International Trade Notes

 

Introduction
 
       Course objectives etc…
 
       Questions for next time:
 
1.  In what way are both the United States and South America better off by specializing in computers and February roses respectively? KO, p. 25.  
 
 
Krugman & Obstfeld (KO)
 
Ch. 2
 
  The gains from trade accrue to both parties (mutual gains from trade) even if one trading partner is more efficient (i.e., can produce the product more cheaply) than the other trading partner in all goods traded. This is the argument of conventional economics. It is embedded in the theory of comparative advantage, which was developed first by the English economist David Ricardo in the 1820s. 
 
  To understand comparative advantage (the Ricardian Model) we must haul up some concepts from introductory economics, specifically opportunity cost and the production possibilities function. 
 
 
                                        [quick definitions and diagrams here]
 
 
 KO initially provides the simple computer/roses example. Note that this is actually an example of absolute advantage (the U.S. is better absolutely at producing computers and South America is better absolutely at producing February roses).  
 
 
 [Brief explanation of why the world is better off if specialization occurs, i.e. the U.S. produces computers and South America produces February roses. This question is left for students to answer – give during introduction.]
 
               Ans: The opportunity cost of producing computers is lower in the United States (it costs only 10 m. roses to increase computer production by 100,000, whereas South America would have to give up 33.3 m. roses to increase computer production by 100,000) and the opportunity cost of producing February roses is lower in South America (it costs only 30,000 computers to increase rose production by 10 m., whereas the United States would have to give up 100,000 computers to increase rose production by 10 m.). After specialization more computers are available for world production without reducing the number of roses produced.

 
Production Possibilities in a One Factor Model (labor)

 
  alc = labor hours required to produce a pound of cheese
   alw = labor hours required to produce a gallon of wine
    L = total supply of labor hours
 
                                [drawings of  PFs for Home and Foreign]
 
 
 The intercepts are determined by the amount of a good a country could produce if it devoted all its labor to that production. So, for example, if alc = 4 hours and Home had 500,000 labor hours then the horizontal intercept would be
 
                                L/alc = 500,000/4 = 125,000 pounds of cheese
 
 The Home country is capable of producing 125,000 pounds of cheese if it used all its labor for that purpose. The vertical intercept is determined in the same way for wine.
 
 The slope of the PF curve is the ratio alc/alw , or in words, the labor hours required to produce a pound of cheese divided by the labor hours required to produce a gallon of wine. If alc = 4 and alw = 2, then Home country will have to give up two gallons of wine production (4 hours of labor time) to increase cheese production by one pound (requiring 4 hours of labor time). In other words, the opportunity cost of cheese in terms of wine is 2.
 
Note: A country has a comparative advantage in a good if relative labor requirements are
                        lower, i.e. if the opportunity cost of producing the good (expressed in  
                        terms of foregone units of the second good) is lower than in the other
                        country. For example, Home has a comparative advantage in cheese if:
 
                                                     alc/alw < a*lc/a*lw
 
 It stands to reason that without international trade, relative prices in each country would depend upon relative labor requirements. As in the above example, if it takes twice as much labor time to produce a pound of cheese as it does to produce a gallon of wine in Home country, then cheese should be alc/alw = 4/2 = 2 times higher in price than wine in Home country. 
 
Q: Which country (Home or Foreign) has the greater relative price of cheese over wine? How can you tell? Hint: Check the slopes of the PF curves.
 
 A: Foreign’s relative price of cheese, P*c/P*w, is higher since the opportunity cost of producing cheese is greater in Foreign (costs more in foregone wine to produce a pound of cheese) than in Home.  
 
 As with most markets, prices and quantities of commodities tend towards equilibrium. In the case of international trade (because factors such as the money supply and other macroecon. policy considerations are different) it is relative prices and relative quantities that tend to converge. 
 
 The diagram on page 18 depicts this set of relationships. It simply demonstrates that the higher cheese prices are relative to wine prices, the less cheese will be demanded relative to wine (ceteris paribus, i.e. given the preferences of consumers etc) and vice versa. 
 
The RS curve demonstrates that both commodities will be produced and the two countries will specialize if and only if:

 
                                    Pc/Pw > alc/alw < a*lc/a*lw   (Assuming that alc/a lw < a*lc/a*lw)
 
Q: Why?

 
 A: Let’s answer this by looking at three separate cases.

 

Case 1: Relative prices are below both country’s labor requirement ratio
  If the relative price of cheese to wine in is $1/$1 on the world market (cheese and wine sell for the same unit price) and the relative labor requirement in Home is 4hours/2hour, then Home workers can earn more money by concentrating in wine production. For example, with 10 labor hours they can produce 10/2 = 5 gallons of wine and realize $5 in earnings. But that same 10 labor hours will realize only 10 hours labor/4 lbs per hour = 2.5 pounds of cheese and $2.50 in earnings. If foreign’s relative labor requirement is 5/2 then foreign workers will also earn more money by concentrating in wine production. With 10 hours of labor they can produce 10/5 = 2 pounds of cheese and earn only $2, whereas they can earn $5 if they spend 10 hours of labor in wine production and produce 10/2 = 5 gallons. In this case, no cheese will be produced. 

