QUESTIONS AND ANSWERS TO CHAPTER 11 

1.  The Export-Import bank helps Boeing by providing various subsides on aircraft sold to foreign countries.  Boeing says it needs this help to offset subsidies given to Airbus Industrie by European governments, and would lose sales otherwise, hence reducing American jobs.  Thus personal and corporate income tax payments would decline.  How would you determine whether the American taxpayers are getting their money’s worth?  

ANSWER:   This issue has already been addressed in Question 4 of Chapter 5, where we concluded the subsidy was not worth the cost because it had the net effect of increasing airline prices.  The focus here would be more on the foreign trade aspect; does subsidizing exports create more jobs?  
In this section of the book we try to show that the major impact of foreign trade is on the supply side rather than the demand side.  Unilaterally trying to boost exports is not the way to increase GDP because other countries will invariably retaliate or take countervailing measures.  The advantages to an increase in exports – and imports – is that it boosts productivity growth and offers consumers better prices and quality.  If exports rise because U.S. firms become more competitive, that situation benefits everyone.  However, if they rise only because the U.S. is subsidizing inefficient production methods or above-market wage rates, there are no net gains.  

2.  Assume that U.S. imports have an income elasticity of 1.3 and a price elasticity of -0.5, and U.S. exports have an income elasticity of 1.2 and a price elasticity of -0.7.  They also have a “repercussion elasticity” of 0.5, reflecting changes in GDP the previous year.  To simplify matters, assume that both exports and imports are 10% of GDP.  Determine what happens to the U.S. trade balance this year and next when:


A.  An easier monetary policy boosts the growth rate by 1%.


B.  Export subsidies equal to 2% of total exports are granted.


C.  The U.S. reduces the average tariff rate from 4% to 2.5%.


D. U.S. costs of production rise 2%, hence boosting export prices by that amount.


E.  An inflow of foreign saving boosts the value of the dollar by 8%.

ANSWER:   The actual change will of course depend on the magnitude of GDP, but to keep it simple, assume that GDP is $10 trillion and exports and imports are both $1 trillion (in fact, imports are closer to $1.5 trillion).

A.  If GDP rises by 1% and imports have an income elasticity of 1.3%, they will rise by $13 billion.  The next year, exports will rise by $5 billion, so the trade balance will decline by $8 billion.

B.  Export prices would drop by 2%, so if the price elasticity is -0.7, they would increase by $14 billion.  That would boost GDP by an amount that depends on the multiplier, but if it is 1.6 (as estimated in this text), that would raise GDP by $22.4 billion, or 0.224%, so imports would rise by almost $3 billion.  The trade balance would improve by $11 billion, according to the assumptions used in this question.  In fact, exports often depend  heavily on imported components, and the substitution of U.S. for domestically produced goods in other countries would reduce their growth rate, so the actual improvement would be somewhat less.
C.  Import prices would fall by 1.5%, so imports would increase by 0.75%, or $7.5 billion.  To the extent that growth in the rest of the world would rise faster, and the price level in the U.S. would decline slightly, there would be some slight increase in exports, but probably less than 10% of the rise in imports.

D.  Export prices rise by 2%, so exports fall by 1.4%, or $14 billion.  Since that would reduce GDP by $22.4 billion, imports would fall by $3 billion (see part B) so the trade balance would decline by $11 billion, plus secondary effects stemming from higher inflation.

E.  Exports would fall by 5.6% and imports would rise by 4.0%, so the trade balance would initially decline by $96 billion.   The calculated reduction in GDP based on a multiplier of 1.6 would then be $154 billion, or 1.54%, so imports would fall by $20 billion.  Because of the repercussion effect, exports would fall by $8 billion the following year, so the initial $96 billion drop in the trade balance would be offset by $12 billion, for a overall decline of $84 billion.  

Note:  the price elasticities for exports and imports are based on empirical estimates.  Yet we observe that swings of this magnitude in the dollar have a much smaller effect on GDP than would be estimated from the standard multipliers.  The reason is that the stronger dollar is accompanied by an inflow of foreign capital, which generally results in either lower interest rates or rising stock prices, which boosts both consumer and capital spending, hence offsetting much of the decline in net exports.  The sharp increase in the value of the dollar from 1995 to 2000 apparently did not slow down the U.S. economy at all, although it did contribute to the 2001 recession.  This point is discussed more fully in the next two chapters. 
3.  When energy shocks have occurred in the past and the price of imported oil has soared, both the U.S. trade balance and the value of the dollar have increased, even though the U.S. imports about half its oil.  Explain why this occurs.  (Hint:  what happens to the foreign currency values of Europe and Japan, which import almost all their oil?)

