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Assignment 4 Due May 6th


1. Countries A and B have two factors of production, capital and labor, with which they produce 
two goods, X and Y. Technology is the same in the two countries. X is capital-intensive; A is 
capital-abundant. Analyze the effects on the terms of trade and on the two countries’ overall 
welfare of the following:
a. An increase in A’s capital stock.
b. An increase in A’s labor supply.
c. An increase in B’s capital stock.
d. An increase in B’s labor supply.


2. From an economic point of view, India and China are somewhat similar: Both are huge, low-
wage countries, probably with similar patterns of comparative advantage, which until recently 
were relatively closed to international trade. China was the first to open up. Now that India is 
also opening up to world trade, how would you expect this to affect the welfare of China? Of the 
United States?


3. For each of the following examples, explain whether it is a case of external or internal 
economies of scale:
a. Most musical wind instruments in the United States are produced by more than a dozen 
factories in Elkhart, Indiana. 
b. All Hondas sold in the United States are either imported or produced in Marysville, Ohio.
c. All airframes for Airbus, Europe’s only producer of large aircraft, are assembled in Toulouse, 
France.
d. Hartford, Connecticut, is the insurance capital of the northeastern United States. 


4. Consider a situation in which two countries that can produce a good are subject to forward-
falling supply curves. Suppose that the two countries have the same costs, so that their supply 
curves are identical.
a. What would you expect to be the pattern of international specialization and trade? What 
would determine who produces the good? 
b. What are the benefits of international trade in this case? Do they accrue only to the country 
that gets the industry? 


5. It is fairly common for an industrial cluster to break up and for production to move to locations 
with lower wages when the technology of the industry is no longer rapidly improving—when it is 
no longer essential to have the absolutely most modern machinery, when the need for highly 
skilled workers has declined, and when being at the cutting edge of innovation conveys only a 
small advantage. Explain this tendency of industrial clusters to break up in terms of the theory of 
external economies.
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