 

Case 2: Relative prices exceed both country’s labor requirement ratio

 Alternatively, if the relative world prices are $4/$1 (cheese to wine) then home workers will do better concentrating in cheese production. They can earn $10 in cheese (10/4 x $4) but only $5 by using all 10 hours of labor in wine production (10/2 x $1). If the relative labor requirement in Foreign is 5hours/2hour then Foreign workers can also earn more money by concentrating in cheese production. For example, with 10 labor hours they can produce 5 gallons of wine and earn $5 or alternatively produce 2 pounds of cheese (10/5) and earn 2 x $4 = $8. In this case, no wine will be produced in either country. By elimination, both wine and cheese will be produced if the above condition is met (i.e., relative prices fall between the two countries’ relative labor requirements). 
 
Case 3: Relative prices fall between the countries’ labor requirement ratios 

                                                 (2 <2.25>2.50) 

  For example, if the relative world price of cheese is $2.25/$1, then Home workers can earn 10/4 x $2.25 = $5.63 if they concentrate their 10 hours of labor in cheese production (while only 10/2 x $1 =$5 in wine) and Foreign workers can earn 10/2 x $1 =                   $5  if they concentrate their 10 hours of labor in wine production (while only 10/5 x $2.25 = $4.50 in cheese). Hence, Home specializes in cheese production and Foreign in wine production if international trade is allowed. Once specialization is assured, the quantity produced is simply a factor of the available labor supply (L/alc) in Home and (L/a*alw) in Foreign.
 
Q: But how do both countries gain by specializing in one good and trading for the other?
 
A: If Home produces wine directly it can realize only 1/2 gallons of wine for an hour of labor, but if it specializes in cheese it can produce 1/4 pound of cheese in an hour and sell it for ¼ x 2.25 = $.56 and buy $.56/$1.00 = .56 gallons of wine with that same hour of labor. If Foreign produces cheese directly it can realize only 1/5 (.20) pound of cheese in an hour of labor (it takes 5 hours to produce a pound) but if it specializes in wine it can produce ½ gallon of wine in an hour and sell it for ½ x $1 = $.50 and buy $.50/$2.25 = 1/4.5 pounds of cheese – slightly more (.22 as opposed to .20 pounds). Both countries gain by specializing and trading.  

 
Q:  Do workers in both countries benefit from specialization and trade?
 
A:  Yes, in the strict neoclassical model. In the example above it’s obvious that both nation’s workers will have greater purchasing power for an hour’s labor if they specialize and trade. Even if wage rates are markedly different in the two countries as long as the relative wage falls between the relative productivities both country’s workers will benefit. The text authors assume that, given productivity, prices determine wages, i.e., that the demand for labor is a derived demand (derived from the demand for the commodities labor produces). The hourly wages in the above case are $.56 for home workers and $.50 for foreign workers. Home’s productivity advantage over Foreign of 1.25 =5/4 in cheese more than offsets the fact that its wage rate is 1.12 = .56/.50 times that of foreign. Foreign’s lower wage rate (less than 90% of Home -- .50/.56) more than offsets its lower productivity in wine (exactly half that of Home). Hence, both countries have a cost advantage in one good. 
 
Traditional Arguments against free trade:
 
    A country cannot compete unless it is more efficient in some commodity production. Wrong. A country can be less efficient in all commodities (see foreign above) and still have a comparative advantage in the production of some goods. Low wages of foreign countries cause job losses in the United States. Wrong. It benefits the United States to trade with another country if that country can produce a commodity more cheaply – either through lower wages or greater productivity. Third world workers are exploited when free trade results in poverty wages. Wrong. Whether they are exploited or not, they are better off engaging in trade. Foreign workers (above) could purchase only .20 lbs of cheese with an hour’s wage whereas it can purchase .22 lbs of cheese with an hour’s labor by engaging in trade.
 
Many Goods

 
  By rank-ordering the goods from lowest to highest relative unit labor requirement (ali/a*li), then based on the equations on page 27 it can be determined that goods will be produced in the country “…where it is cheapest to produce them.” Or we can compare…
 
 
                            Relative unit labor requirements ~ relative wage rates
 
                                                        a*li/ali > w/w*    Home produces the good because any productivity advantage foreign has is offset by their relatively higher wages or conversely, foreign’s productivity disadvantage more than offsets their relatively lower wages.   
                                     a*li/ali < w/w*    Foreign produces the good because any productivity advantage home has is offset by their relatively higher wages or conversely, home’s productivity disadvantage more than offsets any relative advantage in lower wages. 
 
