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Part I: Multiple Choice Questions (15*2 marks = 30 marks) 

1. In 2010, the region in the world that had the highest percentage of intra-region (within region) trade was ____.
a. The EU			b. Asia			c. North America			d. Africa

2. Which of the following region has experienced a substantial rise in its share of world trade between 1948 and 2010?
a. North America		b. The EU		c. South and Central America 	d. Asia

3. In 2009-2010, Canada’s main import was _____, and the main origin of Canada’s imports was _______.
a. Fuel/mining products; the US	b. Machinery; the US	c. Machinery; the EU		d. Textile/clothing; China

4. If Home can produce a combination of 10 cars or 10 shirts and Foreign can produce a combination of 9 shirts or 2 cars, then Home should
a. Produce both shirts and cars and export them to Foreign.		b. Produce and export shirts to Foreign and import cars from Foreign.
c. Produce and export cars to Foreign and import shirts from Foreign.	d. Be self-sufficient and not trade with Foreign.

5. According to the Ricardian model, if Canada has absolute advantage in producing all products compared to India, then under free trade
a. Canadian wages will be higher than Indian wages.		b. Canadian wages will be equal to Indian wages.
c. Canadian wages may be higher or lower than Indian wages.		d. Cannot be determined or solved.

6. Over the past decade, Canada has been running a trade ____ with the US and a trade _____ with Mexico, respectively.
a. Surplus; surplus		b. Surplus; deficit		c. Deficit; deficit			d. Deficit; surplus

7. In general, tariffs are ____ restrictive than import quotas, the product that was most commonly affected by quotas in the 1990s was ____.
a. Less; machinery		b. More; agriculture	c. Less; textile/clothing		d. More; textile/clothing

8. Which of the following is (are) TRUE about the Multi-Fiber Arrangement?
	a. It is a web of multilateral system of quotas and tariffs throughout the 1970s to 1995.
	b. It is inconsistent with the spirit of most favoured nation principle of GATT.
	c. It affected mainly the exports of high-fiber crops, such as flaxseeds and wheat bran, from developing countries.
	d. All of the above are correct.

9. Canada’s terms of trade have ____ if we compare the values for the years 1990 and 2009. This is mainly because of the change in world demand for _______. Also, ______ has seen a significant drop in its terms of trade over the same time period.
a. Risen; fuel and mining products; Germany		b. Risen; fuel and mining products; Japan		
c. Risen; agriculture products; Japan			d. Fallen; machinery; the US

10. Canada has by-passed patent protection and shipped life-saving generic HIV anti-viral drugs to _____. Canadian artist K'naan has recently lobbied the Canadian government to change the legislation in order to ______. The bill was eventually ____ by the Senate in March 2011.
	a. Haiti; shorten patent life; passed				b. Rwanda; simplify the process; passed
	c. Haiti; cut the cost of generic drugs; rejected		d. Rwanda; simplify the process; rejected

11. A Japanese monopoly is likely to face a ____ elastic demand in the Canadian market compared to its domestic Japanese market, and hence it is more likely to engage in ____ dumping in the Canadian market. 
        a. More; price discrimination     b. More; below-cost       	 c. Less; price discrimination 		d. Less; below-cost

12. According to the Presidents of Mali and Mozambique, the US would have been a(n) _____ of cotton if subsidies were not given to its own US farmers.  However, the presidents also acknowledged that Africa could improve their comparative advantage if it were to improve its ______.
a. Smaller exporter; fertilizers	b. Importer; fertilizers	c. Smaller exporter; irrigation system	d. Importer; irrigation system

13. Agricultural subsidies, such as government-sponsored “Miss Pumpkin Pageant” to promote the sale of pumpkin, are ____ under WTO rules, and such subsidies are grouped under the ______ box category.
a. Legal; blue			b. Legal; green		c. Illegal; red			d. Illegal; yellow

14. Canada has been involved in the development of genetically modified (GM) ____ and ____, and the labeling of GM foods in Canada is ____.
a. Fish; chicken; mandatory	b. Pork; beef; voluntary	c. Fish; pork; voluntary		d. Fish; turkey; mandatory

15. Canada spends billions of dollars every year to subsidize agricultural products. The product that receives the most subsidies has been ____. Such subsidies are likely to ______ the terms of trade of Canada. 
a. Wheat; increase		b. Wheat; decrease		c. Corn; decrease			d. Corn; increase

Part II: Short Questions (5*8 marks = 40 marks).
Answer FIVE of the following six questions. If more than five were answered, the first five would be graded, not the highest five.

