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-1.1..Imp0,rtan'ce of International Economics

When an American purchases a Canon copier or a Sony television set, a BMW

automobile or-a bottle of Beck’s beer, a Michelin tire or a bottle of Courvoisier
cognac, a box of Perugina chocolates or a Fendi handbag, J & B scotch or a
Burberry’s raincoat, he or she is obviously buying a foreign product. These are but a
few examples of the numerous products available to American consumers that are
obviously made:in and imported from other nations. Often we are not aware that
the products we use, or parts of them, were in fact produced abroad.

For example, imported cloth is used in American-made suits, most of the parts
and components of a Dell PC are actually manufactured abroad (see Case Study
1-1), and it may even be difficult to determine what is an American car (see Case
Study 1-2). Many American brand-name shoes are manufactured entirely abroad,

the mineral tungsten in our light bulbs is imported, and so are all the coffee we
Sk PR AT e



Chapter 1. Introduction

Headquartered in Round Roc
i 34 countrles in th :Amerlc

nlgr_

P L
the final assembly domesucally and relie
components,penpherals printed

(box builds): The reason is'th:

: components aré cheaper to produce in t parts; of the ‘world and are thus
: (see Table 1. 1). Nelther hlgh—vai’ components Nor very. low-value components (sach
‘A power supphes or keyboards hav o be made close to Dell’s sssembly plants. Only -
_(s ‘asm merboards and other PCB’ assembliés) which -

Tmeet volatlhty i demand and t00 nskyto hold mi'

supphers and. contra
“(PCB) assembhes

i Prmtexs :
':_ Box bilc
. Chasns .'-;_j :

_ Sourc.é ¥ Dedtlek and K L: Kraemer.(2002) “Dell._Co puters Organization o
Network™ and “Globalization of the Pessorial Cotniputer’ Induistry: Trends:
Papers; Irvineé, “CA: Center for Research on Informatmn Techitology: and

- Umverstty of Cahfomla [rvme 2(}02

As tourists, we need to exchange American dollars for Canadian dollars, Mexican |
pesos, euros (the new currency of the 12-country European Monetary Union),
British pounds, ]apanese yen, and so on to pay for hotel tooms, meals, sightseeing -
trips, and souvenirs. Our news programs and the pages of our daily newspapers are
filled with reports of trade controversies between the United. States and Europe,
demands for protection of our textile and steel industries against imports, fears that
Europe will turn more protectionistic as it achieves full économic and monetary :
integration, complaints that Japan does not allow American products to be sold
there as freely as Japanese products are sold in the United States, fears that inade-
quate MAacroeconomic policy coordination among the leading industrial countries
may lead to the spread of recessionary pressures mternatlonally and to an unstable
world economy, and so on.

Similarly, concern is often expressed about the pro’olems arising from legal and
illegal migration, international capital movements and the -operation of multina-
e the risk of complete economic collapse in Argentina and failure

Iﬁiportame-'of International Economics

18 y:
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of the world and the possibility of recurring famine in Africa, the leakages of high-
techuology secrets and exports of nuclear material, and the danger of financial crises
and international financial instability.

. All of these topics and many more are either directly or indirectly the subject matter of interna-
tional economics. Some knowledge of international economics is thus necessary 1o
uneierstand \jvhat goes on in the world of today and to be informed consumers, citizens,
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for numerous jobs in multinational corporations, international banking, government
agencies such as the Department of Commerce, and international organizations such as
the United Nations, the World Bank, and the International Monetary Fund.

1.2 International Trade and the Nation's Standard of Living

The United States, stretching across a continent and rich in a variety of human and |

natural resources, can produce, relatively efficiently, most of the products it needs.

Contrast this with the situation of small industrial countries, such as Switzetland or
Austria, that have a few very specialized resources, and produce and export a much :
smaller range of products, and import all the rest. Even large industrial countries

such as Japan, Germany, France, England, Italy, and Canada rely crucially on inter- .
national trade. For developing nations, exports provide employment opportunities

and earnings to pay for the many products that they cannot now produce at home

and for the advanced technology that they need. _ .
A rough measure of the economic relationship among nations, or their interde-

pendence, is given by the ratio of their imports and exports of goods and services -
to their gross domestic product (GDP). The GDP refers to the total value of all -

goods and services produced in the nation. Figure 1.1 shows that imports and -
exports as a percentage of GDP are much larger for smaller industrial and develop
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FIGURE 1.1. Imports and Exports as a Percentage of GDP in Various Countries in’
2001. International trade (imports and exports) is even more important to most other’

. smaller industrial and developing countries than it is to the United States.
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ing cquntries than they are for the United States. Thus, international trade is even
more important to most other nations than it is to the United States.

Even though the United States relies to a relatively small extent on international

trade, a great deal of its high standard of living depends on it. First of all, there are
many commodities—coffee, bananas, cocoa, tea, scotch, cognac—that the country
does not produce at all. In addition, the United States has no deposits of such miner-
als as tin, tungsten, and chromium, which are important to certain industrial processes
and it has only dwindling reserves of petroleum, copper, and many other minerals’
Much more important quantitatively for the nation’s standard of living are the manj}
products that could be produced domestically but only at a higher cost than abroad
We will see later that these account for most of the benefits or gains from trade. l

‘ Nevertheless, the United States could probably withdraw from world trade and
stll survive without too drastic a decline in its standard of living. The same cannot
be said of such nations as Japan, Germany, England, or Italy—not to speak of
Switzerland or Austria. Even Russia and China, which for political and military rea-
sons have valued self-sufficiency very highly in the past, have now come to
acknowledge their nced to import high-technology products, foreign capital, and
even grains, soybeans, and other agricultural commodities, and at the same time be
able to export large quantities of their goods and services in order to pay for all the
imports they need.

