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7. In a pure exchange cconomy, there are fwo goods, 1 and 2, and two countries, Home and
Foreign, having the endowment vectors (1, 53) = (10,0) and (51, 5%) = (0,10) and the
utility functions U = D} D and U” = D3 D3, respectively.

(2) Derive both goods’ world excess demand functions

(b) Show that both world excess demand functions are functions of only the relative prices

p=pi/prorl/p

P2/ p1.
(©) Solve the equilibrium terms of trade p

(d) Prove the Walras law in this model.

8. ¢ is defined as - 3J%

5 Prove that= is also equal to 335

oa
9. Assume free trade and the two countries” import functions are M = 2 (;) and M =

3(p") ™" Is this trading system stable? Why? (Hiat: check to see if the Marshall-Lerner

condition is satisfied))




