Chapter 7
International trade and development
Trade and exchange rate policies
Text
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Industrial protection can be given to domestic producers using trade and/or exchange rate policies.  Which instrument is it better to use?  To answer this question, do an incidence analysis of each of these two policies.

Consider the following situation:




Consider the following values:




A policy maker wants to raise profits in the manufacturing sector to create incentives to produce more.  This person asks you to compare the following two alternatives to the current free trade policy:

a. Introduce a 100% import tariff on manufactures with the current exchange rate policy.
b. Devalue the exchange rate from 40Rs/$ to 100Rs/$ with no trade protection.

1. Do an incidence analysis (best done on an Excel spreadsheet, see the following table) of how each policy affects:
· profit of the manufacturing sector
· profit of agriculture
· welfare of consumer/workers
· social welfare

2. Discuss your results:

2.1. What is the incidence of gains/losses across these four social sectors compared to no policy intervention? Explain where this is coming from.
2.2. What would you recommend your policy maker to do if he is concerned with social welfare with an increasing concern for the welfare of consumers/workers that can range from b = 1, 5, 10 in the social welfare function? Explain why.
2.3. Are there situations where social welfare is highest under free trade at the initial exchange rate and why?
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Domestic price of manufactured goods: p‘ = ep® (1 + tM)
Domestic price of capital goods: p{ = ep}

Domestic price of agricultural goods: p? = ep®

Wage: w=w

Profit of manufacturing sector: B, = p —ap!

Profit of agricultural sector: B, = p!

Welfare of consumers/workers: W, = N *w/CPI
Consumer price index: CPI =0.5% p? +0.5%* p?

Social Welfare =11 +I1 +bW,









Domestic price of manufactured goods:  

p

m

d

=

ep

m

$

1

+

t

M

( )

Domestic price of capital goods:  

p

k

d=

ep

k

$

Domestic price of agricultural goods:  

p

a

d=

ep

a

$

Wage:  

w

=

w

Profit of manufacturing sector:  

B

m

=

p

m

d-

ap

k

d

Profit of agricultural sector:  

B

a

=

p

a

d

Welfare of consumers/workers:  

W

c

=

N

*

wCPI

Consumer price index:  

CPI

=

0.5*

p

m

d

+

0.5*

p

a

d

SocialWelfare

=P

m

+P

a

+

bW

c


oleObject1.bin

image2.emf
py =$150

pi =$100
ps =$100
e=40Rs/$

a = 0.5 (units of capital good per unit of manufacture)

w = Rs4000

b=2,5,10 (weight attached to consumer/worker welfare)
N = 5000 (scalar)
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Weight Free trade 100% tariff on Exchange rate
social welfare manufactures devaluation
function

Base values

Pm$ 150 150 150

Pk$ 100 100 100

Pa$ 100 100 100

S 40 40 100

a 0.5 0.5 0.5

W 4000 4000 4000

N 5000 5000 5000

tM 0 1 0
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social welfare manufactures devaluation

function

Base values

Pm$ 150 150 150

Pk$ 100 100 100

Pa$ 100 100 100

e 40 40 100

a 0.5 0.5 0.5

w 4000 4000 4000

N 5000 5000 5000
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