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Chapter 10: Applications of Welfare Economics

= Despite the possibility of market failure, the invisible
hand of the market remains extremely important. In
many markets, the assumptions we made in Chapter 9
hold true, and the conclusions about market efficiency

are directly applicable.

" Furthermore, we can use welfare economics and
market efficiency to analyze and explain the effects of
various government policies. In Chapter 10, we use the
tools from Chapter 9 to study the welfare effects of two
important policy issues: taxation and international

trade.

APPLICATIONS OF WELFARE ECONOMICS



Chapter 10: Applications of Welfare Economics

" The cost of taxation
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The cost of taxation

cost of tax
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The cost of taxation

More than 200 years later, American political parties are still debating the appropriate size and form of the tax system.
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THE COST OF TAXATION

The renowned jurist Oliver Wendell Holmes

never denied the necessity of certain

Taxes are the price

BN we pay for civilized

society.




The cost of taxation

We need to examine how taxation affects the | Atifirst glance the im pact of taxes on peopie s welfare seems obwous
economic welfare of market participants. | Vi i . e i [ %
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Because government taxes inevitably come

from someone's pocket.
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( tohave a deeper understanding of how taxes affect economic well-bei
m—';f puyers and sellers to the amount of revenue that the governr:gr"lrr?ai':é?t e

duC

Price

Without tax , there
will be Q, of trades
in the market at the
price of P,.

Supply

Consumer
surplus

T o >

Producer
surplus

At equilibrium,
consumers and producers »Demand
can enjoy the total surplus

shown in the picture.

Q Quantity




Taxes cause a decrease in both consumer and producer surplus because consumers pay more than before, while producers receive less.

After the tax is levied, consumers pay P1, anﬂ\/
producers receive P2.

Therefore, the decrease in consumer

surplus and producer surplus is as large

as the price difference.

price

supply

P1

deadweight

loss

—
—

P2

need

Each loss can be partially offset by increasing
taxes, but the triangle in the diagram shows that

the total surplus will decrease, a phenomenon

O known as deadweight loss.
quantity




The cost of taxation
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To gain a deeper understanding of why taxes cause deadweight losses, let's take an exampleg | |} % E DN R iR R
CH | ﬂ . — — —
|
My :

opportunity cost - simple 1

\ is $80. : —— P :

£ - I'm j ; 1

2@l - |

wr d willing to ' |

= = i

ZMYNZ | L ‘ .

1.,, A Y
3 ) L)
N 1 /
{ Al
When Joe and Jane agree on ; allg .
a price of $100, each il | !*&_J :
of them will receive XL - 0%
A ',' B -
a surplus of $20. =4 7 oy
~ > N
= _ o o VoA B o I

THE COST OF TAXATION



The cost of taxation

Now suppose that the government levies a $50 tax on the providers of cleaning services. The most Jane woug
be willing to pay is $120, but then Joe would be left with only $70 after paying the tax, which is less than his
$80 opportunity cost. He will refuse to make the deal.

The price Jane
is willing to pay

: / /S Tax
J
3 opportaﬁits; cost / 50/

(5—

.......

Joe’s income
280 11§70
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The cost of taxation

Price Joe
proposed

Conversely, Joe wants to receive at least his opportunity cost of $80, but then Jane would need to py
$130 including the $50 tax, which is above the $120 value she places on a clean house. Thus, Jane wil

Price Jane is
willing to pay

Joe's opportunity
cost

$80

$120

also turn down thedeal

THE COST OF TAXATION
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The cost of taxation

After cancelling the deal, Joe lost the chance to earn an extra $20.

Because taxes cost Joe
the chance to earn $100,
he had to take another
job for $80.
v re
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The cost of taxation

Jane ived in & dirpaeus-as
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From this example, we can '
see the ultimate source of w K e %
deadweight loss. >
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The cost of taxation

g N

There will be no tax revenue as
both gave up the deal.

The deadweight loss is the surplus that is Jost
because the tax discouraged this mutually
advantageous trade.
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THE COST OF TAXATION

If we apply this example to the entire
market, we will get to the same
conclusion.

Ir
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The debate about deadweight loss

deadweight loss

argument

Many economic theories are dizzying enough. But surprisingly, these ideas touch upon...