In general, the economic interdependence among nations has been increasing over
the years, as measured by the more rapid growth of world trade than world production
(see Figure 1.2). This has certainly been the case for the United States during the past
four decades (see Case Study 1-3). The only exception to world trade rising, and ris-
ing faster than world GDP, was in 2001, when world GDP rose slightly but world
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FIGURE 1.2, Growth of World Production and Trade, 1990-2001 (annual percentage
change§). International trade grew much faster than world production from 1990 to 2001,
except in 2001, when production grew slightly but trade declined.
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trade actually declined by 1 percent (the first such a decline since 1982-1983).To a
large extent this was due to the economic recession in the United States in 2001 and
the fear of terrorism following the September 11, 2001, attack on the World Trade
Center in New York City. In all likelihood, world trade will resume its growth in the
future and. continue to serve as a strong stimulus to world growth. (The appendix to
this chapter provides data on the commodity and geographic concentration of inter-
national trade, as well as on the world’s leading exporters and importers of goods and
services; Case Study 13-1. gives the major commodity exports and imports of the
United States, and Case Study 13-2 its major trade partners.)

But there are many other crucial ways in which nations are interdependent, so
that economic events and policies in- one nation significantly affect other nations
(and vice versa). For example, if the United States stimulates its economy, part of the
increased demand for goods and services by its citizens spills into imports, which
stimulate the economies of other nations that export those commodities. On the
other hand, an increase in interest rates in the United States will attract funds {capi-
tal) from abroad. As we will see in Part Four of the text, this inflow of funds to the
United States, by itself, tends to increase the international value of the dollar, which
in turn stimulates U.S. imports and discourages U.S. exports. This then leads to a
trade deficit, which dampens economic activity in the United States and stimulates
economic activity abroad.

Finally, trade negotiations that reduce trade barners across nations may lead to an
increase in the exports of high-technology goods (such as computers) and thus to
an increase in employment and wages in those industries in the United States, but it

- may also lead to an increase in imports of shoes and textiles, thereby reducing
employment and wages in those sectors. Thus, we see how closely linked, or inter-

- dependent, nations are in today’s world and how government policies aimed at solv-
ing purely domestic problems. can have significant international repercussions.

The Subject Matter of International Economics

International economics deals with the economic and financial interdependence
among nations. It analyzes the flow of goods, services, payments, and monies

" - between a nation and the rest of the world, the policies directed at regulating these
flows, and their effect on-the nation’s welfare. This economic and financial interde-
pendence is affected by, and in turn inﬂuences, the political, social, cultural, and mil-
itary relations among nations.

Specifically; international economics deals with international trade theory, inter-
national trade policy, the balance of payments and foreign exchange markets, and
open-economy macroeconomics. International trade theory analyzes the basis
and the gains from trade. International trade policy examines the reasons for and
the effects of trade restrictions and new protectionism. The balance of pay-
ments measures a nation’s total receipts from and the total payments to the rest of
the world, while foreign exchange markets are the institutional framework for
the exchange of one national currency for others. Finally, open-economy macro-
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disequilibria (deficits and surpluses). More importantly, it analyzes the relationship
between the internal and the external sectors of the economy of a nation, and how
they are interrelated or interdependent with the rest of the world economy under
different international monetary systems.

International trade theory and policies are the microeconomic aspects of inter-
national economics because they deal with individual nations treated as single units
and with the (relative) price of individual commodities. On the other hand, since the
balance of payments deals with fotal receipts and payments, as well as with adjust-
ment and other economic policies that affect the level of national income and the
general price of the nation as a whole, they represent the macroeconomic aspects
of international economics. These are often referred to as open-economy macro-
economics or international finance.

International economic relations differ from intetregional econornic relations {i.e.,
the economic relations among different parts of the same nation), thus requiring
somewhat different tools of analysis and justifying international economics as a dis-
tinct branch of economics. That s, nations usually impose some restrictions on the
flow of goods, services, and factors across their borders, but not internally. In addition,
international flows are to some extent hampered by differences in language, customs,
and laws. Furthermore, international flows of goods, services, and resources give rise to
payments and receipts in foreign currencies, which change in value over time.

International economics has enjoved a long, continuous, and rich development
over the past two centuries, with contributions from some of the world’s most dis-
tinguished econormists, from. Adam Smith to David Ricardo, John Stuart Mill, Alfred
Marshall, John Maynard Keynes, and Paul Samuelson. We will be examining the con-
tribution made by each of these and other great economists in the following chap-
ters. Other special branches of economics are of more recent vintage, and none can
claim such a distinguished list of contributors and background.

1.4 Purpose of International Economic Theories and Policies

The purpose of economic theory in general is to predict and explain. That is, eco-
nomic theory abstracts from the details surrounding an economic event in order to
isolate the few variables and relationships deemed most important in predicting and
explaining the event. Along these lines, international- economic- theory usually
assumes a two-nation, two-commodity, and two-factor world. It further assumes no
trade restrictions to begin with, perfect mobility of factors withiti’ the nations but
no international mobility, perfect competition in all commodity and factor markets,
and no transportation costs. . . _ SRERNTE

These assumptions may seem unduly restrictive. However, most of the conclu-
sions reached on the basis of these simplifying assumptions hold even when they are
relaxed to deal with a world of more than two nations; two commodities, and two
factors, and with a world where there is some international mobility of factors,
imperfect competition, transportation costs, and trade restrictions.

Qrartino with the dmnlifvine asaumotions st mentioned. international eco-
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the effects of trade restrictions, policies directed at regulating the flows of interna-
tional payments and receipts, and the effects of these policies on a nation’s welfare
and on the welfare of other nations. International economic theory also examines
the effectiveness of macroeconomic policies under different types of international
monetary arrangements or monetary systems.

Although most of international economics represents the application of general
microeconomic and macroeconomic principles to the international context, many
theoretical advances were made in the field of international economics itseif, and
only subsequently did they find their way into the body of general economic the-
ory. One example is the so-called theory of the second best {discussed in Section
10.44). Production and general equilibrium theory, growth theory, welfare eco-
nomics, as well as many other economic theories, have also benefited from work in

- the international sphere. These contributions attest to the vitality and importance of

international economics as a special branch of economics.

5 Current International Economic Problems

In this section, we briefly identify the most important international economic prob-
lems facing the world today. These are the problems that the study of international

- economic theories and policies can help us understand and offer suggestions for

their resolution. Indeed, it would be very interesting if you recorded your present
ideas on how you would solve these problems now, and compared your answers
with those that you will give after the study of international economics (which will
probably be very similar to the answers summarized in the last chapter of the text).

