, imports
smiFor convenience, we can .ShOW the level of imports that corres et -
g?é)u(;ﬁ ' g)n Iihsalr}t?cr:lzl(;?tj:eaﬁi tind pribc.e on the _Vertical axis (thispi(;flshsetc(;ifg :;lrihoa; (:ltlk?s_tjr‘%}n}l1 thgt has
hand panel of the diagraitm PI’)erforriiCr? thmatlon X lmQOIt deapdisilahhopricaat fas po;tlgg thsm? ];)f
i ke gie](is ST Oi de same exercise foxj P’ yields point 2, and doing the saml:f e
at any given domestic price. The regultin emand curve, that is, the amount of imports that the natio?lr ;evvertg
i e s g ?l}rvg 1§_ shoyvn as MDy in the right-hand panel. (For i e
y Home' to distinguish it from its trade partner, which .We 2;5?}1;;2‘11;2(36’

Welfare analysis: MD curves as the marginal benefit of imports

When studying Euro ici
pean economic integrati it
to which a policy raises gl bl critical question that arises ti ol
keeping in mind?che usuaarcl;\jv eis nations’ well-being. As before, we will use n?ot:;e tand B e
ea this bei ) ing -
but a good measure when it co s about this being a rather shallow measure of ha : i % me.asure ol
Dy g S {nes to pragmatic things like the price of good . st
; ML ) seful to know h -
diagrams in Figure 4.3). Consi L is wi
3). Co A _ analysis i
it hatiee domegtic prslc(ie:i: rls{)e in hthe import price from P’ to P” A%ls :alrgvlvllet(ki1 :gg‘flg?}f_ i“dh left-hatr\rti
: ] esbunhesam : e, the higher impo
since consumption drops o Y e amount. The correspondi i /
ps to C” and production rises to Z”. We can seé) the 1221;:1:: la?lfallmpo?ts ctilrolp o M,ci
ysis in the left-han
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1 using th 3
panel using the standard notions of consumer and producer surpluses (see Section 4.1). Specifically, the

ice rise lowers co
inThe e p;?::]n;ir Surﬁ)lus by_ A+ B+ C + D. The same price rise increases producer surplus by
th-e SRR el O?NS 10w this appears in the import demand diagram. From the left-hand panel
ans a net loss to the country of B + C + D, since the area A cancels out (area A is a

in to Home pro 3%
gau P ductels and a loss to Home consumers). In the right-hand panel, these changes are shown
as areas C and E; as it turns out, area B equals area B + D .

A powerful perspective: trade volume effects and border price effects
It proves insightful to realize that the MD
Before explaining why this is true, we sh
C and E when the price of Imports rises
Home pays more for the units it im
rise was €1.2 per unit and M

p curve shows the marginal benefit of imports to Home.
ow that it is a useful insight. As we saw above, Home loses areas
from P’ to P”. Area C is easy to understand. After the price rise,
ported at the old price. Area C is the size of this loss. (Say the price
_ , ' was 100; the loss would be €1.2 times 100; geometrically, this is the area C
since a rectangle’s area is its height times its base.) Understanding area E is where the insight comes in
handg. Home reduQes its imports at the new price and area E measures how much it loses from the drop in
imports. /The mgrgmal value of the first lost unit is the height of the MDy; curve at M”. But since Home had
to pay P for. this unit, the net loss is the gap between P’ and the MDy curve. If we add up the gaps for all
the extra units imported, we get the area E. The jargon terms for these areas are the ‘border price effect’
(area C) and the ‘import volume effect’ (area E).

To understand why MDy, is the marginal benefit of imports, we use three facts and one bit of logic:
(1) the MDy curve is the difference between the domestic demand curve and the domestic supply curve;
(2) the domestic supply curve is the domestic marginal cost curve, and the domestic demand curve is
the domestic marginal utility curve (see Section 4.1 if these points are unfamiliar); and (3) the difference
between domestic marginal utility of consumption and domestic marginal cost of production is the net gain
to the nation of producing and consuming one more unit. The logical point is that an extra unit of imports
leads to some combination of higher consumption and lower domestic production, and this leads to some
combination of higher utility and lower costs; the height of the MDy curve tells us what that combination
is. Or, to put it differently, the nation imports up to the point where the marginal gain from doing so equals
the marginal cost. Since the border price is the marginal cost, the border price is also an indication of the
marginal benefit of imports. ; ' ; '

To see these points in more detail, see the n.Iteractlve PowerPoint pres.entatlons available on this book’s
Online Learning Centre, http://WWW.mheducatlon.co.uk/textbooks/baldwm/.

