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I.
Introduction

A.
Before 1980 macroeconomics courses in the United States were often taught from the perspective of a closed economy. Since then, international trade and finance have both become vital parts of the study of economics.


TEACHING TIP: The following point (B) will only be useful to those teaching macroeconomics.
B.
The basic IS-LM AD-AS model developed in this text includes some aspects of international trade and finance.

1.
Net exports are included in planned spending. They affect equilibrium GDP three ways:

a.
Exports are an injection that increases autonomous planned spending.

b.
Autonomous imports are a leakage that reduces increases autonomous planned spending.

c.
Induced imports lower the value of the income-expenditure multiplier.

2.
The relationship between the balance of trade and capital flows helped define the sources and uses of funds in the economy. Specifically the fundamental equation of macroeconomics (S + T + IM = I + G + EX) shows how injections and leakages must balance.

3.
This chapter extends these ideas as we study the relationship between the U.S. economy and the rest of the world.

C.
The U.S. is a major exporter of services, especially education, financial services and consulting.  With globalization has come more outsourcing, moving certain classes of jobs to other countries.  The Internet and modern telecommunications systems have made outsourcing many services feasible.

II.
Trade Surpluses and Deficits

A.
When a country exports more than it imports it has a trade surplus. When it imports more than it exports it runs a trade deficit. Earlier in the text we called this net exports. It is also called the balance of trade.


TEACHING TIP: For those who want to include more details about international accounting, the following may be helpful.


The current account balance includes net exports, net international transfer payments and net international interest payments. The current account balance must roughly equal the capital account balance (net capital flows). An economy experiences a capital inflow when a foreigner purchases a domestic asset. The balance of payments is the current account balance plus the capital account balance plus net government intervention plus the statistical discrepancy. Net government or central bank intervention is net purchases of domestic currency by the government in the foreign exchange market.


The statistical discrepancy is rarely mentioned but its magnitude is often very large. Paul Krugman once wrote a paper in which he added up total world exports and total world imports. Those two numbers should be the same. In fact he found total world exports were far greater than imports. His conclusion? The excess exports were being purchased by aliens from outer space. (We think he was joking.)


Krugman’s economic point is that governments place tariffs and trade restrictions on imports. This gives importers an incentive to understate the volume of imports. Apparently they do this rather well. (There are few similar incentives to underreport exports.)
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TOPIC FOR CLASS DISCUSSION:
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What is the present international situation of the United States? What are net exports, the balance on current account, the balance on capital account, and the balance of payments? What countries are the major trading partners of the United States? What are the main imports and exports?

Also, the United States exports a lot of services. How can a service be exported? (Students will find it helpful to find out exactly which services the United States exports in quantity.)
A good place to begin is the Bureau of Economic Analysis Web site (www.bea.gov).  Look for international transactions, especially Table 1
III.
The Economic Basis for Trade: Comparative Advantage

A.
Trade enables countries to specialize in producing the goods and services they produce most efficiently.

1.
Specialization will increase production of all goods and services.

2.
Trade will therefore benefit all trading partners (David Ricardo).

B.
Absolute Advantage versus Comparative Advantage

1.
A country has an absolute advantage if it uses fewer resources to produce a specific product than another country. 

2.
A country has a comparative advantage if it can produce a product at a lower cost than another country. (Remember this means opportunity cost.)

3.
Gains from mutual absolute advantage seem obvious.

a.
Consider the unfortunate situation of country B. In this two-country/two-good economy, country A has an absolute advantage in the production of both goods.

b.
If each country uses an economic system in which people and businesses are entitled to keep what they earn country A will have a higher income than country B.

c.
However there is still a basis for specialization and trade that will benefit each country.  Every country, business and individual has a comparative advantage at some activity because comparative advantage measures relative costs of production.
4.
Gains from comparative advantage result when one country can produce one good at a lower opportunity cost than the other. Mutually beneficial trade can result.


TEACHING TIP: Students will have an easier time with the mechanics of comparative advantage if they first grasp the simple intuition behind it. It can help to give them a simple example having nothing to do with international trade.


Consider the case of a top-notch attorney who is also an expert typist. In fact, the attorney is a faster typist than her secretary. Stress that the attorney has an absolute advantage in both legal work and typing. Should the attorney type some of her own letters, and thereby free up time for her secretary to do legal research for her? (No.) Why not? (Answers will vary, but wait for a student to say something like, “The attorney may be better at both, but probably she is a better attorney than she is a typist.”) Point out that this summarizes comparative advantage in a nutshell.


You can also reinforce this intuition with a numerical example. Suppose that the attorney can prepare a brief in 60 minutes and type a letter in 5 minutes. The secretary can prepare a brief in 180 minutes and type a letter in 10 minutes. Arrange these figures on the board in a 2-by-2 matrix. What is the opportunity cost for the attorney to type a letter? (One-twelfth of a brief.) What is the opportunity cost for the secretary to type a letter? (One-eighteenth of a brief.) Because the secretary can type a letter with lower opportunity cost, she has a comparative advantage in letters, whereas the attorney has a comparative advantage in briefs. More letters and more briefs can be produced when each specializes according to comparative advantage.
5.
Why Does Ricardo’s Plan Work?

a.
Specialization and trade are mutually beneficial because the combined output is larger than autarky.

b.
Autarky is a system in which each country produces everything it consumes.

C.
Terms of Trade

1.
The terms of trade is the ratio at which a country can trade its products for products produced in other countries.

2.
The terms of trade determine how the gains from trade are distributed.

D.
Exchange Rates

1.
An exchange rate is the price of one country’s currency in units of another country’s currency.

a.
Since the exchange rate is a price it must be determined by supply and demand.

b.
In this case the supply and demand curves are derived from the underlying demand for foreign trade and international borrowing and lending.