The most serious international trade problem facing the wotld today is the rising
protectionism in industrial countries and the tendency for the world to break up
into three major trading blocs. The most serious international monetary problem is
the excessive volatility of exchange rates (i.e., the very large fluctuations in the
international value of national currencies) and their large and persistent misalign-
ments (i.e., the fact that exchange rates can be far out of equilibrium for long peri-
ods of time). Other serious international economic problems are the frequent
financial crises in developing and transition economies, the large and persistent
structural unemployment problem and slow growth in Europe and the decade-old '
economic crisis in Japan, job insecurity from continued restructuring and downsiz-
ing in the United States, the problems’of transition economies of Central and East-
ern Europe and the former Soviet Republics in moving to full market economies,
and the deep poverty and widening international inequalities facing many of the
poorest developing countries of the world.

A Trade Protectionism in Industrial Countries

In th§ study of the pure theory of international trade in Part One (Chapters 2-7),
we will see that the best policy for the world as a whole is free trade. Each nation
will then specialize in the nroduction of the commodities that it can pbroduce most
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commodities than it could produce at home. In the real world, however, most
nations impose some restrictions on the free flow of trade. Although invariably jus-

tified on national welfare grounds, trade restrictions are usually advocated by and |
greatly. benefit a small minority of producers in the nation at the expense of a ;
muostly silent majority of consumers. This problem is now rendered more complex :
by the tendency of the world to break up into three major trading blocs: A North-

American bloc {including the United States, Canada, and Mexico), a European

trading bloc, and a much less defined and looser Asian trading bloc. In Part Two of"

the text (Chapters 8~12), we examine the reason for trade protectionism, the seri
- ousedangers that it creates, and how best to deal with this problem

1.58 Excessive Fluctuations and Large Disequilibria in Exchange Rates

In the study of international finance in Part Three (Chapters 13—15), we will see-

that exchange rates have exhibited excessive fluctuations and volatility, as well a
persistent misalignments or disequilibria. These can disrupt the pattern of interna
tional trade and specialization and can lead to unstable international financial con’
ditions throughout the world. The persistence of excessive volatility an
disequilibria in exchange rates has led to renewed calls for reforms of the presen
international monetary system, along the lnes of establishing target zones o
allowed fluctuation for the major currencies and more international coordination o
macroeconomic policies among the leading industrial. nations. These problems an
proposals for their solution are examined in Part Four (Chapters 16-21) of the text

'1.5c Financial Crises in Emerging Market Economies
““Since the early 1990s, there have been a series of financial crises in emerging marke
* econemiés that threatened the stability of the entire international monetary system

1 19941995 Mexico faced financial and economic collapse;in 1997, a deep finan
cial and economic crisis started in the countries of Southeast Asia {Thailand, Korea
Malaysia, Indoriesia, and the Philippines); in the summer 1998, Russia suffered

finanéial, economic, and political collapse; and in January 1999, Brazil plunged into
crisis. Since the beginning of the new century, Turkey and Argentina have gotten int
trouble, and there is a danger that Brizil might join them. Although each crisis wa
somnewhat different, most were precipitated by a massive and sudden withdrawal o
the short-term (liquid) capital that had poured into thése ‘emerging economies as

" result of the liberalizationt 6f capital markets during the past decade. Some reforms

~are now being adopted, 2nd more are being proposed to avoid such crises in th
future, or at least to minimize their depth and chancé of spreading to other countrie

1.5p High Structural Unemployment and Slow Growth in .Eu’rope and
- Stagnation in Japan L

In Westernn Europe, unemploymeﬁt avcfaged above 10 percent of the labor forc

rrent International Economic Problems 11

Worse still, almost half of Euro‘pe’s jobless were unemployed for over a year, as com-
pared with 11 percent in the United States. Although conditions have i;nproved
somewhat since the beginning of the present decade, the problem persists. The
problem is believed to be caused by rigidities and inflexibility in the economic sys-
tem, especially in labor markets. The attempt to increase flexibility, however, is being
strongly resisted by labor, which asks for trade protection in the vain effort to pro-
tect jobs. Overregulation also leads to sluggish growth in Europe. Japan, on the
other hand, has been in a deep financial and economic crisis and seems unable to
come out of it. It has suffered three recessions and anemic growth since the early
1990s. Slow growth in Europe and Japan leads to protectionism and dampens the
growth of the entire world economy. Thus, we see how national and regional prob-
lems quickly become global problems in our interdependent wortld. In Part Four of
the text (dealing with open-economy macroeconomics), we will examirne the poli-
cies available to address these problems.

‘Job Insecurity from Restructuring and Dowhsizing in the
United States B

Rapid technological change, globalization, and increased competition from the
manufactured exports of emerging market economies, such as China and Korea,
are causing widespread downsizing and job insecurity in the United States. Thus,
while many new jobs are being created in the United States, firms go through
periodic restructuring and downsizing, forcing tens of thousands of workers to
look for other jobs, often at lower pay. Even those who retain a job often feel inse~
cure and face wage stagnation. Technological change, globalization, and increased
international competition are certainly the major reasons for downsizing and job
insecurity, but as we will see in Parts Two and Four of the text, the solution to these

. problems is not to discourage technological change, restrict trade, or reduce inter-
national competition.

estructuring Problems of Transition Economies

. Although considerable progress has been made in the restructuring of transition
*‘economies (the former centrally planned economies of Central and Eastern Europe
--and the Soviet Union), there is still the danger of reversals and economic collapse,
especially in Russia. These countries need massive amounts of capital and technology
from the West, as well as more liberal access for their exports into Western markets, in
order to establish market economies and be integrated into the world economy. The
study of international economics can help us to better understand the nature of these

- problems and to evaluate current and proposed efforts for their solution.

Deep Poverty in Many Developing Countries

Even though many developing countries, especially China and India, are now
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selected bibliography, and NetLinks with Internet site addresses. Sections of each
chapter are numbered for easy reference (as in this chapter). Long sections are bro-
ken down into two or more numbered subsections.