At the heart of a profound political issue.
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The debate about deadweight loss
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People who believe that taxes
cause deadweight loss say that
the ideal government should be a

small one.
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The debate about deadweight loss

e |
So how big is the deadweight loss of taxation? 8
Economists disagree on the answer to this question. Unemplgyment Filog g 2 9¢
& Labor  Agriculture Government
To see the nature of this 19¢
disagreement, consider one of the ch' 15ing
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economy: the tax on labor, 34 160
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The debate about deadweight loss

wedge between the

5d
2 pay and the wage that

workers receive.

22X REFORM

THE COST OF TAXATION

Securitystax? #andimuch
- thefederallincomeitax-«are

For a typical workes, if a1 forms of
labor taxes are added logether, the
marginal tax rate on labor inu;m
15 about 40 percent.
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The debate about deadweight loss

The size of a labor tax is easy to determine, but the deadweight loss from
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such a tax is not so obvious.

The disagreement among economists
stems from their differing views on the

ey ‘“‘*—9 elasticity of labor supply.
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The debate about deadweight loss

. ]
They said that regardless of salary, L

If this is the case, then the labor

most people would take on I

the deadweight loss caused by labor
full-time jobs. JAT .
taxes is very small.

n el astic supply curve is almost vertical, and

Economists who argue that labor taxes

do not significantly distort market outcomes

believe that labor supply is quite
inelastic.
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The debate about deadweight loss

Economists who argue that labor taxes severely distort the market

believe that labor supply is relatively elastic.
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While the workload of some worker groups may
not change much, many other groups respond more

strongly to incentives.

Many workers can adjust

their working hours.

After their wages increased, they chose to work

overtime to extend their working hours.

THE COST OF TAXATION
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The debate about deadweight loss

Some families have a second breadwinner—often a married woman with children—who When deciding whether to accept a

decides, depending on the circumstances, whether to stay home to care for the job, these second-earners will compare the

family or to go out and earn money. benefits of staying at home with the wages

they can earn.

Job hunting software

Finding a

job becomes easier
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The debate about deadweight loss

Many older adults can choose when to retire, and their decision

—

is partly dependent on their salary.
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Once they retire, their
' wages will determine their

motivation to take on part-time work.
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The debate about deadweight loss

When deciding whether to work in the

underground economy or legally, these potential

offenders compare their illegal earnings with

their legally earned wages.

THE COST OF TAXATION

Because the amount of labor provided is related
to wages, taxing workers' earnings can

distort their decision-making.
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The debate about deadweight loss
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Labor taxes encourage workers to reduce their

working hours and encourage second-incol

to stay at home.

me earners

I

Early retirement for the elderly,

THE COST OF TAXATION

And people entering the underground economy.
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The debate about deadweight loss

‘The debate over the distortionary effects of labor taxation|persists;to

this day. Indeed, you will see many presidential or pohtucal'candldates

debating whether the government should providé more;serwces of
reduce the tax burden.
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THE COST OF TAXATION

We can see that at the heart of the
disagreement lies different views
about the elasticity of labor supply
and the subsequent deadweight loss
of taxation.
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The Laffer Curve and Supply-Side Economics

Laffer Curve and

Supply-Side Economics

THE COST OF TAXATION

One day in 1974, economist Arthur
Laffer and some prominent journalists and
politicians were dining at a restaurant

in Washington, D.C.
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The Laffer Curve and Supply-Side Economics

Laffer then argued that the United States is on the downward-sloping side of this-curve.

tax |

Laffer Curve

Because the tax rate is too

high, lowering the tax rate will

actually increase tax revenue.

m 4

~

_———'_"’-—
I_af'fer took out-a-napkin and drew a diagram

on itto illustrate how tax rates affect tax

revenue.

tax rate
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The Laffer Curve and Supply-Side Economics

Most economists are skeptical of Laffer's Nevertheless, tthe'-’_l:_f'efﬁfér Curve still sparked Ronald Reagan's ima‘ginatikﬁ?aa\{fd St@s%nrth:gil})%w
suggestion, responding that while it may be correct Eﬁ?e;:t-or of‘t'f-;e ﬁF;tZR;aééﬁﬁamini;{r‘;;@'n, tom%%ﬂ-dmna;torﬁgrf =] y
in economic theory, it is questionable whether h‘ \ N ’ \ a8 @.
it will actually work in practice. }v Reagan said he had experienced the ) rr-l F‘ | B

i :-{; situation described by the Laffer Curve. . '