4.2.2 The export supply curve

Figure 4.4 uses an analogous line o
in mind is that the supply of impo
sake, suppose that there is only one
demand curves look like the left-han
to the areas in Figure 4.3.)

f reasoning to derive the import supply schedule. The first thing to keep
rts to Home is the supply of exports from foreigners. For simplicity’s
foreign country (simply called ‘Foreign’ hereafter) and its supply and
d panel of the figure. (Note that the areas in Figure 4.4 are unrelated

! ; ve, we start by asking how much Foreign would export for a particular
pricI:,S ;2?;3:;55 Ofigvegilcll? \(:vlz)ruld it export if the plrice of its exports w.as P? At price/P’, Floreign firms
Woul(-i produce Z' al,’ld Foreign consumers would buy C'. The excess pro.ductlon (equa.l to X =7 o (.}’) wopld
be exported. (Note that, as in the case of import demand, the export price sets. Qle price in Fore.lgn, For]eilgn
firmsI; ‘ on to’sell for less since they can always export, ?}“d competitionamong Foreign supp 3{;
e a;/e no tre:;tls st H charging Foreign co.nsumefs a higher price.) Th(f: fa2ct that Foreign wo
s Iéxeven a} Y the export price is P'is shOYV“ in the .rlght-hand pan.el atpoint2. 1
port X’ when : risi(ile! Home's import price) rose, Foreign would be willing to supply a
! As the price for Foreign exbo sonf‘; The higher price would induce Foreign firms to produce more and,
higher level of exports for two A émple the price P” would bring forth an import supply equal_ to X
Foreign consumers to buy 1ess. Homes : hand panel. At price P, exports are zero. Plotting all

F ke Fro oint 3 in the right- Y Y
Shl}sl equals 2" — C"); ﬂﬁs 155";\: lﬁzspinel produces the export supply curve XSg. We stress again the simple
uch combinations in the right-

9% o Foreighiexto rt supply is the Home import supply, thus we also label XS as MSy.
ut critical point that the X0
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]fare changes
Figure 4.4 Deriving the export supply G T
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Welfare

Th.e lelft-hand panel also shows how price changes translate into Foreign welfare changes. If the export
price rises frorr; P’ to P”, consumers in Foreign lose by A + B (these letters are not related to those in the
previous figure), but the Foreign firms gain producer surplus equal to A i

. SSBERE is
therefore C + D + E. Using the export supply curve XSg, we can show the same n+ D + E. The net gain
right-hand panel as the area D + F. Note that the insight from the MD
is, the XSg curve gives the marginal benefit to Foreign of exporting

This review of import supply and demand was very rapid — pro.

never used such diagrams and probably too slow for gtudzlll(its vrzrzobﬁblg too rapid for students who have
in the first category, interactive PowerPoint presentations that 0 have. For those who find themselves
available at www.mheducation.co.uk/textbooks/baldwin go over the diagram in greater detail ar¢

et welfare change in the
H Curve extends to the XSy curve, that

4.2.3_The workhorse diagram: MD-MS

Assuming imported and domesti
where the demand and supply of i
supply and demand diagram
of imports, it does not per

cally produ ‘ . )
mportls) meefer?aﬁglils z;)re identical, the domestic price is set at the point
0 MD-MS diagram for o rr . (L Stands for free trade). While the imP°

mit us to see the impact ofOrtr is handy for determining the price and volu®
-hand panel becq price changes on domestic consumers and fim™
iy usefl.ll, In particular , we know that the market cleal®
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Figure 4.5 The MD-MS and open-economy supply and demand diagrams
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Having explained these basic microeconomic tools, we turn now to using them to study a simple but
common real-world problem — the effects of a tax on imports from all nations. Such taxes are called tariffs.

4.3 MFN tariff analysis

To build from simple to complex, we preface the analysis of preferential trade liberalization in Europe with
a simpler example, but one that nevertheless is useful for understanding the world. That is, we introduce
the basic method of analysis and gain experience in using the diagrams by first studying the impact of
removing the simplest type of trade barrier — a tariff that is applied to imports from all trade partners. We
call this a non-discriminatory liberalization. . :

Although this is not what happened when Europe mtegrat.ed econ(.)mlcaI.IQ, we first look at the non-
discriminatory case since it is less complgx. An extra benefit of .takmg .thlS detour is that it helps us
understand the effects of the EU lowering its common external' ta.rlff —asit ‘dogs in the context of world
trade talks (see Chapter 12). For historical reasons, a non-discriminatory tariff is called a ‘most favoured

nation’ tariff, which provides the handy abbreviation, MFN.

4.3.1 Price and quantity effects of a tariff

The first step is to determine how a tariff changes prices and quantities. To be concrete, suppose that the
e lmposed ecu'lals‘ 7(;?““2;(1: (;)l:)lslﬁgriff price is to work out how the tariff changes the MD-MS diagram;
her’er h;igf;i:z S:pr;rlciflli?atl:g the analysis. (See Sectio.n. 42 if you are unfam_iliar with the MD-MS diagram.)
The ;’ight_han(i panel of Figure 4.6 shows the pre-tantf import demand and Tmport supply curves as MD .?lmi
MS, respectively. The left-hand panel shows the f01.'elgn e).(port suppl.g cuxv_e z_ts XS. Note that the ;re;t.lca
0 is ri - d panel shows the domestic erc?, while the Ygx'tlcal axis in the left-l.land ;;a.éle shows
Z:;Zsblélrg:rsgi?g E?}Ille ;)ifferel'lce between the two is simple, but critical (see the note to Figure 4.6).