Each section of the_chapter is summarized in one paragraph in the summary. Fol-
lowing the summary, a paragraph under the title of A Look Ahead tells what follows
in the subsequent chapter. The purpose of this feature is to integrate the material
more closely and show the relationship between the various chapters. Important
terms are printed in boldface when they are first introduced and explained (as in
this chapter); they are listed under Key Terms at the end of each chapter and are
then collected with their definitions in the general Glossary of Key Terms at the end
of the text. :

There are from 12 to 14 questions for review and an equal number of problems
for each chapter. The questions for review refer to the most important concepts
covered in each chapter. The problems differ from the guestions for review in that
either they ask the student to analyze a current real-world international economic
problem, or they ask the student to get a pencil and paper and draw a graph lus-
trating a particular theory or actually calculate a specific measure. These graphs and
calculations are challenging but not tricky or time consuming, They are intended to
show whether or not the student understands the material covered in the chapter to

the point where he or she can use it to analyze similar problems. The student is.

urged to work through these problems because only with his or her active partici-
pation will international economics truly come alive.

The selected bibliography gives the most important references, clearly indicating

the particular concept of the theory or application to which they refer, as well as the
level of difficulty of each selection or groups of selections. INTERNet provides
International Economics Internet site addresses or Links with information on
where to access additional information on the topics presented in. each chapter.
Answers to asterisked (¥} problems are provided at the end of the book for the type
of quick feedback so essential to effective learning.

1. Some knowledge of international economics is necessary to understand what
goes on in the world of today and to be informed consumers, citizens, and vot-
ers. On a more practical level, the study of international econornics is required
for numerous jobs in international corporations, international banking, various
governmnent agencies, and mternational organizations.

2. The United States relies on international trade to obtain many products that it

does not produce and some minerals (either because it has no deposits of them

or because domestic reserves are dwindling). More important guantitatively for
the nation’s standard of living are the many produicts that could be produced
domestically but only at a higher cost than abroad. International trade is even

morte crucial to the well-being of other nations.
. 1 e 1 e writh the pure theory of trade the theory of

Key Terms

Interdependence
International trade theory
International trade policy
New protectionism
Balance of payments
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adjustment in the balance of payments or open-economy macroeconornics. -
The first two topics are the microeconomic aspects of international eco-"
nomics; the latter two are the macroeconomic aspects, also known as inter-
national finance.

4. S_tarting with many simplifying assumptions, international economic theo-
ries examine the basis for and the gains from trade, the reasons for and the
§ffects of trade restrictions, the policies directed at regulating the flow of
international payments and receipts, and the effects of these policies on a
nation’s welfare. '

5. ?Fhe major international economic problems facing the world today are (1) ris-
ing trade protectionism in industrial countries, (2) excessive volatility and dise-
quilibria in exchange rates, (3) the frequent financial crises in developing and
transition economies, (4) the high structural unemployment and slow growth in
Europe, as well and stagnation in Japan, (5) the downsizing and job insecurity in
the United States, (6) restructuring problems facing the countries of Central
an-d Eastern Europe and the former Soviet Union, and (7) deep poverty of

-widening international inequalities facing the people of many of the poorest
developing nations in the world. .

6. The book is organized into four parts. Part One (Chapters 2-7) deals with
international trade theory. Part Two (Chapters 8—12) examines international
trade policies. Part Three (Chapters 13—15) covers the balance of payments
and foreign exchange markets. Part Four (Chapters 16-21) examines the vari-
-ous mechanisms to adjust balance-of-payments disequilibria and open-econ-
0Iny Macroeconomics. -

In Chapter 2, we begin our presentation of the pure theory of international trade and pre-
sent the law of comparative advantage. This is one of the most important and still unchal-

lenged laws of economics, with many interesting and practical applications. The law of

comparative advantage is the cornerstone of the pure theory of international trade, and it is
crucial to master it completety before going on to other chapters.

Adjustment in the balance of payments
Microeconomics

Macroeconomics

Qpen-econony MacroecononHcs
International finance




1 Introduction-_

In this chapter, we examine the development of trade theory from the seventeenth
century through the first part of the twentieth century. This historical approach is
useful not because we are interested in the history of economic thought as such but
because it is a convenient way of introducing the concepts and theories of interna-
tionial trade from the simple to the more complex and realistic.

The basic questions that we seck to answer in this chapter are:

1. What is the basis for trade and what are the gains from trade? Presumably
{and as in the case of an individual), a nation will voluntarily engage in trade
only if it benefits from trade. But how are gains from trade generated? How
Iarge are the gains and how are they divided among the trading nations?

2. What is the pattern of trade? That is, what commodities are traded and
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2.2 The

Chapter 2. The Law of Comparative Advantage

We begin with a brief discussion of the economic doctrines known as mercantil-
ism that prevailed during the seventeenth and eighteenth centuries. We then go on
to discuss the theory of absolute advantage, developed by Adam Smith. It remained,
however, for David Ricardo, writing some 40 years after Smith, to truly explain the
pattern of and the gains from trade with his law of comparative advantage. The law
of comparative advantage is one of the most important laws of economics, with
applicability to nations as well as to individuals and useful for exposing many seri-
ous fallacies in apparently logical reasoning.

One difficulty remained. Ricardo had based his explanation of the law of
comparative advantage on the Jabor theory of value, which was subsequently
rejected. In the first part of the twentieth century, Gottfried Haberler came to
Ricardo’s “rescue” by explaining the law of comparative advantage in terms of
the opportunity cost theory, as reflected in production possibility frontiers, or
transformation curves.

For simplicity, out discussion will initially refer to only two nations and two .
commodities. Ini the appendix to this chapter, the conclusions will be generalized to
trade in more than two commodities and among more than two nations. It must

also be pointed out that while comparative advantage is the cornerstone of interna-
tional trade theory, trade can also be based on other reasons, such as economies of
large-scale production. These are examined in Chapter 6. Furthermore, the com-
parative advantage of nations can change over time, especially as a result of techno-

Jogical change, as explained in Chapter 7.