) ! L He often told this story. -
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The Laffer Curve and Supply-Side Economics

I made a lot of money making
movies during World War 1.
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To support the military, wartime

surtax rates were as high

as 90%.
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The Laffer Curve and Supply-Side Economics

You need to make four movies to reach
the highest tax bracket. So, after making
four movies, we stopped working and

went to the countryside.

e

Reagan said that high tax rates make people work less,

while low tax rates make people work more.
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The Laffer Curve and Supply-Side Economics

p_rEEiﬁe"r‘r't in 1980 /he included tax cuts as part of his/pélicy pia"t-"f%r-'. REaga

o el RS M ¥ L |
s would discourage people from working hard‘ . I’t AL

‘ A\ ) 5= > { Because lowering tax rates was intended to
encourage people to increase the amount of labor

they supplied, Laffer and Reagan's views are known

as supply-side economics. J
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The Laffer Curve and Supply-Side Economics

Economists continue to debate Laffer’s argument. Many believe th
Laffer's conjecture that lower tax ?;tm
s " es WOUId 1 Gf}!r
o) () "aise tay ra. Uleg
1= g e
e % Maximum Revenue Point
aC
Optimal
: Tax
0,
0% N Rate
100%
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The Laffer Curve and Supply-Side Economics

_P

However, since history can be interpreted in different ways, some economists believe that the events of the 1980s were

more favorable to the supply-side school of thought.

PIMCO Global Advisory Council Summit

THE COST OF TAXATION
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The Laffer Curve and Supply-Side Economics

Economists disagree on these issues, partly because they cannot agree

on the size of the relevant elasticity.

SE o N

In any market, the more elastic the supply and demand,

W, the greater the distortion of people’s behavior by taxes,

and the greater the likelihood that tax cuts will increase

tax revenue. However, economists generally agree on the

following general conclusion.

—

e il

Since it is impossible to calculate the changes in tax revenue caused

by changes in tax rates, it is important to understand how changes

in tax rates affect people's behavior.
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= Taxation is often the source of intense political debate. In
1776, the anger of the American colonists over British
taxation sparked the American Revolutionary War. More
than 200 years later, American political parties are still
debating the appropriate size and form of the tax system.

= Taxation reduces consumer and producer surplus because
consumers pay more than before, and producers receive
less. However, to understand more deeply how taxation
affects economic welfare, we must compare the reduction
in welfare for buyers and sellers with the amount of
revenue gained by the government.
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= Taxing a good reduces the welfare of both buyers and
sellers of that good, and the reduction in consumer and
producer surplus generally exceeds the amount of revenue
the government collects. The decrease in total surplus—
the sum of consumer surplus, producer surplus, and tax
revenue—is called the deadweight loss of taxation.
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" Taxes cause deadweight loss because they alter the
behavior of buyers and sellers. Taxes raise the price
buyers pay, thus reducing their consumption. At the same
time, taxes lower the price sellers receive, thus reducing
their production. As a result of these behavioral changes,
the equilibrium quantity in the market shrinks below the
optimal level. The greater the responsiveness of buyers
and sellers to price changes, the greater the reduction in
equilibrium quantity. Therefore, the greater the elasticity of
supply and demand, the greater the deadweight loss of
taxation.
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Chapter 10: Applications of Welfare Economics

" [nternational trade

INTERNATIONAL TRADE
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The advantages and disadvantages of free trade

The gains and losses of

free trade

A century ago, the textile and
apparel industry was a major

sector of the American economy, but

that has changed.

INTERNATIONAL TRADE

)=t

If you look at the labels on the clothes Americans wear today, you might find that

40



The advantages and disadvantages of free trade

The story of the textile industry raises

5 S *\’ Y=

JI_ TTh Iy \ ® —o o | ” @‘ important questions about
, l »m TG o e e
[ i = [hg Egﬁ a 1S economic policy.
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When high-quality goods can

be imported at low prices
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The advantages and disadvantages of free trade

mong

Compare (o he Iokees)

INTERNATIONAL TRADE

Let's consider an imaginary country of Isoland.

Isoland is a small economy and ts actors
have little effect on world markets. Thatt
the Isolandians are said to be price takers
the world econom.

42




The advantages and disadvantages of free trade

If the domestic equilibrium price of textiles in Isoran No textile seller will accept a price lower than the world price, and no buyer will pay a price

is lower than the world price before international higher than the world price.

trade is permitted, then once trade is allowed,

its domestic price will rise to equal the world price.