Figure 2-5 simply illustrates this graphically. Relative labor supply (L/L*) is considered fixed relative to the wage ratio (W/W*). The intersection of RS and RD then determines the equil. relative wage rate and which country produces which goods.
 
Conclusion

 
 Given the caveats on p. 30, the authors hold that relative productivities will determine who produces what (see graph on p. 33).
 
 Supplementary
 
  Krugman’s article (Growing World Trade: Causes and Consequences) reveals the contours of a new world economic order. Discuss in particular: the incidence of trade over time, value chains, the phenomenon of super trading economies (Singapore, Hong Kong et al) and the drag on trade from the growing service sector.                                      ______________________________________________________________________ 
Krugman & Obstfeld
 
Ch. 3         Specific Factors Model and Income Distribution
 
  Some groups are hurt by trade due to sectoral adjustments. Some workers would be displaced, for example, from those sectors affected by imported goods. The specific factors model assumes labor’s mobile while land and capital are specific to a sector. This model will allow analysis of the effects of  trade on income distribution.
 
The Model

              Qm  =  Q m (K,L m)    K = capital
              Qf   = Qf  (T, Lf )     T = land
               Lf  + Lm = L
 
  The four-quadrant diagram below depicts the constraints on output determined by the quantities and productivity of land, labor and capital. Labor is the only factor that is mobile between sectors. 
 
 
                                                    Figure 3-3
 
   Start at any point on the PP curve and move to corresponding amounts of labor required to produce that quantity combination of food and manufactures. Notice that the production functions flatten out as more labor is used. This is due to the diminishing marginal product of labor. The intercepts of the labor allocation function (the straight line in the lower left quadrant) are where labor is fully devoted to just one of the products.
 
  The key difference between this model (Samuelson-Jones) and the Ricardian model is that the MPL is constant (i.e., slope of PP is constant) in the Ricardian version whereas here:

 
                     Slope of PP curve = -MPLf /MPLm
  For example, if the ratio is –2 then adding a unit of labor to manuf. while removing one from food (remember we’re assuming full-employment) will cause food output (Qf) to fall by two while Qm will rise by one. But moving down the curve increases the slope hence also MPLf / MPLm.  You should know why this is so. The slope is always negative. 
 
  Determination of Production and Employment
 
                     MPLm  x Pm = w
                                                               Once the quantity of labor is included this model
                     MPLf  x Pf = w                    determines employment in each sector.
 
                     Lm + Lf  = L
 
  Employers in each sector hire labor up to the point where the wage rate (equal in both sectors) is equal to the value added by an hour of labor. This assumes labor is mobile between sectors (hence wages are equalized) and that workers are paid their marginal products. 
 
                                         Figure 3-4
 
  Notice that the diagram for food is flipped around so that it can be combined with the diagram for manufactures. This allows the total allocation of labor to be demonstrated on a single graph. The thing to remember is that the qty of labor in manufactures is read from left to right and the qty of labor in food from right to left. Since the model assumes full employment, a common wage rate and the “rational” employment of labor then equilibrium occurs where the two functions cross. It is a model that neatly and simultaneously determines labor allocation. Since the wage rate is equal in the two sectors, this can be rearranged and written as:
 
                                   -MPLf / MPLm  = -Pm/Pf 
 
                                                Figure 3-5
 
  In words: The slope of PP (-MPLf / MPLm ) is determined by the relative productivities of labor in the two sectors because (assuming full-employment) the economy can only move from point to point by obeying marginal product. For example, if an hour of labor can produce two units of food or one unit of manufactures at a particular point (assume a point above the equil. position) and the product prices are Pf = 1 and Pm = 3 then by shifting production from food to manufactures the nation sacrifices 2 x $1 = $2 worth of food output but gains 1 x  $3 = $3 worth of manufactures, so the change continues to be desirable until the ratios are equal. 
 
Distributional Effects of a Price Change

 
1. 1.      equal proportional change (rise) in Ps. Both P x MPL curves shift by the same amount in Figure 3-6, i.e. higher prices but no change in output or employment. 
 
2. 2.      change (rise) in only manufactures price then manufactures becomes relatively more profitable and employment and production shift away from food. Figure 3-7
 
This is also represented in the PP curve since Pm/Pf  will now rise, i.e. the slope of the relative price function is steeper and the tangency with the PP curve shifts down  towards more manufactures. Figure 3-8
 
 Finally, if Pm  rises by say 7%(Fig. 3-7) the shift in production and employment will result in a rise in wages of less than 7% because as more manuf. goods are produced the MPLm  falls, slowing the rise in wages. Wages would rise by 7% only if MPLm and 
MPLf   were constant. As figure 3-6 shows, this can only happen if there is no shift in labor.  
 
 
 
  And since prices rise faster than wages in mgf., owners of capital (producers in mgf.) are better off while owners of land lose since wages have increased and mgfed goods cost more but Pf  has not changed so farm profits are squeezed. In turn, mgf. capitalists are also better off in that mgf. profits have increased relative to food prices. 
 