Mercantilists’ Views on Trade

Economics as an organized science can be said to have originated with the publica-
tion in 1776 of The Wealth of Nations by Adam Smith. However, writings on inter-
national trade preceded this date in such countries as England, Spain, France,
Portugal, and the Netherlands as they developed into modern national states.
Specifically, during the seventeenth and eighteenth centuries a group of men (mer-
chants, bankers, government officials, and even philosophers) wrote essays and pam-
phlets on international trade that advocated an economic philosophy known as
mercantilism. Briefly, the mercantilists maintained that the way for a nation to
become rich and powerful was to export more than it imported. The resulting
export surplus would then be settled by an inflow of bullion, or precious metals,
primarily gold and silver. The more gold and silver a nation had, the richer and
more powerful it was. Thus, the government had to do all in its power to stimulate
the nation’s exports and discourage and restrict imports (particularly the import o
luxury consumption goods). However, since all nations could not simultaneously

have an export surplus and the amount of gold and silver was fixed at any particular

point in time, one nation could gain only at the expense of other nations. The mer

cantilists thus preached econormic nationalism, believing as they did that national .

. interests were basically in conflict (see Case Study 2-1).
e e ered the wealth of a nation by the stock of pre
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stocl‘c of human, man-made, and natural resources availabl
services. The greater this stock of useful resources, the
services to satisfy human wants, and the higher the sta
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nation could gain in trade only at the expense of other nations (i.e., trade was a
zero-sum game). These views are important for two reasons. First, the ideas of

Adam Smith, David Ricardo, and other classical economists can best be under- -

stood if they are regarded as reactions to the mercantilists’ views on trade and on
the role of the government. Second, today there seems to be a resurgence of neo-
mercantilism, as nations plagued by high levels of unemployment seek to restrict
imports in an effort to stimulate domestic production and emplc?yment (th1§ is
examined in detail in Chapter 9). In fact, aside from England during the per}gd
1815-1914, no Western nation has ever been completely free of mercantilist

ideas (see Case Study 2-2}.
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' Case Study 2:2° Mercantilism Is Alive and Well
‘Century -

.3 Trade Based on Absolute Advantage: Adam Smith

Smith started with the simple truth that for two nations to trade with each other
voluntarily, both nations must gain. If one nation gained nothing or lost, it would
simply refuse to trade, But how does this mutually beneficial trade take place, and from
where do these gains from trade come?

.3a Absolute Advantage

According to Adam Smith, trade between two nations is based on absolute advan-
tage. When one nation is more efficient than (or has an absolute advantage over)
another in the production of one commodity but is less efficient than (or has an
absolute disadvantage with respect to) the other nation in producing a second com-
modity, then both nations can gain by each spedializing in the production of the com-
modity of its absolute advantage and exchanging part of its output with the other
nation for the commodity of its absolute disadvantage. By this process, resources are
utilized in the most efficient way and the output of both commodities will rise. This
increase in the output of both commodities measures the gains from specialization in
production available to be divided between the two nations through trade.

For example, because of climatic conditions, Canada is efficient in growing
wheat but inefficient in growing bananas (hothouses would have to be used). On
the other hand, Nicaragua is efficient in growing bananas but inefficient in growing
wheat. Thus, Canada has an absolute advantage over Nicaragua in the cultivation of
wheat but an absolute disadvantage in the cultivation of bananas. The opposite is
true for Nicaragua.

Under these circumstances, both nations would benefit if each specialized in the
production of the commeodity of its absolute advantage and then traded with the
other nation. Canada would specialize in the production of wheat (i.e., produce
more than needed domestically) and exchange some of it for (surplus) bananas
grown in Nicaragua. As a result, both more wheat and more bananas would be

© grown and consumed, and both Canada and Nicaragua would gain.

In this respect, a nation behaves no differently from an individual who does not
attempt to produce all the commodities he needs. Rather, he produces only that
commodity that he can produce most efficiently and then exchanges part of his
output for the other commodities he needs or wants. This way, total output and the
welfare of all individuals are maximized.

Thus, while the mercantilists believed that one nation could gain only at the
expense of another nation and advocated strict government control of all economic
activity and trade, Adam Smith (and the other classical economists who followed
him) believed that all nations would gain from free trade and strongly advocated a
policy of laissez-faire (i.e., as little government interference with the economic
system as possible). Free trade would cause world resources to be utilized most effi-
ciently and would maximize world welfare, There were to be only a few exceptions
to this policy of laissez-faire and free trade. One of these was the protection of
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In view of this belief, it seems paradoxical that today most nations Impose many -

restrictions on the free flow of international trade. Trade restrictions are invariably
rationalized in terms of national welfare. In reality, trade restrictions are advocated by
the few industries and their workers who are hust by imports. As such, trade restric

tions benefit the few at the expense of the many (who will have to pay higher prices
for competing domestic goods). These issues will be examined in detail in Part Two.

Also to be noted is that Smith’s theory served the interest of factory owners (who -
were able to pay lower wages because of cheaper food imports) and harmed -

landowners in England (because food became less scarce due to cheaper imports),
and it shows the link between social pressures arid the development of new eco-

nomic theories to support them.

.38 Illustration of Absolute Advantage

. We will now look at a numerical example of absolute advantage that will serve to

establish a frame of reference for presenting the more challenging theory of com-

parative advantage in the next section.
Table 2.1 shows that one hour of labor time produces six bushels of wheat in the

United States but only one in the United Kingdom. On the other hand, one hour.

of labor time produces five yards of cloth in the United Kingdom but only four in
the United States. Thus, the United States is more efficient than, or has an absolute
advantage over, the United Kingdom in the production of wheat, while the United

Kingdom is more efficient than, or has an absolute advantage over, the United States.

in the production of cloth. With trade, the United States would specialize in the
production of wheat and exchange part of it for British cloth. The opposite is true
for the United Kingdom. _

If the United States exchanges six bushels of wheat (6W) for six yards of British
cloth (6C), the United States gains 2C or saves 15 man-hour or 30 minutes of labor
time (since the United States can only exchange 6W for 4C domestically). Similarly,
the 6W that the United Kingdom receives from the United States is equivalent to
or would require six man-hours of labor time to produce in the United Kingdom.
These same six man-hours can produce 30C in the United Kingdom (6 hours times
5 yards of cloth per man-hour}. By being able to exchange 6C (requiring a litde
over one hour to produce in the United Kingdom) for 6W with the United States,
the United Kingdom gains 24C, or saves almost five man-hours.
~ The fact that the United Kingdom gains much more than the United States is
not important at this time. What is important is that both nations can gain from spe-
cialization in production and trade. (We will see in Section 2.6B how the rate at
which commodities are exchanged for one another is determined, and we also

TABLE 2.1. Absolute Ad:.)an.t.age_

.S, U.K.