—

Sellers (domestic producers) can sell on the world market at the world price, so they will not accept a price lower
than the world price, because they can sell at the world price if they choose to. Similarly, buyers (domestic
consumers) can buy on the world market at the world price, so they will not pay a price higher than the world price,
because they can buy at the world price. Therefore, the price in the domestic market is fixed at the world price.
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The advantages and disadvantages of free trade

Now, if the domestic price is equal the world price, the domestic
quantity supplied will differ from the domestic quantity demanded.

Price of textiles

Domestic
Price after p Supply
trade - L World
Price before price
trade
<2 Domestic
demand
0 Quantity of textiles

—

Because the domestic quantity
supplied is greater than the domestic
quantity demanded, Isoland sells
textiles to other countries.

/

becomes a textile

Isoland

The supply curve shows the quantity of textiles supplied by Isolandian
sellers, and the demand curve shows the quantity of textiles demanded by
Isolandian buyers.

INTERNATIONAL TRADE
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The advantages and disadvantages of free trade

Although domestic quantity supplied and domestic quantity
de_manded differ, the textile market is still in equilibrium due to the
existence of the world market.

------
......................

One can view the horizontal line at the
world price as representing the rest of
the world's demand for textiles.

7 57 %5

Because Isoland has a small economy, it
can sell as many textiles as it wants at
the world pnice.

Thus, this demand curve is
perfectly elastic

-
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The advantages and disadvantages of free trade

\
Now, consider the gains
and losses from opening
up trade.

(learly, not everyone
benefits.

INTERNATIONAL TRADE

Trade forces the domestic price to rise to the world price, 3

Price of textiles

v

producers of textiles are bettey o

i
Quantity of st

Domestic producer
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The advantages and disadvantages of free trade

But domestic consumers of textiles are When a country becomes an exporter ofag
worse off because they have to buy domestic producers of the good are better off 3
textiles at a higher price. domestic consumers of the good are worse o

Producer’s Consumers  Isoland’s
benefit loss total surplus

However, trade raises the
economic well-being of a nation

because the gains of producer
surplus exceed the losses of consumer

Domestic consumer

surplus.
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The advantages and disadvantages of free trade

Now suppose that the
domestic price before
trade is above the
world price.

W

World price

Isoland’s price of textiles

of textiles

/
Once aqgain, after trade is allowed,
the domestic price must be equal
to the world price.
koland's price N
of textiles s
.................................. - ﬁ \
Price — p :
Workdprice ' R
of texties e
Quantity imported

As the domestic quantity supplied is less than the
domestic quantity demanded at the price after e
the shortage in domestic quantity supplied shoddb¢

INTERNATIONAL TRADE

™ bought from other countries,
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The advantages and disadvantages of free trade

Now, Isoland‘b;ecomes a textile importer. In this café';'the horizontal line at the world price represents the
supply of the rest of the world.

This supply curve is perfectly elastic because
A solandi  small economy and,thefore,
can buy as many textiles as it wants at

the world price.
auaf?t?tfvn fgg%lled N\, & y D _ L quangty demanded
World price_,
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The advantages and disadvantages of free trade

Because it's free trade, when domestic prices fall, domestic consumers are better off, while domestic producers are worse off. This leads to consumer surplus.

The magnitude of gains and losses is measured by changes in producer surplus.

The total remaining amount

consumer benefits producer loss

of the country of 1solan

When trade forces domestic prices down, consumer surplus increases while producer surplus

decreases. However, as buyers' gains exceed sellers' losses, the nation's total surplus increases.
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The advantages and disadvantages of free trade

Trade can make everyone better off
as long as there is a certain amount

of compensation.
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The advantages and disadvantages of free trade

“

Without such compensation, an economy opening up to the*world is a policy-thafexpandsithe
- : - g
economic pie, but it may reduce the share of the pie for some economic participants?

However, in reality,
compensation for losers in
(-
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The advantages and disadvantages of free trade

—
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The impact of tariffs

In order to help the losers in free trade, Isoran decided to implement tariffs. |

Because tariffs are taxes levied

on goods produced abroad and
Isolan HROERED .
sold domestically. If Isoran is a
textile exporter, then it is irrelevant

for it to impose tariffs on textile

L
B =

imports.

