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Please answer all questions

Question 1 (25%)

Theory of trade explains why nations gain by trading with each other instead of producing all
goods self. Explain —using Ricardo model:

What is meant by comparative advantage and which factors can explain comparative
advantage
Assume two countries: Home and Foreign, producing 2 goods: wine and cloth.
Marginal productivity of labour is:

Home Foreign
Cloth 2 1/3
Wine 1 2/3

What trade pattern will this suggest according to Ricardo model? Explain why.

Assume that home has labour resources of 100 units, and that the world market
relative price Pw/P,= 1. Home exports 100units of the export good. Does home gain
from trade? Explain and show it on the graph.
Has Ricardo-model any relevance for the world trade today?

Question 2 (30 %)

In the closed economy NOTT (no to trade), they produce watches (K) and corn (M).

Explain the production possibilities frontier (PPF) for NOTT, and show it in a diagram
where you measure M on the horizontal axis, and K on the vertical axis.
What is the marginal rate of transformation?
Assume that the individuals in NOTT maximize utility subject to a budget constraint.
Derive the optimal trade-off for these individuals, and explain the optimality
condition.
Assume that firms maximize income for a given technology, and that this equilibrium
is known. Show the equilibrium in autarky in NOTT.
Is this situation Pareto-optimal?
Assume that NOTT opens up to international trade. It can be shown that NOTT had a
comparative advantage in M. The relative price on M is given by Pm/PK,where Pmis
the price on corn, and PKis the price on watches. Show and compare the autarky
situation with the international trade situation for NOTT.
Use the figure in (f) to show how consumption, production, the trade pattern, and the
welfare is affected by international trade.
Is the situation with international trade Pareto-optimal?
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Question 3 (20 %)

In international trade theory, comparative advantages can be presented within standard trade
theory or the Heckscher-Ohlin model. Explain shortly the differences between these theories.

Question 4 (25 %)

Sweden is nowadays in a situation with low activity and high unemployment. To stimulate the
economy the government decides to use expansionary economic policy. Assume that the IS-
curve and the LM-curve are known.

Explain the BP-curve and show how this curve can be included in an IS-LM-BP
model. You can assume that capital markets are perfect.
Assume that Sweden has a fixed exchange rate. Show how an expansionary fiscal
policy will affect the interest rate and the activity (production) in the country.
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