1. Research and Development (R&D) (2+2+2+2 marks):
(i) Globally, which industry spends the most money on R&D? And which country/region is the largest spender on R&D?
Ans: Pharmaceutical; the US.

(ii) The Canadian companies that have been spending the most money on R&D over the past five years were Nortel Networks, Bell Canada and Research in Motion. Discuss two problems with this fact.
[bookmark: _GoBack]Ans: Nortel is bankrupt, and RIM is currently under pressure; the total spending of these three companies exceed the total of the top four to top ten Canadian companies. In other words, we put far too many eggs in a few baskets, and these baskets are not the most desirable baskets.

(iii) Discuss the phenomenon of the “Dutch disease” and how it is applicable to Canada.
Ans: One area in the country exports a product that is highly demanded in the world, thereby driving up the value of the country’s currency. This appreciation in the currency hurts the exports of other areas in the same country. In Canada, exports of oil from Alberta drive up the value of the Canadian dollar, which hurts the manufacturing exports of Ontario and Quebec.

(iv) Explain why some people think Canada now has a “window of opportunity” to revive our R&D spending.
Ans: Canada is in a much better fiscal shape than the EU and the US, and given the strength in our commodity exports, we can afford to spend more on R&D now.

2. Income Gap and Redistribution Schemes (2+2+2+2 marks):
(i) Use the Stolper-Samuelson theorem to predict whether freer trade will increase or decrease the income gap in Canada.
Ans: Canada is relatively abundant in capital compared to the rest of the world, and hence Canada has a comparative advantage in capital intensive products. Under freer trade, we can export more capital intensive products to the world, and hence real income to capital owners would rise and real income to workers would fall. It is very likely that capital owners (landlords, etc.) have higher income than workers (employees) to begin with, the income gap in Canada is likely to rise because of trade.

(ii) Why do we expect international trade NOT to play a major role in explaining Canada’s income gap?
Ans: From Chapter 1, we know that about two-thirds of our trade is with the US. Given our similar technological levels and wages, we do not expect trade with an economically similar country would affect our income gap much.

(iii) According to the OECD, what is the main reason for the widening income gap within Canada?
Ans: Tax changes, such as RRSP allowance, capital gains tax cuts, sales taxes, are regressive. This means the rich are likely to benefit more from such tax cuts compared to the poor, and sales taxes take up a larger portion of the income of the poor.

(iv) Income Redistribution Schemes: Briefly contrast the policies that the Canadian federal government has introduced to smooth out job losses due to trade/recession with the policies that the US has implemented for their workers (not firms). 
Ans: See Chapter 2, lecture notes, page 7.



3. Foreign Aid (2+3+3 marks):
(i) Discuss two problems associated with foreign aid.
Ans: Any two of  - corruption, administrative costs, “giving a fish rather than teaching how to fish”, falling short of the amount we promised to give.

(ii) Discuss how microfinance projects work (Grameen or Kiva). Also discuss one main criticism of this approach to aid (other than the interest charges on the loans). 
Ans: People with little or no collateral who do not qualify for bank loans can borrow from Grameen or Kiva. Such loans are small, on average around $200. While offering a chance to the poor to start or expand their business, such a program does not provide job training skills. Hence, these loans tend to favour borrowers with years of experience rather than those who are young with fresh ideas.