—{

Impact of tariffs

—( Tariffs are only

important when Isoran

\ is an importer of
N\ textiles.
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The impact of tariffs

Under free trade conditions,

domestic prices equal world prices.

This is because domestic textile

suppliers can now sell their textiles at

\ the world price plus tariffs.
¥ /p\

world textile

Price of Isoran

counterfeit products

prices

INTERNATIONAL TRADE

== DL e
Because tariffs increased domestic prices, domestic sellers fared better,
while domestic buyers fared worse. Furthermore, the government

also profited from the tariffs.

producer

consumer

government
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The impact of tariffs

Tariffs can cause delaldw"'ei’ght loss because tariffs are a form of taxation.

Ultimately, the total surplus of the

Isoran market decreased, and it

faced deadweight losses due to tariffs. . i
customs

Like most taxes, tariffs reduce

the volume of trade, thereby

reducing the total surplus.

\;jmpOrted goods)

2y

‘: deadweight loss

 — —
YRy
N
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The impact of tariffs

S DV T e
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First, when tariffs make the domestic price of textiles
higher than the world price, it will incentivize

domestic producers to increase output.
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The impact of tariffs

g ¢ £ B ~ TR
v

Tariffs lead to a decrease in domestic consumer

} /‘ff"s increased domestic prices, proting consumers to ré'ﬂllfj:‘ée'?ﬁ?é

o -

purchases of textiles, and people no longer enjoy the

pre-trade consumer surplus.
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Reasons for restricting trade

restrictive of trade

reason

INTERNATIONAL TRADE

 [hmL | el

L ] ey o ——

| Opponents of free trade often argue that tradlng with
-

i
o

. ’“ﬁr
.

- . L5 H
I I ] other countrres w1l| reduce some domestlc jObS.

Work will disappear,

and our lives will disappear

too!
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Howeycmwhilexfieeltrade has reduced some jObPS, it has alSe-created oth
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Because when the Isorans bought textiles from
other countries, those countries gained resources
that could be used to purchase other goods

from the Isorans.

INTERNATIONAL TRADE

|
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Reasons for restricting trade

In this process, Isoran workers can move

from the textile industry to industries where

the country has a comparative advantage.
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Reasons for restricting trade

e AT TN AT 2
transition may present dlfﬁcuitles for -some workers in the short
Although this transiti yp

Opponents of trade are often skeptical of the idea that

allows the people of Isolaen -as a whole to enjoy a hlgher &t standard of living™] | p trade creates jobs.
"IL\(;J w " ‘.’ -rl”-.l "i“{

"-’ fm "{E"'ﬂ L |

They would argue that
‘ in free trade, Isoran

ﬂ industry cannot survive as

".‘ long as cheaper products
W] canbe produced abroad.
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Reasons for restricting trade

However, the benefits of trade are Even if one-country has an advantage-over another in producing every single item, they icleountries can still benefit from

based on comparative advantage, not ;
can still benefit from mutual trade.

absolute advantage.

\
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Reasons for restricting trade

Opponents of free trade often

T

argue that certain industries are crucial Fegexample, if the
: o

trade in'steel, domestic steel companies

to national security.
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A
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Reasons for restricting trade

Free trade would make

Isoran dependent on foreign

suppliers for steel.

If war breaks out in the future and foreign steel supplies are interrupted, the Kingdom of Isoran

may not be able to produce enough steel and weapons to defend itself.
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Reasons for restricting trade

— . ;

Economists acknowled%e that protec,t_-ing!lgel_ Iy','m'd.ustries,_ay peyjustifiedifiomle] g In order to gain protection from foreign competition, companies have an incentive

_——

Ie’gi,ti'mate national security perspective.

to exaggerate their role in defense.

——————

m———

But they worry that this view will soon be exploited
by producers who are eager to profit at the expense

of consumers.
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Reasons for restricting trade

7/ R T A A S
Ageneral's perspective mlght be drastically dif‘ferer]t. In fac | S \, Emerging industries sometimes argue that temporary

; . v . e . s “ S B L B S A \ o )
han industry's pioducts, it can benefit from imports. — W, () p o\ ) trade restrictions should be implemented

sl >, W o AW e g - “P V& 3
f "--\ BN Y- ; ; AN 2 to help the industry grow.
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Reasons for restricting trade

Imports have severely impacted

Similarly, older industries sometimes see the need for temporary

our steel industry, which
protection, which also helps them adapt to new circumstances. . .
is a vital sector.