 
 
 
International Trade with Three Factors
 
 Assume two countries. An increase in capital in a country will raise MPLm  causing a shift in the demand for labor to the right (in mgf.) raising employment in mgf and reducing it in food.
 
 
                             Fig. 3-10
 
 
 
  Now, since Japan and the U.S. have different relative quantities of resources (U.S. is land-intensive relative to Japan which is capital intensive).
 
  If we could couch this in terms of mgf.’s then fig. 3-11 shows that the RSA (America) will produce an equil. to the left of that of RSJ  because Japan has a relative productivity advantage in mgf. (MPLm  is lower than in America). So, equilibrium Pm/Pf  is lower in Japan (capital rich and land poor). 
 
  The integrated world economy results in a (Pm/Pf)world higher than Japan’s and lower than America’s. 
 
  A country is restrained in trade by the amount consumed of domestic production and the relative prices of commodities (exported vs imported).
 
                 Eq. 3-9    Df – Qf = (Pm /Pf )  x  (Qm –Dm)
 
  E.g., if Pm  = Pf   then the difference in food consumed and produced (i.e., qty of food imports) is equal to the difference in qty of mgf.s produced and mgf.s consumed domestically.  (see fig. 3-13 – if prices are equal then the slope is equal to one). Otherwise (if the prices are different),  the quantities demanded and domestically produced will be different between the two products. If Pm = 2Pf  then the amount imported of food can be twice as large as the amount exported of mgf.s.
 
 
                 Fig. 3-12                                                                    a Trading Economy
 
 
 
   Although this represents a country’s budget constraint internally, it does not indicate what it can (or will) import.
 
  Fig. 3-13 shows that the difference between the quantity of Japan’s imports of a commodity and its exports (food & mgf respectively). Must be constrained by
 
1. 1.      the ratio of prices (once trade is undertaken & the qty of food imports determined, e.g. for every extra unit of food over domestic food production it sacrifices 1/(-Pm /Pf ) units of mgf. goods. So, if Pm= 2 and  Pf = 1 then Japan exports ½ units of mgf goods to earn enough foreign currency to buy 1 unit of food.
 
2. 2.       the quantity of mgf. goods imported by America.
 
 
                 Fig. 3-13
 
 
          Value of imported foodJapan = Value of exported foodAmerica 
               Value of exported mgfJapan   = Value of imported mgfAmerica
 
              Shaded Areas = Total Value of Trade [equal by definition]
 
 
Results: 
  Japan: capital owners better off (Pm rises), landowners worse off. Workers - undetermined.
 America: landowners better off (Pf  rises), capitalists worse off. Workers – undetermined. 
 
Q: Do gains outweigh losses? No way to tell because of unknown interpersonal preference schedules (think of Rockefeller’s statement at the close of his Wildlife Commission in the 1970s: “A $1,000 to me is like $10 to anyone else”).
 
  Once trade occurs though, fig. 3-14 shows that it is possible for a country to be at a position where it can consume more of both goods.
 
  Trade policy is a political game. Who influences policy most wins.  

     Chapter 4    


The Heckscher-Ohlin Model

Assumes a two-factor, two-good economy before trade and after trade with a second economy.  Abundance of factors and intensity of use are variables which influence comparative advantage.  Both factors are used in the tow sectors of production. 
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Producers can choose to use different input contributions to produce a given quantity of a good (see input possibilities curve in Fig 4-1)




They will use different combinations depending on relative factor priced. eg, high wage, low rents would mean using less labor and more land (land-intensive production).











Fig. 4-2


The slopes of the CC& FF functions (Fig 4-2) show that as w/r rises both sectors will use more land & less labor but that food production always has a higher land-labor ratio (FF farther right).  It is also true that the relative factor price has a differential effect on the product in two sectors.  Since labor is more important than land in producing cloth, a rise in wages relative to rents (w/r) will raise the price of cloth more than food.  So as w/r rises, pc/pf  rises (a positive relationship).











Fig. 4-3


Since the w/r determines both the land-labor ratio and the relative price (pc/pf) this can be shown as a simultaneous equilibrium:











Fig.4-4, p.71


Comment: So wages determine prices or do priced determine wages?  Reading the 2ne parag. Of p. 68 and the 1st parag. On p. 70 indicates some confusion.  We can use the ceteris paribus assumption but that seems unsatisfactory.  More likely the comment on p. 68 was a slip of the  pen –KO believe the demand for factors are derived demands. 












Order of Variable dependency

1. Pc/Pf  goes up

2. wages rise in cloth

3. higher cloth-worker wages force up wages in food

As cloth prices rise relative to food prices, the real wage of workers rises for both goods (purchasing power rises) since MPLf and MPLc rises as more land and less labor are used in both sectors.  The purchasing power of landowner’s income falls for the same reason. 