A tarift f shifts up t/.‘le MS Cuerefect on the MD curve in the right-hand panel since the MD curve tells us how
Imp(;&Htion of a talx(‘jlff' lt(nastn(;rﬁport at any given domestic price. By contrast, imposing a tariff on imports
muc ome would like to
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Figure 4.6 Price and quantity effects of an MFN tar

Border price Domestic price
order

MS with T
%4

XS = MS

P2 + T,

/ / \ Foreign

X2 =M2a X' = M’ XFT = pMFT exports

Home
M2 M MFT imports

Note: Observe the distinction between the domestic and border prices. The domestic price is the price that domestic consumers

pay for the good. The border price is the price foreign producers receive when they sell the good to Home. They can differ because
of the tariff (a tariff is nothing more than a tax on imports). When you buy a coffee at a café for, say, 1 euro, the café owner does
not get the full euro because the owner has to pay a tax, called the VAT, on your purchase. As a result, the price that the café

owner receives is only 80 cents (the VAT is 20 per cent in this example) even though you pay 100 cents. In exactly the same way
foreigners receive a price (the border price) that equals the domestic price minus the tariff. ,

shifts up the MS curve by 7. The reason is simple. After the tariff is im
higher by 7 to get Foreign to offer the same quantity as it offered befo
How much would Foreign supply before the tariff if the Home domes
The answer, which is given by point 1 on the MS curve, is M. After t
To get Foreign to offer M? after the tariff, the domestic price must be
price of P2,

Having shown that the tariff shifts up the MS curve (@
prices and quantities. ’

posed, the domestic price must be
re the tariff. Consider an example.
tic price before the tariff were P
he tariff, we get a different answer-
P* + T so that Foreign sees a border

onsider next the tariff’s impact on equilibrium

The new equilibrium prices and quantities
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). Because of the higher domestic price, Home imports are
e five price and quantity effects of the tariff:

MFN tariff analysis

PT (as already noted, FT stands for free trade
reduced to M’ from M*". To summarize, there ar

i The price facing Home firms and consumers (domestic price) rises to P.

2 The porder prlce.(i.e. the price Home pays for imports) falls to P* — T’ this also means that the price
received by Foreigners falls to P/ — T

3 The Home import volume falls to M.

The ther two effec.ts ca_mnot‘be seen in Figure 4.6, but are obvious to readers who worked through Figure 4.3.
The higher domestic price stimulates production and discourages consumption. Specifically:

4 Home production rises.

9 Home consumption falls.

There are also production and consumption effects of the tariff inside the exporting nation. Since the border
price falls, Foreign production drops and Foreign consumption rises. We could see this explicitly if we put
a diagram like the left-hand panel of Figure 4.4 to the left of the diagram in Figure 4.6. You may want to do
this as an exercise to test your familiarity with the diagrams.

4.3.2 Welfare effects of a tariff

Having worked out the price and quantity effects, it is simple to calculate the welfare effects of the tariffs;
that is to say, who wins, who loses and by how much. The analysis is really just a combination of what we
did in Figures 4.3 and 4.4; this is done in Figure 4.7. The left-hand panel shows Home’s supply and demand,
the middle panel shows the world market for imports and the right-hand panel shows the Foreign supply
and demand. We start with Home.

Figure 4.7 Welfare effects of an MFN tariff

Home price Home price Foreign price

Foreign
K=B+D

 Foreign
' demand

Home Quantity
imports

Quantity
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A useful condensation AL
The first time one works through these welfare calculations, it is useful to consider the full distributional
effects as we did in Figure 4.7 (i.e. the impact on consumers, producers and government revenue). Yet, once
one is familiar with the diagrams, it is convenient to condense the analysis into a single diagram, like the

centre panel in Figure 4.7. This lets us show the overall welfare offects of a Home tariff on both nations.
Using the area labels in the centre panel, Home's welfare changes by +L — K, Foreign’s welfare changes by
—L — M, so world welfare falls by —K — M.

To summarize, we find:

e The tariff reduces Foreign welfare since it means it sells less and receives a lower price.
o The tariff creates private-sector winners and losers (Home firms gain, Home consumers lose), but the

losers (consumers) lose more than the gainers (firms) gain.
e Home collects tariff revenue equal to J + L.
e The overall Home welfare change is +L — K; thi i

' ; this net effect may be positive or negative; th i
&
sizes of L and K depend upon the slopes of the MD and MS curves and on the size 091{ 7! ’ S

e Theglobalimpactofthetariff,addingHome and Foreign welfare changes together, is definitely negati
; ive.

4.3.3 Tariffs as a way of taxing foreigners

The result that a tariff might make the Home country better or worse off i
is

different angle. The two parts of Home’ worth 1 1
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e wellare impact, namely, +L — K, represent VegIJ‘g differeni

e The area L is the ‘border price effect’ i fr
I t', that is, the gain from pa ing
) pay less for im
ports.

We gan also think of it as the amount of the new tariff revenue

R et igher prices. H wrong. :
po'st tapff 1tis P, so the difference shows how ml?:l,lr(r)l;f}?? Well, pre-tariff, the dOmgstIi)car; f)f the buI;‘F(’lren 1;
e tariff is p rice was an

asse
d on to Home residents. Since this

P — i
b( T) and this applies to M’ units
orne by foreigners.

that is, the i
18, the impact of lowering Imports

us a measure of

how
the gaps Ay much Home Jogeg f

d giving the change in j
® To put it different

5y ly, ar
e ) ea
fficiency loss from the t L represents Home's gai
ariff, n from taxing forej a
gners while areg K
represe

, th
€ gap between the MD curve and pPFT

or each unit it ¢
e : i
mports, 48€s (o import. The arey of the tri oo
riangle C is j

ust all

nts an



GVC analysis - 109

indi : , then it d 1 iff allows th
vernment to indirectly tax oes so only because the tariff allows the
Y Hla S Cieloler enough to offset the tariff’s inefficiency effects on the Home

e'coﬂ thg exploitation gains may outweiqh t ciency at Home but 7'is also a way of exploiting foreigners.
since Weigh the nefficiency effects, Home may gain from imposing a tariff.

