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Question 1
Assume that home is in  customs union arrangement with pnm;ﬁo?’n;: ':: a
third countries called RoW, who is not a member of the customs u tan Jodhe
customs union, frictional barriers have not (vet) been eliminated. The:

union applies a tariff to imports from non-member countries.

a. Usinga graph, discuss the welfare effects of the elimination of frictional
trade barriers for both home, partner and RoW countries assuming that
frictional barriers are taken away inside the customs union (i.e, there is
preferential frictional barriers liberalization).

This is a straightforward application of figs 5.9 and 5.7 from the baok. See the
explanation in Baldwin

b.. Discuss how the elimination of rictional barriers inside the customs.
union could harm welfare in the home country or customs union.

The key to this question - which does take a great deal of attention to precise
definitions and quite a bit of thought - is that we start from a situation where the
border price for goads from RoW is below that of the border price for goods

from Partaer since the RoW imports bear a tariff, Now, further preferential
liberalisation of imports from Partner will lead to supply switching from RoW to
Partner. Because the RoW imports were cheaper to Home as a nation, the supply
switching has a negative welfare effect that might offset the usual gain from
frictional barrier liberalisation. The effect is most dramatic when the XS carve for
RoW s very flat, s0 a small drop in home's domestic price (which forces down
RoW's export price by the same amount) leads to a big reduction in RoW exparts.
and thus a large loss of tariff revenue.

Question 2

The EU has moved away from guarantee prices to direct payments and is
increasingly emphasising environmental issues. This move is often described as a
“decouple-with-compensation-reform". Assume that all | farmers are not necessarily
landowners, and rent land from others.

- a. Discuss the main elements of today’s CAP.
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il Statutory management requirements (wild birds, sewer
sludge, groundwater)

€ Some important sectors (sugar) were not reformed or reforms
were mildened (milk, wine, wheat, fruit, tabacco etc),

d. Price supports are maintained primarily through trade policies, the
EU has very high tariffs (>40% average, as compared to 3 % on
industrial products). This is a big de facto *price support” in some.
sectors (sugar)

B. Money went to rural development

b. Which CAP problems were solved or lessened by the “decouple-with-
compensation-reform” and which ones remained?

Problems solved/lessened

Welfare losses as a result of consumption, production and tax distortions
of the market in connection with production and export subsidies and
heavy protection,

- overproduction

budgetary costs

- pollution

- dumping

industrial farming;: pollution and animal welfare

- developing nations

Remaining:

still some payments coupled to production

direct payments ultimately are paid to the landowners.

Farmers are still poor

High prices (0.a result of protection)

social inequality

low transfer efficiency

trade problems: high tariffs (and as a result still consumption, production.
and tax distortions) and occasionally still dumping :
budget share still high
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4. The educational level in all EU nations is rising. Discuss how this would
affect the spatial allocation of production in the Heckscher-Ohlin
framewaork?

The key to this question is the e of RELATIVE factor endowments. If
educational levels rise, but the relative endowment of labour daes not change,
the education has no particular effect within Europe, although it would alter
Europe’s comparative advantage as a whole, Another perfectly sensible
interpretation of the question is that, e.g, the share of Portuguese workers
having completed secondary education is converging to the Germany average. In
this case, the factor-endowment based reasons for industry to cluster in the
Iv-educated core nations would erode.

B Discuss how the spatial allocation of production would be affected if you
would use a New Economic Geography model.

See book.

PLEASE TURN TO NEXT PAGE FOR QUESTION 4
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This is a straightforward application of the theory of fiscal fed

b. Prior to the coming of the EMU, a major argument against the EMU was
mmummmmmvmnwm
policy (Le., a single monetary policy for all participating countries).
Discuss the conditions under which a “one-size-fits-all” monetary policy
might be problematic.

This is a straightforward application of OCA theory and the OCA criteria.

¢ Discuss how unsustainable national fiscal policies in a member state
create externalities to the monetary union or other member states of |

mu.mmmmmmmmmm
the EMU. "

Neg. externalities: interest increases, euro exchange rate, bank failures abroad,
competitiveness, risk of bail outs, systemic failure
Pos. externalities: lower interest rates (D).

Strict enforcement of the SGP (which was tried and not found
union with (substantial transfers) but this requires a political unio
banking union to avoid the neg consequences of systemic failure in
due to unsustainable debts/banking crises,