Resource Allocation


Given relative prices, which then determines land to labor ratios (fig 4-4), the model allows us to determine how much of each resource is used in both production sectors.











Fig. 4-5, p.72


The slope of F equals the land/labor ratio in food production (remember Pc/Pf  is fixed hence T/L is fixed in each sector) and the slope of C equals the land/labor ratio in cloth.





Q: Which slope is steeper? Why?


The dimensions of the box are determined by the available supply of land and labor in the economy.


Since we assume full employment of resources the point of intersection of F and C represents the relative quantities of land and labor used in both cloth and food production.


 Notice in Fig. 4-6, an increasing in available land results in an increasing use of land and labor in food and a reduction of land and labor in cloth.


Since food production uses more land than labor compared to the land/labor ratio in cloth production, the PP curve shift favors food production (see fig. 4-7).














2 farther down then 1











Fig. 4-7, P. 74
2 farther to the left then 1…. Hence resources shift to food


Important results: countries with large amounts of land relative to labor will be better positioned to produce food… notice as well that the slope of the budget constraint (-Pc/Pf ) looks to be different in fig. 4-7. The text doesn’t mention a change in relative prices, in fact, the write-up next to the diagram is perhaps correct? What would happen to w/r if available land increased and how would this affect Pc/Pf ?

In fig. 4-8 we can see the conditions for trade.  Home (RS) is labor abundant and will produce relatively more cloth then food while foreign (RS*) produced relatively less cloth and more food (it’s land abundant).











Fig. 4-8, p 76


The relative priced after trade will fall between he two intersections points (pre-trade).  As cloth priced ride relative to food prices in home, the country reduced its consumption of cloth and increases its production of cloth –directing he excess towards the export market.  As cloth priced fall relative to food priced in foreign, the country reduced its consumption of food while increasing its production of food – directing the excess towards the export market.  


Income Distribution Effects


Trade benefits labor in home (higher relative cloth prices raise the purchasing power or labor in both good, while lowering that of landowners) and land in foreign (lower relative cloth prices raises the purchasing power of landowners  in both good while lowering that of labor).

Why?   Because cloth is labor intensive and when demand goes up wages rise in both good production i.e landowners get squeezed higher wages, higher prices, lower purchasing power of retail income. 

Example:


The U. s. is well endowed with highly skilled labor while unskilled labor is scarce.  Trade will benefit highly skilled labor and hurt unskilled labor (the scarce factor).  This is a fairly permanent result because migration is restricted (i.e. labor is immobile)


Futhermore, with out trade wages and rents would differ (wages higher in foreign, tent higher in home).  Once trade occurs relative goods prices and relative factor prices are equalized (see fig4-3).  In effect home is exporting labor and importing land (Each indirectly makes more of abundant factor available to the other country. Since supply has increases of the scarce factor, prices of the factor will fall and since demand for the abundant factor rises with trade, prices for that factor rise).


Real world: factor prices are not equalized across all countries (see table 4-1, p. 78).  Reasons attributed to this are that countries have quite different factor endowments and may concentrate on only a few goods, some countries have superior technology (giving the country both higher wages and higher rents) and goods prices aren’t equalized due to barriers to trade.

What is the evidence?

There has been both an increase in semi-skilled labor-intensive imports of mg. Goods from developing countries to the developed economies (see table 4-2, p79) and an increasing in wage inequality between high skilled and semi-skilled labor in the advanced countries.  Whether increases trade has caused rising in equality is in dispute.

_____________________________________________________________________________________________________________

                                 Effects of Tariffs and Export Subsidies

Chapter 5, pp. 108-110

 To clear up some problems of interpretation that occurred in class last Tuesday (10.30.01) I present the following:

Tariff
  1. If a tariff is imposed on imported food in Home then the price of food in Home will rise. So let's assume a 20 percent tariff raises the internal price of food from $5 a unit to $6 a unit. We assume the price of cloth has remained the same at $4 a unit. After the tariff the internal relative price of cloth is now lower than the world relative price of cloth.

                 World relative price of cloth            Internal relative price of cloth 

                           Pc/Pf = 4/5=.80                                Pc/Pf = 4/6= .67  

 

  The assumption made at this point is that the country is relatively large and hence its internal shifts in production and consumption will have an impact on world relative prices. Given that assumption, here is what happens:

                 1. Home producers now produce less cloth (internal cloth prices are relatively lower) and more food. The world relative supply of cloth (RS) shifts back to the left. See the graph on p. 109. Home capitalists will naturally shift some production into food since they can get $6 a unit now instead of only $5. That means fewer resources devoted to cloth production. If Home country is a big part of the world economy then these decisions will affect world supply.

