Faculty of Economics, Thammasat University


Exercise 3

1. From the picture in slide #13 of the handout (H-O model) given in the class that shows the free trade equilibrium between Home and Foreign.  Explain why the line from the origin should go through the consumption pints C (on CICF) and C* (on CIC*F).

2. Under all the assumption used in the Heckscher-Olin model, if the two country also has exactly the same absolute sizes of endowments.  Show by graph and explain briefly that there will be no pattern of comparative advantage and trade between them.                  What if the preferences are not identical, say Home country likes X more?

3. From the following table use the Heckscher-Olin Model to predict the trade patterns between the two nations: a large country, South and a small country, North.  Assuming that Y is capital intensive and X is labor intensive.

	Factors
	South
	North

	Capital (Million dollars)
	200
	40

	Labor (Million persons)
	20
	10


4. A small country is about to open its economy to the rest of the world.  The country is considered a land scarce and labor abundant nation.  Suppose there are only two major goods to be considered: food (land intensive) and cloth (labor) intensive.  

1) Predict the trade pattern that may occur. 

2) Between the landowners and workers, which group will support or oppose free trade? Why?

Specify the theory you use to answer each part clearly.

5. Show that factor prices will not equalized if the technologies in the two nations differ [Hint: use the graph that shows the relationship between relative commodity prices and relative factor prices].

6. What will happen to the pattern of trade of a country which is initially a labor abundant country that keeps accumulating capital?  Specify the theory you use clearly.

7. In the specific factor model, if both PX and PY are increased at the same rate, what will happen to the labor allocation between the two sectors, output levels nominal and real returns.
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