1,34 Global welfare effects and retaliation

i s
The I%IObK; welfare impact is simply a matter of summing up effects; as we saw, it is negative and equal
0=t

i is way, th ibili .
Put in this way, the possibility that Home might gain from a tariff is clearly suspect. For example, if

Home and Foreign were symmetric and both Imposed tariffs, both would lose the efficiency triangle K and

the gain to Home .Of L on imports would be lost to Home on its exports to Foreign. Home would also lose

the deadweight trlal.lgle M on exports; so the net loss to each of the symmetric nations would be —K — M.
In short,_pl”OteCtlon by all nations is worse than a zero-sum game. It is exactly this point that underpins

the economics of WTO tariff-cutting negotiations, If only one nation liberalizes, it might lose. If, however,

the nation’s liberalization is coordinated with its trading partners’ liberalization, the zero-sum aspect tends
to disappear.

44 GVC analysis

One of the most important recent developments in trade has been the rise of so-called Global Value Chains
(GVCs). These are nothing more than supply chains that cross borders, so, for example, different parts of
an Airbus plane are made in different European nations. This section introduces a diagram that allows an
analysis of the gains from internationalizing supply chains. It can also be used to understand the cost of
disrupting supply chains (as in the case of Brexit).

For most manufactured goods, the production process is more complicated than the one assumed in
the previous diagrams. In particular, some parts are imported instead of being made locally. To simplify,
we contrast two extreme situations. First, where the parts must be made locally since they cannot, for
whatever reason, be imported. Second, when there is free trade in parts.

441 Price and quantity effects of a tariff

To illustrate the points simply, we assume that thel_re is only one part and we call it ¥, and there is one
final good, called Z (you can remember which is which by noting that Y comes before Z, since parts come
before the final good). The linked diagrams in Pﬁgl}re _4.8 s.how the 51tu.afjlon. Supply and demagd curves are
marked with S and D respectively with subscripts l‘ndlcatl_ng whether it is ‘the part (Y), or the final good (2).
The input — output linkage is simple; one unit of Y is required fo_r each unit of Z. '

To construct the supply curve for Z (which we Sé.lW above is really the margmal cost cu_rve for Z2), W_e
have to aqq the cost of the part, ¥, to the cost of malfmg 7 from Y. The marginal cost' of making Z fror_n Yis
shown in the right panel as MCy. This is upward sloping as usual. To get the f}lll margmgl cosf for making Z,
%ehave to add in the price of the part, Y. When no imports of parts are possible, the price will be where the
SUpply and demand for ¥ meet, namely at Py: To make it easy to see, there is a line fmt the level of Py over
to the right-hand panel, The sul;ply curve for Z is the vertical sum of MCy and the price of ¥, so the supply

cury ; 5 . ] diagram.
e for Zis S, as shown in the right-hand p I?ere there are no imports of ¥, we look at the price and

Tgc‘filgilsﬁftt};fe ?;alﬁsfogf Zth‘\elVZlf:s;ils: that there is free trad? in tl}‘e) Zfinal gl]é)(;d, 2?0 tge pn'ct:s wogld be
© World price Whiail ?s sh(,)w'n as PV, At this price, the PI'OdUCUOIT Ot_ dW(Ziu X O: > Zéi\:'lgceth e(li‘e is oge
et Y“eede;l f ¢ h unit of Z produced, this is also tl}e lev'e.l of t};l Ofi?:;. l0 s S ecifiI::aue i?:,isul ((i;
.Consumpti(m % thc;rv?riild price, the nation would end up importing the good. Sp U,
mpox:xa; %Zatntitg equal to Mz(,iag Zzszl?e're the country can import the rft)a;tsl.lasst’qf):l(l):r(: t?heep,;i:f (?f ;ng:tti(;
is PPy atlsrz}:gvtl:le iietc}ﬁanleft-hand panel. Since the cost of the part, I, ) gin.

: : das
Making will also fall, We can see this by drawing the
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Figure 4.8 The open-economy GVC diagram
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Source: Authors’ original elaboration.

for ¥, namely P’y. The new supply curve is the vertical sum of the price of ¥ and the cost of making Z from
Y (as before), but because the Y is cheaper, the new supply curve for the final curve is lower at S’;.

How does this change trade? The first point is obvious. Since imported parts are cheaper, the nation
starts to import parts and this reduces its own ¥ production to @’y from the previous level of @y. By contrast,
the lowering of the supply curve for Y from Sy to S’ increases the nation’s production of the final good,
Z — so much so that now the nation is an exporter of Z instead of an importer. This makes sense intuitively.
The nation was an importer of Z before because it was not very cost-effective in maki
inefficiency is that it had to make its own parts. Once it can buy parts from lower- i nagof e
gains cost competitiveness in the final good Y. In this example the gain in cost ¢
that it switches from being an importer to an exporter.

Interested readers can combine this supply-chain diagram with the tariff
the tariff on the final good has very different effects than changing the tari

cost foreign producers, it
ompetitiveness is so great

analysis to see how changing
ff on intermediate goods.