_____________________________________________________________________________________________

Side-note: The authors are also implicitly assuming that Home either produced no food before or at least did not export it. If they had exported food in significant amounts then the effect of the tariff on the world relative supply of cloth would be ambiguous, i.e, they might just switch from producing food for the world market to producing it for the internal Home market. So any loss of cloth output on the world market (as Home shifts out of cloth and hence exports less) would be offset by a loss of food output (as Home sells its food output in the internal market instead of the world market). 

______________________________________________________________________________________________

                 2. Home consumers will shift some spending from food to cloth since cloth is now relatively cheaper. It is certainly true that the shift may be minor given the substitutability of food and cloth and the relative elasticities of demand for the two goods (Irena is right in that regard). But remember if relative prices change, people on the margin will buy a little more cloth and a little less food. If that were not true then price signals would mean nothing (the demand curve even for food is not vertical). Again based on the assumption that Home is big relative to the world economy, a shift by its consumers from one good to the other will affect the world relative demand curve. RD shifts to the right.

                3 The result is that (on the world market) the RS curve has shifted to the left causing Pc/Pf to rise and the RD curve has shifted right causing Pc/Pf to rise also. Home's terms of trade have improved dramatically. (But as Mai said in class, there is reason to believe that other countries will retaliate by imposing tariffs on cloth)

Subsidy
1. If a subsidy is provided to exporters of cloth of say 20 percent and cloth is $4 per unit then the following occurs:

                                Before                                               After                                             

                    World relative price of cloth           Exported relative price of cloth

                          Pc/Pf = 4/5 = .80                              Pc/Pf = 4.80/5.00 = .96   

Besides the assumption of Home's economy being large relative to the world, the authors are also assuming that the relative price of cloth changes in the internal Home market as a result of the subsidy (prior to any shifts in demand or supply). This means that cloth producers are not only selling cloth abroad at $4.80 per unit but they're charging $4.80 to Home consumers. It's not clear that this would occur as the authors state (P. 110 they write, "...Home's internal price of cloth relative to food [will rise] by 20 percent.").

The Effects:

1. Home producers increase cloth production and reduce food production. The RS shifts to the right.

2. Home consumers increase purchases of the relatively cheaper food (food imports must rise) and reduce purchases of the relatively more expensive cloth (it's understandable that cloth producers would tack on a higher price to internal consumers of cloth but the authors are not revealing their reasoning in this regard). RD shifts back to the left.

3. The result is that the world relative price of cloth falls and Home's terms of trade worsen. 

 
 
 The Stanford Trade Model

-Mention three models: Ricadian, Specific factors, Heckscher-ohlin

-This chapter uses a variety of factors:    








-relationship between PP& RS curves








-relationship between RS& RD 








-relationship between relative prices and relative demand








-terms or trade

-Isovalue Lines (new)



Qf = V/Pf – (Pc/pf ) Qc



(slope of isovalue) 

-an isovalue line is a function whereby each point on it reflects a combination of two goods (cloth and food in our case) that given their prices, that is equal in value to all other combinations of the two goods on the line.


Example:


Assume : Pc = $4, Pf =$2, V=$10



So:  Qf = $100/2- (4/2) Qc



      V/Pf      Pc/pf


Test


Plug any value for Qc and you will produce the corresponding value of Qf , i.e. the two quanties times their respective prices wile always total $ 10 (isovalue!)

Qc          Qf


Proof


1          50-2(1)+ $40              Qf x 2=96, Qc x $4=$4


2
   50-2(2) = 46

Qf x 2=92, Qc x $4=$8

stop   3
   50- 2(3) = 44

Qf x 2=88, Qc x $4=$12


4
   50- 2(4) = 42

Qf x 2=84, Qc x $4=$16

note:
   The farther out the isovalue line the more of  both goods can be produced and sold.

MPLf /MPLc = - Pc/ Pf 

Slope = - Pc/ Pf

Conclusion: The economy will produce at Q, the highest value it can achieve.

If: Pc/ pf rose, i.e. Pc becomes high priced relative to pf then the slope increase and the optima point is farther down then PP when Q now tangency occurs. Here more cloth is produced and less food.

If we assume equilibrium between demand and supply then…

Pc Qc + Pf  Qf  = Pc Dc + Pf Df  = V


Here we’ve assumed equality between production and consumption, hence we can employ indifference curves to illustrate the possibilities.  

If so, we can construct the complete equation graphically:

Isovalue (produces strive to maximize value of production given constraints to productivity and relative prices.

New Concept

Indifferent curves

-indifference curves provide the same level of satisfaction (total utility) all along.  It is convex because as consumers give up food, they’ll want increasingly more of cloth to compensate for a loss of one more unit of food.

-note: once all on isovalue line e, the consumers can choose the combination along it that maximizes their satisfaction that’s where 

MUc MUf  = - Pc/ Pf  = MPLf /MPLc
But to get to D (since the country is producing combination Q), the country must direct 1-2 cloth to export market and import 1-2 of food.