Wheat (bushels/man-hour) 6 1
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examine the closely related question of how the gains from trade are divided among
the trading nations.) :

Absolute advantage, however, can explain only a very small part of world trade
today, such as some of the trade between developed and developing countries. Most
of world trade, especially trade among developed countries, could not be explained
by absolute advantage. It remained for David Ricardo, with the law of comparative
advantage, to truly explain the basis for and the gains from trade. Indeed, absolute
advantage will be seen to be only a special case of the more general theory of com-
parative advantage.

2.4 Trade Based on Comparative Advantage: David Ricardo

In 1817 Ricardo published his Principles of Political Economy and Tixation, in which he
presented the law of comparative advantage. This is one of the most important and

 still unchallenged laws of economics, with many practical applications. In this section,

we will first define the law of comparative advantage; then we will restate it with a
simple numerical example; finally, we will prove it by demonstrating that both nations
can indeed gain by each specializing in the production and exportation of the com-
modity of its comparative advantage. In Section 2.6a, we will prove the law graphically.

.4A The Law of Comparative Advantage

According to the law of comparative advantage, even if one nation is less effi-
cient than (has an absolute disadvantage with respect to) the other nation in the
production of both commodities, there is still a basis for mutually beneficial trade.
The first nation should specialize in the production of and export the commodity
in which its absolute disadvantage is smaller (this is the commodity of its comparative
adpantage) and import the commodity in which its absolute disadvantage is greater
(this is the commodity of its comparative disadvantage).

© The statement of the law can be clarified by looking at Table 2.2. The only dif-

ference between Tables 2.2 and 2.1 is that the United Kingdom now produces only
two yards of cloth per man-hour instead of five. Thus, the United Kingdom now
has an absolute disadvantage in the production of both wheat and cloth with respect
to the United States.

However, since UK. labor is half as productive in cloth but six times less produc-
tive in wheat with respect to the United States, the United Kingdom has a comparative
advantage ini cloth. On the other hand, the United States has an absolute advantage in

TABLE 2.2. Comparative Advantage

U.5S. U.K.

Wheat (bushels/man-hour) 6 1
Y )

~1 .1 a2 91 A
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both wheat and cloth with respect to the United Kingdom, but since its absolute
advantage is greater in wheat (6:1) than in cloth (4:2), the United States has a compar-
ative advantage in wheat. To summarize, the United States’ absolute advantage is
greater in wheat, and so the United States has a comparative advantage in wheat.
The United Kingdom’s absoluté disadvantage is smaller in cloth, so its comparative
advantage lies in cloth. According to the law of comparative advantage, both nations

can gain if the United States specializes in the production of wheat and exports .

some of it in exchange for British cloth. (At the same time, the United Kingdom is

specializing in the production of and exporting cloth.)

Note that in a two-nation, two-commodity world, once it is determined that
one nation has a comparative advantage in one commodity, then the other nation
must necessarily have a comparative advantage in the other commodity.

1B The Gains from Trade

So far, we have stated the law of comparative advantage in words and then restated

it with a simple numerical example. However, we have not yet proved the law. To do-

‘50, we must be able to show that the United States and the United Kingdom can -
both gain by each specializing in the production of and exporting the commodity -

of its compatative advantage.

To start with, we know that the United States would be indifferent to trade if it 3

received only 4C from the United Kingdom in exchange for 6W, since the United
States can produce exactly 4C domestically by utilizing the resources released in
giving up 6W (see Table 2.2). And the United States would certainly not trade if it

received less than 4C for 6W, Similarly, the United Kingdom would be indifferent -

to trade if it had to give up 2C for each 1W it received from the United States, and
it certainly would not trade if it had to give up more than 2C for 1W. _
 To show that both nations can gain, suppose the United States could exchange
6W for 6C with the United Kingdom. The United States would then gain 2C (or
save 2 hour of labor time) since the United States could only exchange 6W for 4C
domestically. To see that the United Kingdom would also gain, note that the 6W
that the United Kingdom receives from the United States would require six man-
hours to produce in the United Kingdom. The United Kingdom could instead use
these six man-hours to produce 12C and give up only 6C for 6W from the United
States. Thus, the United Kingdom would gain 6C or save three hours of labor time.
Once again, the fact that the United Kingdom gains more from trade than the
United States is not important at this point. What is important is that both nations
can gain from trade even if one of them (in this case the United Kingdom) is less
efficient than the other in the production of both commodities.
We can convince ourselves of this by considering a simple example from every-
day life. Suppose a lawyer can type twice as fast as his secretary. The lawyer then has
an absolute advantage over his secretary in both the practice of law and typing.

However, since the secretary cannot practice law without a law degree, the lawyer
has a greater absolute advantage or a comparative advantage in law, and the secretary -

has a comparative advantage in typing. According to the law of comparative advan-
- B . St 1t hie carvatary do
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the typing. For example, if the la
: X wyer earns $100 per hour practicing |
pay his secretary $10 per hour to do the typing, he would actually lofe ?gOafr'lci Zlal(l:i:

twice as fast as his secretary) but forgo earning $100 in the practi

Returning to_the_ United States and the gUnited anggomt,lc:reogiiw;hat both
nations would gain by exchanging 6W for 6C. However, this is not the onl rateo t f
exchange at which mutually beneficial trade can take place. Since the Unitgd Stato
could exchange 6W for 4C domestically {in the sense that both require 1 man—hogS
to produce), Fhe United States would gain if it could exchange 6W for more than 45
from the United Kingdom. On the other hand, in the United Kingdom 6W = 12C
(Ln the sense t_hat both require 6 man-hours to produce). Anything less than 12C that
the United Kingdom must give up to obtain 6W from the United States represerits a
gain from trade for the United Kingdom. To summarize, the United States gains to
the extent that_ it can exchange 6W for more than 4C from the United Kii;ldom
g—‘he United ngdom gains to the extent that it can give up less than 12C for 6W

om the United States. Thus, the range for mutually advantigeous trade is

4C € 6W < 12C

"I‘he spread between 12C and 4C (i.e., 8C) represents the total gains from trade
available to be shared by the two nations.by trading 6W. For example, we have seen
th.at when 6W are exchanged for 6C, the United States gains 2C ar’ld the United
Kingdom 6'C, making a total of 8C. The closer the rate of exchange is to 4C = 6W
(the domestic, ot internal, rate in the United States—see Table 2.2), the smaller is th
sh;?re of the gain going to the United States and the larger is the, share of the iz

