ECON 474
Economic Development

Problem Set 9
Consider an economy, The United States of Lucas (USL), that imports shoes.  For simplicity, assume that USL has no domestic shoe industry.
a) On a diagram, draw the domestic demand curve and the foreign supply curve for shoes to the USL and show the free-trade equilibrium.  Mark off the equilibrium price (p*) and the equilibrium quantity of the good.  Shade the amount of consumer and producer surpluses generated by the equilibrium.

b) Now draw another diagram which displays a tariff at rate t on the good. Show the new equilibrium price and quantity.  Note that consumer surplus has declined and so has producer surplus.  But now there is positive tariff revenue.  Shade all the areas corresponding to consumer surplus, producer surplus, and tariff revenue.  Note that their sum is less than their sum in part a).  You have just shown that the sum of producer surplus, consumer surplus, and tariff revenue is maximized at the free trade point, where tariff revenues are zero.

c) Show by drawing a third diagram that if the supply curve is horizontal, a zero tariff also maximizes the sum of consumer surplus and tariff revenue alone.  Interpret this result as stating that for a country which is unable to influence the price of its imports, the optimal tariff is zero.
d) Suppose that cotton and sugar are two goods that are not produced in the USL.  If cotton is produced by almost everyone (in other countries) at the same cost, but sugar is produced by some farms at a much lower cost than others, which good does it make more sense for USL to target with a tariff: cotton or sugar?

(Hint: Consider your answer to the previous problem.  Does cotton have a more horizontal supply curve than sugar?  Or does sugar have the more horizontal supply curve?)