If - Pc/ Pf  rises then slop of isovalue rises and new equilibrium occurs at he tangency where now more cloth is produced less food and according to the fixed preference schedule of consumers a greater amount ot food id consumed (and in this case perhaps a little more cloth as well).

Note: since the consumer is at a high level of satisfaction-

Terms of trade :  The price of a good a nation initially exports divided by the price of the goal it initially imports.





i.e. a rise in the terms of trade makes the country better and vice versa.

Issues

1) Perspective on Economic growth

a. other countries growth

b. growth of country in integ. World economy

Questions/ambiguities


Other countries growth   -more competition for product (our exporters)






   -Larger markets for our exporters


Our growth (a country in I.W.E.)   -Increase sales abroad

· reduce prices to foreign consumers rather then domestic

Biased Growth




Fig. 5-6

Why?

1) Technological program often isn’t transferable across sectors.

2) Increase in supply of a factor of production specific to, or more intensively used in, a particular sector will PP out more for that sector.  

Effect on world relative Supply

Example: biased growth in home of cloth

Result:  Decreasing relative price of cloth and a worsening of terms of trade for home and improvement in foreign’s terms of trade.

Conclusion:  export-biased growth = worsens your terms of trade



  Import-biased growth = improves your terms of trade

-also true if home has growth biased toward food i.e. Pc/Pf would rise.

Q: Does growth adversely affect an economy?

A: Depends

Rest of World


Export-biased growth = good for us


Import-biased growth = bad for us

Our country 


Export-biased growth = bad for us


Import-biased growth =good for us

Historical anecdote:


Poor countries in 1990’s were pessimistic re growth.

1. growth in industrial world would be import-biased (import substitution of raw materials)

2. While that in developing Nations would be export-biased.

Krugman: 

                 Occurs only in extreme case where RS& RD are very steep and change in relative prices overwhelms benefits from increased capacity.


Accepts that U.S. has suffered from import-biased growth abroad.


But claims that index of export prices/import prices has only slightly fallen over 20 year period and has been episodically relative to oil prices.  Result:  1.1% fall in real income in advanced nations.

Changes in RD

Causes:

a. Transfers of income 

1. famous debate between Ohlin and Keynes re impact of German reparations on their terms of trade.  Keynes argued it would force Germany to design export-biased growth strategy worsening Germany’s terms of trade.  Ohlin argued that raiding taxes would reduce Germanys demands for foreign goods while the repartition payments to partially redound to Germany in raising demand for its exports.  This is not really a true test because Germany never paid they just went to war.  

2. Terms of trade may change with in come transfers Krugman argues this in the only effect of an income transfer, i.e. the RD shifts in favor of those goods the recipient country buys and away from those goods bought by the sending county. Ohlin argues that a shift in RD may not occur, i.e. the countries might have same consumption pattern.

If they do have different consumption patterns, i.e. home transfers income to foreign: 

Foreign has higher MPC in food that cloth. 

Home loser, i.e. terms of trade worsen for cloth


But there’s no necessity that foreign prefers what it produces, it may have a higher MPC for cloth.  But in reality (stands to reason) countries do have higher MPC for what they produce. 

Fact: the U.S. disportionaly prefers it’s own goods over that of imported goods and vice versa, so income transfers by U.S. do shift demand away form U. s. goods (certainly not true in 20 year after math of WW II!)  foreign countries spend only 30% of their income o U. s. products. 

Why?: spending has a national bias because of protected goods. 

Process:


1. U.S. transfer



2. Demand for U.S. 


3. Resourced released

            income to rest    -----------(           non-trade goods    -----------(       to produce U. S. 


   of world                                           falls                                               exports.

                \

                 \ -------( 3. Rest of world increases                   3. Resources drawn away 





 it’s demand for non-      --------(        from exported goods.





 Traded goods (haircuts





 Ect.).

Result: 

1. U.S. export prices lowered (TS shifts RT)

2. U.S. import prices rise (RS shifts LfT)

3.  U.S. terms of trade worsened.

-NIE troubles in Asia offers further proof of income transfers effect.  Banks demanded reared loans after 1997, result: exports rose from NIE ‘s but  prices of their export.

Tariffs and Export subsidies 

For goods subject to:

Tariffs: 


   Domestic Price and imported good  ( world MRK price of that good

Export Subsidies 


   Domestic Price of exported good ( world MRK Price

-Remember terms of trade (Pc/Pf) an external prices i.e. how many units of food can home exchange for one unit of cloth on the world MRK.

Example:  


20% tariff on imported food in Home 

1. left shift of RS as home producers shift out of cloth and into the relatively higher priced food

2. right shift in RD as home consumers increased demand for relative lower priced cloth.

Result: Home’s terms of trade improve at the degree to which world prices are affected is bases on size of countries economy re world. 

Example 2: 



20% subsidy on exported cloth 

1. right shift in RS as home producers shift to relatively higher priced cloth.