_going to th: United Kingdom. On the other hand, the closer the rate of eJncchagrfl €
is to 6W.~= 12C (thfe_ domestic, or internal, rate in the United Kingdom), the gre tg ’
 is the gain of the United States relative to that of the United Kingdom R

For examplfa, if the United States exchanged 6W for 8C with the United Kin
dom, b_qth nations would gain 4C, for a tetal gain of 8C. If the United States coui;
exchange GW_ for 10C, it would gain 6C and the United Kingdoﬁi only 2C. (Of

~ course, the gains from tradeé are proportionately greater when more thasrrl 6‘0(.1 are
t_ra}ded.)‘ In Section 2.6B we will see how this rate of exchange is actually deter-
_ mml_:d n _.th.e real world by demand as well as supply considerations. The rate of
:ﬁcc tanfie will a:lso_d«:termme_howl the total gains from trade are actually shared by
mzmr:ﬂ Ynfezzggﬁi.tggeto thls;lfomt, all we I_lavé wanted to do was to prove that
Ot[ger }n t}ile odaction O?Dr; :h foll:iiz Cfl:lyttia; .1f one nation is less efficient than the

o far, the gains from specialization in production an di
terms of cloth. However, the gains from lzrade could a]ilotrligerrlytl::s‘;?:; izﬁzsitZ?dﬁ
terms'of wheat or, more realistically, in terms of both wheat and cloth. This wﬂ{ be
done in the graphical presentation of the law of comparative advantage in‘Section 2.6A.

2.4c Exception to the_Law of Comparative Advantage

There is one (not very common) exception to the law of comparative advantage. This
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hour that he typed. The reason for this is that he would save $20 (since he can type




pation is the same 1
3W instead of 1W
would be exactly half as
The United Kingdon {and the
advantage in neither commodity,

The reason for this is that {as
exchange 6W for m:

Kingdom can pro

these circumstances, no mutually
This requires sligh
tage to read as follows:
to the other nation in
mutually beneficial trade,
to the other nation) is in the same
to note this exception in theory,
so that the applicability of the law of compa
trade barriers such as
ve advantage exists. At this point,
al (such as tarifts) barriers exist.

Furthermore, natural
when some comparati
such natural or artifici

to give up mote tha

Chapter 2. The Law of Comparative Advantage

if one man-hour produced
2.2), the United Kingdom
at and cloth.

duce either 6W

n both commodities. For example,
in the United Kingdom (see Table
productive as the
United States) w
and no mutually b
earlier) the Un
ore than 4C. However, nowW th
1 4C to obtain 6W from the U

tly modifying the
Even if one nati
the production of both
unless the absolute disadvantage
proportion for the two cort
its occurrence is rare
rative advantage is no

2.4p Comparative Advantagé With-Money

According to the la

noted above), even if one nation
disadvantage in the production

nation (the United States), there is still a basis
the United Kingdom export anything

United States in the production 0

nited Kingdom w

you may ask, can
less efficient than the
answer is that wages in the U
the United States so as to ma
United Kingdom has a comparative advantage)

the price of wheat lower in the

terms of the currency of either nation. Let us sce how thi

Suppose that the United States is $6 per h

hour produces

wheat is Py, =

(from $6/4C). Suppose that at

hour (the symbol “L”
produces 1W in the United Kingdom (s
nce one man-hour pro
and the dollar is £1 = $2, then P,
Kingdom. Table 2.3 shows th
d the United Kingdom at the e

dom. Similarly, s
between the pound
= §1 in the United
in the United States an

IS =70 P

™Y e ST SPES

the wage rate in
6W in the United
$1. On the other hand, st

stands for p

that the dollar price o

United States in both whe
ould then have a comparative

ited States will trad
e United Kingdom is not willing
nited States because the United
or 4C with: two man-hours domestically. Under
beneficial trade can take place.
statement of the law ©
ion has an absolute disadvantage with respect
commodities, there 1 still
(that one nation has with respect
modities. While it is important
and a matter of coincidence
t much affected.

w of comparative advantage (and disregarding
(the United Kingdom in this case) has
of both commodities with respect
for mutually beneficial trade. But how,
to the United States if it is
f both commodities? The
il be sufficiently lowet than wages in
ke the price of cloth (the commodity in which the
lower in the United
United States when both commodities are expressed in
s works.

States {see Table 2.2), the
nce one man-hour pro
the same time the wage rate in En;
ound, the UK. curren

¢ dollar price o

eneficial trade could take place.
e only if it can

transport costs can preclude
however, we assume that no -

f comparative advan-

the exception

o the other

Kingdom, and

a basis for

trade even

an absolute

out. Since one man-
price of 2 bushel of
duces 4C, P, = $1.50 |
gland is £1 per .
cy). Since one man-hour
ee Table 2.2), P, = L1 inthe United King-
duces 2C, P. = £05.1f the exchange rate

Z[1 = $2.and Po = £05

f wheat (the ¢

f wheat and cloth
xchange rate of £1 = $2.

ommodity in

ar *y 1 Clhmbnn

tade Based on Comparative Advantage: David Ricardo

39

FTABLE 2.3.  Dollar Pri
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2.5'.Comparative Advantage and Opportunity Costs

Ricardo based his law of comparative advantage on a number of simplifying
assumptions: (1) only two nations and two commodities, (2) free trade, (3) perfect

mobility of labor within each nation but immobility between the two nations, (4
i IRV e teamemmrtab ol coste (6) no technical chanee,

o
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relaxed, assumption seven (i.e., that the labor theory of vahie holds) is not valid and
should not be used for explaining comparative advantage.