For example, in 2002, President Bush imposed temporary

tariffs on imported steel.
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Reasons for restricting trade

Economists are often skeptical of these

) . In order to successfully implement protection, the government must determine which industries would ultimately be profitable to implement
requirements, mainly because the idea of

goi iy G ¥ such protection, and determine whether the benefits of establishing these industries outweigh the costs to consumers of implementing
emerging industries is difficult to implement

the protection.

in practice.

extremely difficult, and it is even more difficult to do so through

political procedures. Sometimes, such temporary policies are hard to cancel.
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Reasons for restricting trade

3 ] T L1 L
L In practice, many industries survive not through

* government support, but through well-thought-out decisions by
. . .

their CEOs.
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The company's CEQ is mlllng to accept short term Ioases for Iong term profits.
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History shows that startups, while often experiencing
temporary losses, tend to succeed in the long run when

there is no protection against competition.
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Reasons for restricting trade

Another common view is that free trade is desirable

only if all countries follow the same rules.

It's unfair if different countries

have different rules for the game.

game rules

For example, suppose a neighboring country's government subsidizes its textile industry by granting significant tax

breaks to textile companies.

The textile industry in Isola would then believe
that it should be protected from such foreign competition

because its neighbors are not competing fairly.

Subsidies reduce the price of imported textiles, allowing consumers to purchase products at lower prices.

INTERNATIONAL TRADE
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Reasons for restricting trade

Indeed, textile producers in Isoran will suffer losses, but

' . . their textile consumers will benefit from these low prices.
In reality, would purchasing textiles

from another country at subsidized

prices actually harm the interests

of Isoran?

Producers of the Kingdom of Isoland
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Reasons for restricting trade

The benefits of free trade remain the same, unchanged. Subsidizing a neighboring country’s textile industry could be a poor policy, as the tax burden falls on

the country's taxpayers. Isoran could benefit from the opportunity to purchase textiles at subsidized prices.

The benefits consumers gain from

buying at a low price outweigh the

losses for producers.

Producer

surplus _ i e Perhaps Isoran should send a letter
. decreases E ; .
. ] of thanks to its neighbor, rather than ~
objecting to its subsidies.
k" 7
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Reasons for restricting trade

the same time believe that trade restrictions may still be

. “ - " ] Many policymakers claim to support free trade, but at

3\ T -
L =251l useful when negotiating with their trading partners.
—~ W&
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Reasons for restricting trade

They claim that the threat of trade restrictions helps to
eliminate trade restrictions already imposed by foreign

\ governments.

s, —

s

INTERNATIONAL TRADE

For example, the State of Isoran could threaten to impose tariffs on textiles unless its neighboring countries remove

tariffs on its flour.

tariff tariff
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Reasons for restricting trade

N\

If neighboring countries respond

to this threat by eliminating their
tariffs, the result could contribute

to freer trade.

s
g e
gL

The problem with this bargaining

tactic is that such threats may not

]

always work.

If the threat doesn't work, the
country will face a choice between

two terrible possibilities.

INTERNATIONAL TRADE
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Reasons for restricting trade

S

" It can make threats, which reduces its own economiciwelfare. Or, it can withdraw the threat.

F - O .

This will cause it to lose credibility in internationaliaffairs..
: i N

N

Eluics

N\ O O -r@‘

Faced with this choice, the country

might wish it hadn't made that threat

in the first place.
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" The effects of free trade can be determined by comparing
domestic prices in the absence of trade with world prices.
Low domestic prices indicate that the country has a
comparative advantage in producing a particular good, and
that the country will become an exporter. High domestic
prices indicate that the rest of the world has a comparative

advantage in producing that good, and that country will
become an importer.
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*= When a country allows trade and becomes an exporter of a
good, the situation of domestic producers of the good
Improves due to increased producer surplus, while the
situation of domestic consumers of the good worsens due
to decreased consumer surplus. However, because the
gains for producers outweigh the losses for consumers, the
country's total surplus increases.

When a country allows trade and becomes an importer of a
good, increased consumer surplus improves the situation
for buyers, while decreased producer surplus worsens the
situation for sellers. However, because the gains for buyers
outweigh the losses for sellers, total surplus increases.
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® |n other words, in the importing country, domestic
consumers of goods are in a better position, while
domestic producers are in a worse position. However, the
Increase in consumer surplus exceeds the decrease in
producer surplus. Therefore, trade improves the overall
economic welfare of the country.