2. left shift in RD as home consumers reduce demand for relatively higher priced cloth.  

Result: 


  Homes terms of trade worsen.

Effects: 


   Tariffs

1. Rest of world suffers (terms of trade worsen) 

2. Home benefits only if improved terms of trade offset distortions that occur domestically. 

Export subsidies 

1. Foreign terms of trade improve, home’s worsen
                  






----( i.e. it benefits the trading companies. Purely a corporate welfare action

2. Home suffers domestic distortions

Apparent Effects of foreign Trade Policy

 


 Foreign Tariffs bad for Home

 Foreign export subsidies good for Home 

 BUT NOT TRUE IF


1. Foreign subsidies a good that U.S. also exports (Bad for us). (bad for those companies affected not bad for comsumers.)

2. Foreign imposes Tariffs on a good we import (good for us).

Chapter 8   The Instruments of Trade Policy
-mostly using partial equilibrium analysis. 

 Initial assumptions:   

1. exchange rates independent of trade policy

2. Trade occurs if prices of a good are different in the two countries (assume Pw > Pw*) 

Result: 

1. wheat moves form foreign to home 

2. Pw falls and Pw rises ---diff. eliminated

-Deriving homes demand curve for imported wheat

-at $10 home would supply all its won demand for wheat

-Deriving foreign supply curve for exported wheat

-at $6 foreign would not move any wheat to export market since the whole supply is consumed domestically. 




World Equilibrium

Re-arrange and its’ simply RD=RS

Home demand -----    Home supply ----- Foreign supply ----- Foreign demand


(75)


   (50)


(55)


(30)

-a tariff of $ 1 is imposed by home 

Result: the $1 tax has caused prices in home to rise increasing domestic production of wheat and reducing domestic demand, i.e. less imported wheat reqired to file the gap.


Home demand -----    Home supply ----- Foreign supply ----- foreign demand



(70)


  (60)



(50)


(40)


Meanwhile the $1 tariff has educed he willingness of foreign producers to supply wheat (i.e. Pw falls in foreign and increases foreign consumers demand for wheat (less is exported).

Conclusion:  Once again prices of wheat in home move higher relative to prices of wheat in foreign. 
Pt – Pt* =$1

Note:


See fig 8-5, p 182 in the case of a small country imposing a tariff, since their demand is minute re the world market, importers are unlikely to reduce price to the small country’s consumers, i.e., the price after the tariff is Pw + t .  Whole cost of Tariff is passed back to the small country consumers.  



So in our example, if home were such a small country





Home

                                     Fig ?

-So now only 3 m. toms of wheat are imported as entire tariff is paid by home consumers.  

Effective Rate of Protection

If the small country case doesn’t hold (i.e. the whole tariff is passed to consumers in the trade-protection country).


But tariffs also have differential affects depending on whether it’s a finished good on an intermediate good. 

Auto assembler in country A

1. 25% tariff on imported cars 

-Imported car that sold for $8,000 now sells for (.25 times 8,000) + $8,000=$10,000.



    2. Country A’s assemblers pay $6,000 for components.





-Prior to tariff home can profitably assembly cars only if value added is kept below $2,000.





- After tariff can do so even if value added in $4,000 ($10,000 - $6,000)

3. Effective Rat of Protection

= Vt – Vw/ Vw + 4,000 – 2,000  =100%




      2,000

*Notice if a tariff is imposed on parts importers then domestic assemblers will suffer as a direct result of protecting the parts industry. 

Tariffs:   Who gains, who loses? 

Consumer Surplus

 For every unit purchased in which the consumer is willing to pay more then they have to, there is a consumer surplus. 

Producer surplus

For every unit sold in which the seller is wiling to supply the product for a lower price that she obtains there is a producer supplus.

BUT: externalities might make these gains somewhat less or somewhat more, e.g. AIDS vaccine provides a positive externality (spill-over effect of neighborhood effect) because AIDS is infectious and hence provides benefits beyond those who directly receive the vaccine, i.e. it’s a true public good. (Read Bill Tabb, p, 155-156)

1. Consumer loss=a+b+c+d 

Why? 

Answer: because the domestic consumer pays a higher price (Pt rather then Pw) and hence loses consumer surplus.

2. Producer gain = a

Why?

Answer: because the domestic producer receives a higher price (Pt ) than that which she was willing to supply the product for, i.e., her producer surplus goes up.

3. Gov. revenue gain= (c+e)

       Why?

        Answer: the tariff (Pt – Pt*) is paid for each unit imported. After the imposition of the tariff the revenue =(Pt – Pt*) times S2 – 1)2 = (area c+e)

-Since a is cancelled out because it represents both a gain (domestic producer) and a loss (domestic consumer) and c is cancelled out because it represents both a gain (Gov. revenue) and a loss (domestic consumer surplus), we have the 

net effect = (b+d) - e