2.5 Comparative Advantage and the Labor Theory of Value

Under the labor theory of value, the value or price of 2 commodity depends
exclusively on the amount of labor going into the production of the commodity.
This implies (1) that either labor is the only factor of production or labor is used
in the same fixed proportion in the production of all commodities and (2) that
labor is homogeneous (i.e., of only one type). Since neither of these assumptions
is true, we cannot base the explanation of comparative advantage on the labor
theory of value.

Specifically, labor is not the only factor of production, nor is it used in the same
fixed proportion in the production of all commodities. For example, much more
capital equipment per worker is required to produce some products (such as steel)
than to produce other products (such as textiles). In addition, there is usually some
possibility of substitution between labor, capital, and other factors in the produc-
tion of most commodities. Furthermore, labor is obviously not homogeneous but
varies greatly in training, productivity, and wages. At the very least, we should
allow for different productivities of labor. Indeed, this is how the Ricardian the-
ory of comparative advantage has been tested empirically (see Section 2.7). In any
event, the theory of comparative advantage need not be based on the labor theory
of value but can be explained on the basis of the opportunity cost theory (which
is dcceptable). '

2.58 The Opportunity Cost Theory

It was left for Haberler in 1936 to explain or base the theory of comparative advan-
tage on the opportunity cost theory. In this form, the law of comparative advan-
tage is sometimes referred to as the law of comparative cost.

* According to the opportunity cost theory, the cost of a commodity is the amount
of a second commodity that must be given up to release just enough resources to
produce one additional unit of the first commodity. No assumption is made here
that labor is the only factor of production or that labor is homogeneous. Nor is it
assumned that the cost or price of a commodity depends on or can be inferred exclu-
sively from its labor content. Consequently, the nation with the lower opportunity
cost in the production of a commodity has a comparative advantage in that com-
modity (and a comparative disadvantage in the second commodity).

For example, if in the absence of trade the United States must give up two-thirds
of a unit of cloth to release just enough resources to produce one additional unit of
wheat domestically, then the opportunity cost of wheat is two-thirds of a unit of cloth (i.e.,
1W = 23C in the United States). If 1W = 2C in the United Kingdom, then the
opportunity cost of wheat (in terms of the amount of cloth that must be given up)
15 lower in the United States than in the [United Kinedom and the I Inited States
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a two-nation, two-commodity world, the United Kingdom would then have a

comparative advantage in cloth.

According to the law of comparative advantage, the United States should spe-
cialize in producing wheat and export some of it in exchange for British cloth.
“This is exactly what we concluded earlier with the law of comparative advantage

based on the labor theory of value, but now our explanation is based on the oppor-
tunity cost theory.

2.5C The pProduction Possibility Frontier under Constant Costs

Opportunity costs can be illustrated with the production possibility frontier, or .
roduction possibility frontier is a curve that shows

the alternative combinations of the two commodities that a nation can produce by

transformation curve. The p

fully utilizing all of its resources with the best technology available to it.

Table 2.4 gives the (hypothetical) production possibility schedules of wheat (in

million bushels/year) and cloth (in million yards/year) for the United States and

the United Kingdom. We see that the United States can produce 180W and 0C, :

150W and 20C, or 120W and 40C, down to OW and 120C. For each 30W that the

United States gives up, just enough resources are released to produce an additional .

20C. That is, 30W = 20C (in the sense that both require the same amount of
resources). Thus, the opportunity cost of one unit of wheat in the United States is
1W = 24C (the same as in Table 2.2) and remains constant. On the other hand, the

United Kingdom can prodice 60W and 0C, 50W and 20C, or 40W and 40C,

down to OW and 120C. It can increase its output by 20C for each 10W it gives up
Thus, the opportunity cost of wheat in the United Kingdom is 1W = 2C and

remains constant. .

The United States and United Kingdom production possibility schedules given

in Table 2.4 are graphed as production possibility frontiers in Figure 2.1. Each point
on a frontier represents one combination of wheat and cloth that the nation can

produce. For example, at point
point A’, the United Kingdom produces 40W and 40C.

TABLE 2.4. Prod_ucﬁon Possibility. Schedules for Wheat
and Cloth in the United States and the United Kingdom

United States United Kingdom
R
Wheat  Cloth Wheat : Cloth
180 0 60 0
150 20 50 20
120 40 40 40
90 - 60 30 60
60 80 20 80

20 100 10 100

A, the United States produces 90W and 60C. At
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30 60 a0 120 150 180 0 20 40 60
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F_IGURE 2.1. The Production Possibility Frontiers of the United States and the United
Kingdom. The U.S. and UK. production frontiers are obtained by plotting the values in
Table 2.4. The frontiers are downward, or negatively sloped, indicating that as each 'nation
Broduces more wheat, it must give up some cloth. Straight-line production possibility fron-
tiers reflect constant opportunity costs.

Points i'nside, or below, the production possibility frontier are also possible but
are inefficient, in the sénse that the nation has some idle resources and/or is not
tcismg the best' technology available to it. On the other hand, points above the pro-
a;;(:iiilllefttgréﬂzrn;:ir(l;(.)t be achieved with the resources and technology currently

The Flownward, or negative, slope of the production possibility frontiers in Fig-
ure 2.1 indicates that if the United States and the United Kingdom want to produce
more w.heat, they must give up some of their cloth production. The fact that the
pro.ductlon pos‘sibﬂity frontiers of both nations are straight lines reflects the fact that
their opportunity costs are constant. That is, for each additional 1W to be produced
the United States must give up %3C and the United Kingdom must give up 2C m;
matter from which point on its production possibility frontier the nation starts. ,

anstant opportunity costs arise when (1) resources or factors of production
are glther petfect substitutes for each other or used in fixed propottion in the pro-
duction of both commodities, and (2) all units of the same factor are homogeneous
or of exactly the same quality. Then, as each nation transfers resources from the pro-
duction of cloth to the production of wheat, it will not have to use resources that
are less and less suited to wheat production, no matter how much wheat it is already
producing. The same is true for the production of more cloth. Thus, we have con-
stant costs in the sense that the same amount of one commodity mu’st be given up
to proc_luce each additional unit of the second commodity.

Wh_ﬂe opportunity costs are constant in each nation, they differ among nations,
providing the basis for trade. Constant costs are not realistic, however. They are dis-
cussed only because they serve as a convenient introduction to the more realistic
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