ANSWER:  Following sharp increases in energy prices in 1973/74, 1979, and 1990, the U.S. trade balance improved the following year in each case, for several reasons.  First, much of the oil revenue received by OPEC nations was used to buy goods and services from the U.S.  Second, the higher inflation engendered by higher oil prices boosted interest rates, which was followed by a recession in the U.S., hence reducing imports.  Third, even though inflation in the U.S. rose sharply, our competitive position was not hurt because all countries faced higher oil prices, so exports did not necessarily suffer.   Europe and Japan import a much higher proportion of their energy resources, and neither sold many military goods to OPEC, so their trade balance declined much more.  Since European and Japanese currencies are more sensitive to the size of the trade balance than is the U.S. dollar, those currencies declined as the trade balance declined.  
4.  Suppose the value of the Japanese yen rises 20%, but in order to maintain market share in the U.S., major Japanese companies decide not to raise the prices.  As a result, their imports do not change, but profits of Japanese manufacturers decline, so they import less capital equipment from U.S. machinery firms.  Taking the effect on both consumers and producers into account, is the U.S. better or worse off based on the Japanese decision to hold import prices constant?  Is Japan better or worse off?  

ANSWER:  In the long run, Japanese manufacturers would relocate some of their plants in the U.S., which clearly helps the U.S. and hurts Japan.  In the short run, Japan is saving some jobs, since their exports would decrease if they raised prices 20%.  Also in the short run, U.S. consumers are better off because they are not faced with higher prices; and if the price of Japanese products rose 20%, U.S. prices would probably also rise somewhat.  Of course if Japanese exports diminished, U.S. production would rise, ceteris paribus, so to that extent consumers are not better off if the Japanese hold their dollar prices constant.  The issue is also complicated by the fact that if the Japanese were to raise their prices 20%, inflation would be higher in the U.S., leading to higher interest rates and slower growth, in which case both U.S. consumers and producers would be worse off.   
The issue is also further complicated by considering what factors caused the yen to rise 20%.  If that increase occurred because Japanese costs declined 20% relative to the U.S. and this move keeps the yen/$ ratio in equilibrium, the Japanese would have no reason to raise their prices.  However, if the yen rises 20% because the Japanese have accumulated too large a trade surplus because they refuse to lower import barriers, then that country is heading for an extended period of stagnation – which is in fact what happened starting in 1992.  

Thus no unequivocal answer can be given.  However, assuming that the 20% rise in the yen occurred because of a large trade surplus, the optimal reaction of the Japanese should have been to reduce import restrictions.  Since they did not, Japan would have been better off raising prices and temporarily losing market share; the decline in exports would have reduced the trade surplus and permitted the yen to return to equilibrium, so that the long-term growth rate would not have been impeded.  Also, by squeezing profits of exporters, they encouraged these firms to invest in other countries.  Because of these factors, Japan has been mired in a decade-long recession, and the country is clearly worse off.

What about the U.S?  Consumers are better off because the Japanese did not raise prices, and while domestic auto manufacturers are hurt, total auto production in the U.S. – including foreign nameplates – is actually higher, so in that sense the U.S. is helped.   We thus conclude that by trying to help themselves by holding the dollar value of Japanese car prices constant, the Japanese actually helped the U.S. and hurt themselves.  The major error was failing to liberalize imports and permit the yen to return to its equilibrium value.  
5.  In 1999 Brazil was forced to devalue the real by almost 50%, and in 2002 Argentina was forced to devalue the peso by almost 50%. [NOTE:  As of mid-2003, both currencies are down about 67%].    According to the static model, that would boost net exports and raise GDP.  However, both countries plunged into a deep recession.  Explain why that happened.  

ANSWER:  Capital fled the country ahead of devaluation: both savings of domestic individuals and corporations, and foreign investors.  Hence investment declined sharply.  Also, in return for “bailing out” these countries, the IMF imposed fiscal austerity, which should help in the long run but further reduced growth in the short run.  The monetary authorities were forced to raise interest rates to exceedingly high levels in order to stem even greater outflows of capital, hence reducing both consumption and investment.  Finally, business optimism was crushed by the devaluation, with few firms willing to take the risks of expanding or modernizing. 

6.  The following graph shows a fairly high correlation between the ratio of capital spending to GDP and the inverted ratio of net exports to GDP over the post World War II period.  Explain the causal relationship between these two series.  Would you expect this relationship to continue in the future?
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ANSWER:   We already know that didn’t happen in recent years.  From 2000 to 2003, the ratio of total investment to GDP fell from 17.9% to an estimated 14.8%, while the net export deficit increased from 3.7% to 4.9% of GDP.   The principal missing element is the Federal government surplus or deficit.  From 1992 to 2000, decreasing deficits meant the extra foreign investment flowed into capital spending; from 2000 to 2003, the increasing deficits meant the extra foreign investment flows were used to purchase Treasury securities.  While I = S always holds on an ex post basis, the identity is incomplete without considering all the other sources of saving.   
To state this another way, an increase in imports will ordinarily boost foreign saving.  If the Federal budget is in balance or surplus, that money will flow into capital spending and the stock market, which will also boost capital spending.  If the Federal budget is in deficit, that money will be used to purchase Treasury securities and will not boost capital spending or the stock market.  

7. The dollar declined sharply in 1973-74 and 1977-78, and those declines were accompanied by sharply higher inflation.  However, when the dollar declined even more sharply in 1986-88, the rate of inflation did not rise at all.  What explains the different reaction of inflation in those two periods?

ANSWER:  During the first two periods, the dollar fell well below its equilibrium value, where is the third period, it has been severely overvalued, and merely returned to equilibrium.  In addition, monetary policy and inflationary expectations had been tamed in the early 1980s, so they did not flare up as rapidly as in the earlier two periods.   