(iii) Discuss how Canada’s “new humanitarism” works. Also discuss one main criticism of this new approach to aid.
Ans: Canadian companies partner with the Canadian government to provide job training programs for their workers. An example is IAMGOLD providing job training for its mining workers. The main criticism of this approach is that Canadian taxpayers are indirectly subsidizing for-profit companies.

4. Tariffs and Quotas (4+4 marks):
(i) According to our Finance Minister Jim Flaherty and Bank of Canada governor Mark Carney, what are the main reasons for the price gap between Canada and the US? Briefly discuss two such reasons.
Ans: Two  of – large geographical area with small population and hence the lack of economies of scale, large area raises transport costs, higher retail labour costs than the US, higher tariffs, etc.

(ii) Discuss Quebec’s trade and production policies on dairy products. Also discuss how such policies have affected the consumers of dairy products in Quebec as well as the distribution of this burden across different income groups in Quebec.
Ans: We restrict domestic production with what is called supply management policies. We also impose very high tariffs on imports dairy products. Both sets of polices raise our dairy prices in Quebec. On average, a Quebec family spends $300 more a year on dairy products because of such policies. This is a regressive tax in the sense that $300 takes up a larger portion of the budget of a low income earner compared to that of a high income earner.


5. Antidumping Policies (2+6 marks):
(i) Discuss why metals and chemical industries are the most frequent users of antidumping policies.
Ans: Both industries require substantial amount in start-up capital, or fixed costs. As a result, if we use the below-cost dumping definition of dumping, it is more likely to find P<ATC because recessions can affect the price easily, while the AFC component of ATC is substantial and rigid.

(ii) Forum: Discuss the background, issues and solutions of the Canada-US softwood lumber trade war. 
Ans: See Forum links.


6. Consider the following Ricardian Model of Comparative Advantage (3+3+2 marks):
	
	Computers
	Shoes

	Canada 
	aLCC = 10
	aLSC = 2

	China
	aLCA = 80
	aLSA = 8



(i) Derive or state the range of the free trade wage ratio of Canada and China WCanada/WChina. 
Ans: See Chapter 2 study problems.

(ii) Given that aLSC=2, aLCC=10 and aLCA=80, find the maximum value of aLSA such that the Chinese workers may one day earn the same wage as the Canadian workers. 
Ans: See Chapter 2 study problems.

(iii) Discuss one specific observation made in the article “Can China Compete?” that would suggest that the aLSA in China is indeed changing.
Ans: To get around rising higher labour and environmental costs, some firms are increasing their use of machines to replace labour. As firms increase their rate of automation, capital usage increases, each worker can operate more machines, hence labour productivity will rise.  








Bonus (3+2 marks): 
Approximately how many projects (in total) are we supporting (and have supported) through Kiva between March 2010 and July 2012? 
Ans: 290.

Which country receives the highest percentage of our loans? 
Ans: Kenya.
Part III: Answer all parts (Total = 30 marks).
There are two countries or economies in the world, Canada (H) and Asia (F). Both Canada and Asia produce two goods, clothing (X1) and computers (X2), by using two factors of production, labour (L) and capital (K). Canada is relatively abundant in K compared to Asia, and X1 is produced relatively L-intensively compared to X2. Canada currently does not restrict its trade with Asia. 

Canada					Asia
			D1H: P1H = 3 - 0.5Q1H			D1F: P1F= 2 - 0.5Q1F
			S1H: P1H = 1+ 0.5Q1H			S1F : P1F= 1 + 0.25Q1F
		
(i) Solve for the free trade equilibrium price and the import quantity of Canada (4 marks).
Ans: See Chapter 1 study problems, last page, replace Canada with F and Asia with H.

(ii) Case 1: Suppose Canada is considering whether to impose a quota of Q=1.25 units on its clothing imports. Assume that, for now, Canada is a large enough country such that our trade policies will have an effect on the world price that Asia charges us. 
(a) Graphically illustrate the effects on the world’s welfare (3 marks).
Ans: Directly from Chapter 4 text and notes.