4.5 Types of protection: an economic classification

Tariffs are only one of many types of import barrier that Eur. i
. ‘ opean inte i i
of Ep Integration, 1958-68, focused on tariff removal, but the Single nglilzltgolgl e ph3§e
1986 focused on a much wider range of non-tariff barriers, S hatkasstared i
While there are several methods of cate

¢ gorizing such barrj :
barriers affect so-called trade rents, A tariff, for i 2 aITIers, it proves useful to focus on how the

: ; Instance, drj
the border price (i.e. the price paid to foreigners). Thj AR Wedge between the Home price and

Home government) to indirec ; Gh T ; 15 allows Someone (in s ; Y
at the low border p)ﬂ'('e I;,(::(;(utu C,Ollect the ‘profit’ from selling at the hi (h dthe tax .1ff case it v.v111 be Fhe
as ‘rents’. When it C(;rﬁes B 18 ,(l)il'rlcal reasons, economistg refer to such p?or_tomestlc S e buyi%%l
- Y ; welfare analysi 5 'OL1LS (ares i igure 4.
barriers, Home residents get the re Lilhldlgbl.s' we ch the trade T (';l ea A + Bin Flgu'le 5
distinction is highlighted by qis(j "S, but for others no rents are creat S closely. For some impo!
(DCR) barriers: el cali Istinguishing three categories of l'l"tdé Edte'd, or foreigners get them. This
’ ptured rent (FCR) barriers; anq 'frictim:al' b;l rier: domestically captured rent
rriers. We consider them in turn-
4.5.1 DCR barriers

Tariffs are the clas
nationwide welfare

must wat;

sic DCR barrier Her
: €, the Hom
berspective, however it d € government gets th
) 4 e
€S not really mattey Whether tl?e gg de rents. From a HOH(;r
vernment, Home firms
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Figure 4.9 Home welfare effects of Import Protection
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Home consumers earn these rents, as long as the rents are captured domestically. What sorts of barrier other
than tariffs would lead to domestically captured rents? Some forms of quotas are DCR barriers, A quota is
a quantitative limit on the number of goods that can be imported per year. .To control the number of foreign
goods entering the country, the government hands out a fixed number of unport .licences and ‘collects’ one
licence per unit imported. The price and quantity effects. of aquota that restricts Imports to M’ in Figure 4.9
are identical to the effects of a tariff equal to 7. The point s that, if imports are limited to 7', then the gap
between domestic consumption and production can be no more than M, implying that the domestic price

is is that 7'is the ‘tariff equivalent’ of the quota. Now consider
ust be dri Y, ther way to say thisist ‘
R A whoever has the licence can buy the goods at the border price P’ — 7'and resell

This earns the licence holders A + B. If the government gives the licences to
If it gives them to foreigners, the quota is an FCR barrier.

the trade rents. With a quota,
them in the Home market for P" _
Home residents, then the quota is a DCR barrier.

2. SI:iIZnEEXR ba lrnef rs st i e dertaking’ in the‘ coq;ez(lt ;)f :tr.loa]r}ti;(jhunpil‘lg taﬁ'.iff. Under
Ulaw, th agl ¥ Gy impose a tariff on a non-member nation 1 tjadn 11111] staglf\fsizl ese mg gom.is
elow c,o te MRS ik lent (Sg-called durping). Ilsorne ¢a3e% A 21 -it;mlgceginste'td ’Il‘;:lgzseronu‘t o
Other c.asseslrr:ot l1::1'}iaf[fji;nigrl:;pf)sed and the exporting firmipromisesioralSca IR iyt ROETES
A€ calleq ‘price undertakings’. P’ from Figure 4.9, the price unde'rtaking would l.lave the same
i e e o7 mpaptaniiuf oo KRS R S S
Tathe e bantity:cifactapiallan t’ ‘arner the 1'el1l§ A + B. lm.f)ug “21 so that foreigners earn th’e rents.
th ; than ficltlomejgoyerniueny Or? for trade barriers i bo al’l a'l ]Qen companies and governments that
One " In Dé%rticular, it is very COmm‘il as a kind of gift to soothe foreig p

. 450N is that trade rents are use f a trade barrier.

are than a DCR barrier. Specifically, the welfare

€1y to be angered by the imposition O~ = 70 o 1o more . ;
iy ; allg, note that an FCR barrier harmZ EUC) o of being alfnblgtlouss'(l.e. B — C). Moreover, the
St : ¢ Tk e, T Iping foreigners!
Qreiglf\ :VneII;CR is always nega:VeIgl 20 an FCR may end up helping
are impact is now A — -
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4.5.3 Frictional barriers :
.J. o : e sometim
An important type of trade barrier that still remains inside the EU consists of what ar es called

‘technical barriers to trade’ (TBTs). Western European couptries of!ten restgctérsrﬁzr;i:i;l:;e;zzg{zt:} to
a whole range of policies that increase the real cost of buymg forellgn.QO_O : B A
bureaucratic ‘red-tape’ restrictions and industrial standards that discriminate ag - Une of

the most famous examples is discussed in Box 4.2.