= Like most taxes, tariffs distort economic incentives,
causing the allocation of goods and services to deviate
from market equilibrium. When tariffs increase the price of
domestic textiles, they incentivize domestic producers to
Increase output.
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= Although the cost of producing these incremental units
exceeds the cost of purchasing them at world prices, tariffs
make textile production profitable for domestic producers.
When tariffs increase the price that domestic textile
consumers must pay, they incentivize consumers to reduce
textile consumption. Although domestic consumers value
these incremental units higher than world prices, tariffs
prompt them to reduce their purchases. The total
deadweight loss from tariffs is the sum of the deadweight
loss from overproduction and underconsumption of textiles.
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® The reasons for restricting trade are numerous: protecting
jobs, safeguarding national security, supporting emerging
iIndustries, preventing unfair competition, and countering
restrictions on foreign trade. While some of these
arguments have merit in certain situations, economists
generally argue that free trade is the superior policy.
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1. Taxing a good will result in deadweight loss if

a. The decrease in consumer surplus and producer surplus
Is greater than the tax revenue.

b. Tax revenue is greater than the decrease in consumer
surplus and producer surplus.

c. The decrease in consumer surplus is greater than the
decrease in producer surplus.

d. The decrease in producer surplus is greater than the
decrease in consumer surplus.
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2. The supply curve for eggs is linear and upward-sloping,
while the demand curve is linear and downward-sloping. If
the tax on each egg is increased from 2 cents to 3 cents,

the deadweight loss from the tax will

a. increase by less than 50%, or even decrease
b. increase by exactly 50%
c. increase by more than 50%

d. depend on whether supply or demand is more elastic
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3. The supply curve for peanut butter is upward sloping,

and the demand curve is downward sloping. If the tax on
peanut butter is increased from 10 cents to 15 cents per
pound, then the government's tax revenue will

a. Increase by less than 50%, or even decrease
b. Increase by exactly 50%
c. Increase by more than 50%

d. Depend on whether supply or demand is more elastic
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4. The Laffer Curve shows that, in some cases, the
government can reduce taxes on a good and increase

a. deadweight loss
b. government tax revenue
c. equilibrium quantity

d. the price paid by consumers
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5. If a policymaker wants to increase revenue by taxing
goods while minimizing deadweight losses, he should
examine goods with demand elasticity and __ supply
elasticity.

a. small, small
b. small, large
c. large, small

d. large, large
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6. If a country is not allowed to engage in international steel trade, and
its domestic steel prices are lower than world prices, then

a. The country has a comparative advantage in steel production; if it
opens up trade, it will become a steel exporter.

b. The country has a comparative advantage in steel production; if it
opens up trade, it will become a steel importer.

c. The country does not have a comparative advantage in steel
production; if it opens up trade, it will become a steel exporter.

d. The country does not have a comparative advantage in steel
production; if it opens up trade, it will become a steel importer.

87



AT %)@

7. When a country opens its coffee bean trade to the world,
the price of coffee beans in that country falls. Which of the
following describes this situation?

a. Domestic coffee production increases, and the country
becomes a coffee importer.

b. Domestic coffee production increases, and the country
becomes a coffee exporter.

c. Domestic coffee production decreases, and the country
becomes a coffee importer.

d. Domestic coffee production decreases, and the country

becomes a coffee exporter.
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8. When a country opens its market to a good and
becomes an importer,

a. Producer surplus decreases, but consumer surplus and
total surplus both increase.

b. Producer surplus decreases, consumer surplus
iIncreases, therefore the effect on total surplus is unclear.

c. Producer surplus and total surplus increase, but
consumer surplus decreases.

d. Producer surplus, consumer surplus, and total surplus all
Increase.
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9. If a country imposes a tariff on an imported item, it will
Increase

a. Domestic demand
b. Domestic supply
c. Quantity imported from abroad

d. All of the above
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10. Which of the following trade policies would benefit
producers, harm consumers, and increase trade volume?

a. Importing countries increase tariffs
b. Importing countries decrease tariffs

c. Trade is permitted when world prices are higher than
domestic prices

d. Trade is permitted when world prices are lower than
domestic prices
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