						MS=


						XS=


						QR=


						Net  in Welfare=



(b) Graphically illustrate the effects on Canada’s welfare only (3 marks).
Ans: Directly from Chapter 4 text and notes.




						CS=


						PS=


						GR=


						Net  in Welfare=


(c) Discuss the efficiency losses and terms of trade effects on Canada. Is free trade the best trade policy for Canada? Explain (4 marks).
Ans: Also directly from notes and text Chapter 4 – “e” is terms of trade gain due to lower world price as price drops when our import decreases; consumption efficiency loss due to less consumption and higher price; production efficiency loss because we produce more of this product that we are not so good at (comparative disadvantage). Free trade is NOT the best policy if e>(b+d). For students who have heard of Nash equilibrium, FT is not a self-enforcing Nash equilibrium, that is, if countries are left alone, they will converge towards quota, not FT.



(iii) Case 2: Suppose Canada is a small open economy compared to Asia. Being a small economy means that Canada’s import quota cannot affect the world price that Asia would be charging us. The loss of sales in Canada has a very minimal effect on total Asia’s sale worldwide. As a result, Canada is a price-taker in the world. 
(a) Graphically illustrate the effects on the world’s welfare (3 marks).
Ans: See Chapter 3 study problems question #3, but replace tariff with quota.

     P1                                            Quota			
						MS= A – ABC = - BC

	A
P1Q						XS 0 since the drop in qty is negligible
                          
P1FT=P1W         B	C				XS		
						TR= C


						Net  in Welfare= - C <0
		                	        MDFT

	X1Q	      X1FT 				X1



(b) Graphically illustrate the effects on Canada’s welfare only (3 marks).
	Ans: Copied and pasted from Past Midterms Winter 2009 and Winter 2011, with minor modifications  See Chapter 3 study problems question #3 for the world demand and supply diagram. XS is horizontal, capturing the fact that H’s shift in its MD will have no effect on the world prices since H is a small buyer. This concept is similar to the intro micro concept of perfectly competitive firms having no effect on the market price. The world price and FT price are the same. The net CS= -abcd, PS= a, GR= c, so net TS= -(b+d)<0. The usual “e” has disappeared because the world price does not change. H is affected only by consumption and production efficiency losses, without any terms of trade (price discount) gain.
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(c) Discuss the efficiency losses and terms of trade effects on Canada. Is free trade the best trade policy for Canada? Explain (4 marks).
Ans: Yes, free trade is the best policy since our net effect is always <0 – no hope for gains through discount. 




(iv) What should we do?
(a) What are the predictions of the Stolper-Samuelson Theorem for Canada? Would the predictions change depending on whether Canada is a large or small open economy? Explain (2 marks).
Ans: The price of good 1 rises due to the quota, so this industry is expanding (or surviving). Naturally, the input used a lot in this industry (labour) would be protected. The rise in price increases the profits of these firms, and with perfect competition, this translates to more firms, more jobs and higher wages  SST says %w>%P>0 and %r<0. No change regardless of whether Canada is large or small because the price of good 1 is going to rise regardless.



(b) If you were an economist working for the Canadian clothing industry, would your decision to support this import quota depend on whether Canada is a large or small open economy? Explain (2 marks).
Ans: No effect because you want to protect the jobs in this industry – SST still holds, so all you care about is making sure the jobs are protected.

(c) If you were an economist working for Foreign Affairs and International Trade Canada (part of the Canadian federal government), would your decision to support this import quota depend on whether Canada is a large or small open economy? Explain (2 marks).
Ans: Big effect  if work for Canada, then no quota if we are small, impose tariff (maybe) if we are large  small country there is no hope of winning by forcing a discount out of our sellers; big country there is hope e>(b+d). Should we go ahead with quota if we are a large economy? Estimate the industry demand, supply, market price changes, etc. using statistical tools in Econ 221+222, Comm 215, Soci 212+213, etc. Also, to estimate the likelihood and results of retaliation, use game theory (Econ 302, Comm 220, etc.) to find the Nash equilibrium welfare, costs, etc… for future courses  …
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