Box 4.2 Cassis de Dijon:a history-making technical barrier to trade

One very common type of frictional barrier concerns health and safety regulations tl'lat have the side
effect of hindering trade. Perhaps the most famous of these was a German regulation that forbade
the importation of certain low-alcohol spirits, including the sweet French liqueur, Cassis — used in
the famous white wine cocktail, Kir. This regulation was challenged before the EU’s Court of Justice
as a barrier to trade. When challenged on this regulation, the German government argued that the
prohibition was necessary to protect public health (since weak spirits more easily promote alcohol
tolerance) and to protect consumers (since consumers might buy weak spirits thinking they were
strong). In 1979, the Court ruled that the measure was not necessary since widespread availability of
low-alcohol drinks (e.g. beer) in Germany made the prohibition ineffective in furthering public health.
It also found that putting the alcohol content on the label was sufficient to protect consumers, so the
import ban was not necessary for their protection. This Court ruling resulted in the frictional barrier
being removed. More importantly, it established the basic principle known as ‘mutual recognition’
whereby goods that are lawfully sold in one EU nation shall be presumed to be safe for sale in all EU
nations. Exgeptions to this principle require explicit motivation. By the way, the formal name for this
Court case is Rewe-Zentral AG v Bundesmonopolverwaltung fiir Branntwein; no wonder it is called

L Cassis de Dijon.

Since frictional barriers are bad for a nation, one may ask wh
3 y they are so pre :
one explanation. prevalent. Box 4.3 provides

Box 4.3 Why do frictional barriers arise so often?

Government agencies charged with formulating and enforci < .
interest groups from the regulated industries. Ig/loreover, t(;:: ?{Ztr?:;df?:rilssiflzsften Captureq’ SR
standards often play an important role in setting the standards. For example arﬁ s Sub.].ected t.o Ehy
technical field such as elevators, the government (which probably does 1 ,:V SRaulatng ahlqMQ
eleYator e?xperts) naturally asks the opinions of domestic firms that producl0 1emplog Rany Aty
their foreign competitors, they quite naturally push for standards that rai i evators_. A
more than the cost of locally produced goods. ghstiScestar ported gocds

An example can be found in the paper industry. Sweden
new trees, while French and German paper producers use

early 1990s, the EU was considering a reqgulati ' ould re ontain
; 5 g ul llloll “lla() W lll I‘ - l.lil‘ ll i i
; . R ‘quire all paper sold in the EU to ¢
a certain fraction of recycled paper. This sounds like a ‘public interest’ regulaltion Howevter it also

would have had the effect of eliminating th Finni
e reso tl i inni i
much to the joy of French and Germag firms. Ilil I(‘)cte Fows oS SebLitor

: | ' her words, it would h i w{of
lmert‘s (since the N‘_Jl‘dlc producers would have had to switch to less effi _aVe ralse('i iekoalas 'cos S
out, it is not clear which production method is * S SRS

and Finland produce paper mainly from
a lot of recycled paper and rags. In the

; , while ishi ; 2
was not raised by French and German paper ;iti:’l}lcshmg more tree farms is, well, green — a point that

ers.




As a result of Finland and Sweden Joining the EU {
subtle mixing of public interest and protectionigm T e ; : :
-nd stan dards. Of course, nations do R e S;at Inevitably arises when nations adopt regulations

N S ; fety, environmental and industrial standards, so we
nnot eliminate frictional barriers by s i : ustrial sta )
}(;Z the EU’s 1992 programme. J Stmply abolishing all regulation. This is one of the issues tackled

he regulation was not adopted, but this shows the

One important class of frictiona]

ign countries, even in highly industrialized nations.

the local country. Beyond raising the real cost of
roduction of new products. While this clearly harms
may give them time to introduce competing varieties.
health, safety or environmental standards that differ
; It is often difficult to know objectively whether an unusual
regglaﬂon or standard represents a valid ‘public interest’ concern or whether it is just a protectionist
device. In fact, both motives are usually behind the adoption of such measures.

Regardless of why such policies are adopted, they have the effect of protecting Home producers or
service providers. Home firms design their products with these standards in mind, while foreign firms,
for whom the Home market may be relatively unimportant, are unlikely to do so. Bringing imported
products into conformity raises the real cost of imports.

For example, all cars sold in Sweden must have wipers for the headlights. While this policy may
have some merit as a safety regulation (in the old days Sweden had lots of dusty rural roads), it also has
the effect of raising the price of imported cars more than it raises the price of Swedish cars. From the
drawing board onwards, all Volvo and Saab models — and their production facilities — are designed with
these headlight wipers in mind. For other car makers, take Renault as an example, the Swedish market
is far too small to really matter. The design of Renaults and Renault’s mass production facilities are not
optimized for the installation of headlight wipers. Consequently, while it is expensive to put headlight
wipers on both Swedish and French cars, it is much more so for French cars. This gives the Swedish car
makers an edge in Sweden. Similar sorts of barrier give the French an edge in their domestic market.

imported goods, this sort of barrier delays the int
consumers, Home producers may benefit since it
Another example involves Imposing industrial,
from internationally recognized norms.

46 Sources of competitiveness differences

The diagrams in Section 4.3 assumed thatt
whose quantity appears on the horizontal
Price differences come from?

A major part of international trade theo
called the question of ‘sources of compara
“Omparative advantage theory to help reade

461 Traditional comparative advantage made simple

.Comparative advantage analysis starts Wl
Ndividual nations, To structure our thinking about er means
Plistic notion of competitiveness — one whgre cheap

€ brush aside all cost considerations apart from ; -equired to pr
of produc-mg a particular good is the number of hours req

OMe’s wa, i trade economist ;
Cog ge. In the jargon of one unit ofia particular good.

Lof the labour necessary to make o
°r example, if it takesrgvorkers ina UK facw:;y glt;ta
p‘_ige IS, say 5 GBP per hour, then the fan costs t Ife e
f: <€ on the market would be 35 GBP- Suppoii,e in this example),
tthorg (since Italian factories are 1ess productt

3 Italiammade fan would cost 140 euros:

and the Italian wage is 12 euros an hour,

113

J

he two nations incurred different costs when producing the good
axis (see Figure 4.7, for example). But where do such cost and

ry is concerned with exactly this question. In that literature it is
tive advantage’. This section introduces some basic notions of
rs understand the real-world sources of these price differences.

th a sector-by-sector comparison of the competitiveness of
sectoral competitiveness, it is useful to focus on a
more competitive. To keep things simple,
abour productivity and wages. The Home nation’s cost
oduce and sell one unit of the good and
s, this is called the ‘unit labour cost’, which just means the

{7 hours to produce an electric fan, and the UK
p. Under the assumption of perfect competition, the
.e electric fan takes 20 hours to make in an Italian
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.q the GBP price
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Which fan is cheaper? The answer depen s
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Table 4.1 Example of sector-by-sector competitiveness

Prices in
euros

in
Hours Wages (local | Exchange W:g::sl
needed in: currency) rate

2.000

Electric fan 7 20 5 12 2 10 7 70 140

l .

I\ Espresso 10 13 5 12 2 10 i 100 91 | 0910

]l machine :

i Jet engine 1300 | 3000 5 12 2 10 7 13,000 | 21,000 | 1.61

] Designer 23 15 5 12 2 10 {7 230 105 | 0.457

% silverware J

Sources of sector-by-sector competitiveness

The relative price is a measure of the UK’s competitiveness sector by sector because, when the Italian price
is high compared to the British price, it is the UK good that is more competitive. It is instructive to think
start with, observe that the relative price
needed in Italy over hours needed in the
UK); and relative wages measured in a common currency.

Relative productivity is something that changes quite slowly as it depends upon the nations’ industrial
histories, general level of scientific and technological know-h

OW, Management efficienc and experience
in making the goods concerned - to mention Just a few factors. b 2
The relative wage also moves. But what i

Tar o R We took the relative Italian-to-
evants aris above this, the UK is the
ow 1.0, It

. aly is the one that is competitive
18 7/10 as assumeq ip Table 4.1, each nation

!ower-cost producer (j.e, competitive in the sector
in the sector (i.e. the low-cost producer), When th
1S competitive in two sectors,

Now consider what the situation wo i

. uld look like if the
turning to calcula about, ¢ ¢ exchange rate were 1.0 fore

what this woulq do to t i P ERRCEG B RAE T
UK. If Wages remained ¢ i Shioftlig Plative competiti f
2 euros to 1 euro per poi;(gli:illﬁdm lpca] krmy (‘euros alld pounds), then the Ie)itclf: il tl:n
Derspectivettn ] i K raise the relatiye price of Italiap labour, o B r.ate S (f'r(')
from 10 to 5 i tr A0CS apDear to fall - relys; o o [0OKing at it from the British
o e ik i will tend to 1o Ve to Italian v

Prove UK comp o :gzse;tgfs 50 per cent, namely,

erelative wage

etitiveness
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Figure 4.10 Ilustration of the relative Wage that b
alances Competitiveness
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To identify the degree of change, we can redo the price calculations using this simple formula:

[talian price _ Italian hours needed  Italianwage (€) . - |
UK price  UKhours needed UK wage (£) €sper £

The answers are listed above the light bars in Figure 4.10.('diligent readers ShOlll_d work this out for
themselves) The results show that Italy would be uncompetmvg in all sectors a.t this 1.0 exchange fate'
Surely this ié not an equilibrium because it would mean th:elt Italy uTlports everything and exports pothmg.

The real-world mechanisms for arriving af the equilibrium relative wage are complex. Explaining them
Would fill a few more chapters. But even ithout a full understanding, our simple ‘thought experiment

8 .
Serves to elucidate the basic considerations. If Ttalian workers are too expensive relative to UK workers —
ucidate the ba L
taking into account their relative productivity

_ then Italy would have no exports to pay for its imports.

n e . il adjust so that each nation is competitive in some  sectors.
ethbrlum, the relative wage Wlthe case for the EUR/GBP rate — then some of the ngustment can
o Wicxchange rates canumove oigd € to the pound. When exchange rateg are locked in — as t}}eg Syie
e from changes in the number of euros R R PR

; iust nation
am.o Ng the Eurozone nations — the only way to adjus

e crisis has shown'. : .
%Ing 50 can be painful, as the recenlt( Eg;(l)gzr; o sattavi M
e simple illustration above 100KS

A i = duct quality and reliability, for
itiveness of goods — pro : 9
i‘lreah Y, many other things affect the competity for a Volkswagen than they will for a similar
Xample, 1y, - 0
- These help explain why m

st Europear v;,ﬂl gay rrtll?(:i)utcome of complex factors and interactions
“armaq j iability themselve
€ by Renault. Quality and retla

e simple microeconomics typically
Mo 1, lity is hard to measure and har ditorchange; et
i ese factors, Since quality ! by
OTes it by assuming that only prices 2l
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‘ CHAPTER 4 Essential microeconomic tools and tariff analy

simple. For many reasons, the

tions are really good at engineering goods,
O i ods. Given these different cross-sector,
goodas.

competitive in some sectors but not all.

i i vantage 15
The bottom-line insight of this discussion of comparative ad g

sectoral profiles of national costs differ across 'na et
others in design-intensive goods and yet others in labour:m A
national profiles, relative wages adjust so that each nation 15

4.6.2 Intra-industry trade . the good. This, however, is no
In all the examples up to here, a country either exports the g.ood or lénp b S th oo,
the main type of trade in Europe. Trade in Europe has long involved a grrs o Tl (Renaults). This back.
For example, Italy exports cars to France (Fiats) and France exports Cart
and-forth trade is technically known as intra-industry trade, or IIT for short. At o B e parts

Much of this trade is based on super-micro specialization. For e?(ample, the L R et Bus
company Valeo specialized in air conditioners for passenger cars while the Germ;l. S
GmbH specialized in air conditioners for buses. Thus France and Germany engaged1n )
but the goods traded are not identical. e

What this example makes clear is that we can continue using the diagram>s
but we have to realize that the supply and demand curves are for very specific goods. To understanr(; wl;g
not every country makes every product (in which case there would be no IIT), we Woul.d = to be perfectly
complete in our economic logic — consider increasing returns to scale. We will address this In .Chapter 6, bgt
for the moment, we will just stay with the simple diagrams shown above since they are sufficient to explain
the main points.

ms developed to think about IIT

4.7 Summary

This chapter presented the essential microeconomic tools for trade policy analysis in the simplified world
in which we assume there is no imperfect competition and no scale economies. The two most important
diagrams are the open-economy supply and demand diagram (right-hand panel of Figure 4.5) and the
MD-MS diagram (left-hand panel of Figure 4.5). The MD-MS diagram provides a compact way of working
out the impact of import protection on prices, quantities and overall Home and Foreign welfare. The open-
economy supply and demand diagram allowed us to consider the distributional impact of import protection

that is, to separate the overall effect into its component effects on Home consumers, Home producers an(i

Home revenue. The chapter also covered the open-economy GVC diagram, which showed how to take into
consideration the fact that many inputs into the production of goods are imported

The chapter also discussed types of trade barrier in Europe and ifi A
happens to the trade ‘rents’. Under the first type, DCR barrierls), the reﬂ:‘: Ss?Jlf)leti tdlz)er;ne at(,:cordl.ng to w}}at
FCR barriers, the rents go to foreigners; and with frictional barriers, the rents diS 1c residents; with
integration consisted primarily of removing DCR barriers up until the mid-1970s. S Sappear. European
liberalization has focused on frictional barriers. S. Subsequent goods-market
The final topic was a quick introduction to the intuition behing

i : the so .
that is, the reasons why nations are competitive in some but not all secto;lsr ces of comparative advantage,

Self-assessment questions

r've is in term
S Of t ‘3 )
1 he ‘size

nation of the home nation.
increaseh?t:, zﬂv-erg Small impact on the world
HUPOrts by 10 per cent without

Th.e idea is that the demand from a very smal
price. For example, Switzerland could probably




unambiguously negative.
ing a diagram like Fj
4 g:in% startiglig by fre;gtli; ed:-?,fshow that a country facing an upward-sloping MS curve can
small tariff, the rectangle gains alfglg;.lmplosmg a sufficiently small tariff. (Hint: Starting from a |
; 1a : 0. . . |
but the rectangle gets bigger i) ngle losses both increase in size as the tariff gets bigger, ‘ ]
|

Home welfare. Show that any level of a frictional or FCR barrier lowers

5 Using the results from the previous exercise consider
on Foreign exports and Foreign retaliating with a tari

MS -fﬂlnd MD Curve§ for both goods (Home exports to Foreign and Foreign exports to Home)
are identical. Starting .fI"Om a situation in which Home and Foreign both impose a tariff of 7,
ey that- il unambiguously gain if both remove their tariffs, but one nation might lose if it
removed its tariff unilaterally, By the way, this exercise illustrates why nations that are willing

to lower their .tariffs in the context of a WTO multilateral trade negotiation are often not willing
to remove their tariffs unilaterally.

the impact of Home imposing a tariff
ff on Home’s exports. Assume that the

6 Using a diagram like Figure 4.5, show that an import tariff equal to 7'has exactly the same impact
on prices, quantities and welfare as a domestic consumption tax equal to 7' and a domestic
production subsidy equal to 7. (Hint: A production subsidy lowers the effective marginal cost of
domestic firms and so lowers the domestic supply curve by T')

I Using a diagram like Figure 4.7, show the impact on quantities, prices and welfare when Home has
no tariff but Foreign charges an export tax equal to 7.

8 Using a diagram like Figure 4.5, show the impact on quantities, prices and welfare when Home has
no tariff but Foreign imposes an export quota with a tariff-equivalent of 7.

9 Using a diagram like Figure 4.7, show that the welfare effects of a quota that restricts imports
to M are exactly the same as a tariff equal to 7; assume that each quota licence (i.e. the right to

Limport one unit) is sold by the government to the highest bidder.
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