2.
An exchange rate is expressed as the ratio at which two currencies are traded. It determines the terms of trade.

3.
Trade and Exchange Rates in a Two-Country/Two-Good World

a.
In this simple world the exchange rate will settle at a level at which trade flows in both directions.

b.
Each country will specialize in production of the product for which it has a comparative advantage. This does not necessarily mean complete specialization, however.

4.
Exchange Rates and Comparative Advantage

a.
If exchange rates end up in the right ranges, the free market will drive each country to shift resources into those sectors in which it enjoys a comparative advantage.

b.
Exchange rates will adjust in this way if the foreign exchange market operates freely without government interference, markets in both countries are used for voluntary exchange, and markets are competitive.

IV.
The Sources of Comparative Advantage

A.
Most economists look to factor endowments as the principal sources of comparative advantage; they seem to explain a significant portion of actual world trade patterns.  Factor endowments are the quantity and quality of labor, land and natural resources of a country.
B.
The Hecksher-Ohlin Theorem

1.
This hypothesis ties the theory of comparative advantage to factor endowments. 

2.
The idea is that a country with large quantities of one resource will have the comparative advantage in producing a product whose production requires a lot of that resource.


TEACHING TIP: Why does Hawaii grow large quantities of pineapples? Because Hawaii has large quantities of sunshine, rain and warm weather, resources conducive to growing pineapples.
C.
Other Explanations for Observed Trade Flows

1.
Many countries both import and export the same kinds of goods because of product differentiation.

2.
There may also be economies of scale from producing for a world market.

V.
Trade Barriers: Tariffs, Export Subsidies, and Quotas

A.
Trade barriers (obstacles to trade) are forms of protection shielding some sector of the economy from foreign competition.

1.
A tariff is a tax on imports.

2.
Export subsidies are payments made to domestic firms to encourage exports.

a.
Dumping occurs when a firm sells its product for a lower price on the global market than its cost of production.
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TOPIC FOR CLASS DISCUSSION:
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If some of the students have a background in accounting or microeconomics, ask them to discuss what “costs” are appropriate for anti-dumping laws to be invoked. Steer the discussion in the direction of fixed and variable costs. Make sure the class gets the point that courts usually declare average total cost to be the relevant measure, while economists would argue in favor of marginal cost.
b.
A quota is a limit on the quantity of import. They can be mandatory or voluntary (although the word “voluntary” in this context is something of a euphemism).

B.
U.S. Trade Policies and GATT

1.
Through much of its history the United States was a high tariff country.

a.
The infamous Smoot-Hawley Tariff of 1930 raised the average tariff to 60 percent.

b.
Most economists blame this tariff for making the Great Depression even worse.

2.
Since the 1940s the United States has been part of global efforts to reduce and eliminate tariffs and other trade obstacles.

a.
The General Agreement on Tariffs and Trade (GATT) was signed by the United States and 22 other countries in 1947.

b.
While GATT was initially thought of as a one-time agreement it has evolved into an ongoing process of trade liberalization through repeated rounds of negotiations.

c.
Every president since 1947 has philosophically supported free trade while simultaneously taking actions to protect one sector or another against foreign competition.


TEACHING TIP: A recent example of this is President George W. Bush’s 30 percent tariff on imported steel. As predicted by many economists this tariff drove up domestic production costs and put a small damper on the nascent economic recovery.
C.
Economic Integration 

1.
Economic integration occurs when two or more nations join to form a free-trade zone.

a.
Examples are the European Union and the North American Free Trade Agreement (NAFTA).

b.
In 2003 the United States began talks to create a NAFTA-style free-trade zone with Central American countries.

2.
Despite the rather obvious benefits of international trade some countries seem determined to limit free trade.  This is often caused by political agitation by groups who will be hurt by free trade.
VI.
Free Trade or Protection?

A.
The Case for Free Trade

1.
Comparative advantage forms the basis for arguments in favor of free trade.

a.
Trade has potential benefits for all nations.

b.
Tariffs and other trade barriers result in a loss of efficiency.

B.
The Case for Protection

1.
Protection saves jobs.


TEACHING TIP: The text includes “the petition of the candlemakers” by Frederic Bastiat. Encourage students to read it and make sure they understand what Bastiat is driving at.
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TOPIC FOR CLASS DISCUSSION:
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There are numerous published estimates of the cost to consumers per job saved. Divide the class into teams. Assign each team a recent trade restriction imposed by the United States. Have them find one or two articles about the cost of the restriction. Class presentations can be brief; the discussion that ensues will probably be lively. Extended Application 2 at the end of this chapter shows another approach to this and includes an excellent source of data.
2.
Some countries engage in unfair trade practices and sometimes we have to fight back.

3.
Cheap foreign labor makes competition unfair.

a.
U.S. wages are high because our productivity is high.

b.
A profit-maximizing firm will equate MPL/w with MPK/r. It’s the ratio of productivity to input price that counts, not just the input’s price.

4.
Protection safeguards national security because some industries are vital for national defense.

5.
Protection discourages dependency.

6.
Protection safeguards infant industries until they can compete on their own.

a.
In July 1991 the United States imposed a 62.67 percent tariff on imports of active matrix liquid crystal display screens (mainly used in notebook computers).

b.
U.S. producers responded by moving their production facilities outside the U.S. to avoid the tariff.

VII.
An Economic Consensus

A.
Most economists favor free trade.

B.
Protectionist legislation usually has its roots in special interest politics.

Other Resources
       Economic Experiments

Now in its second edition, Using Economic Experiments, Cases and Activities in the Classroom by Dirk Yandell of the University of San Diego is a compendium of more than 15 classroom experiments illustrating various topics in micro- and macroeconomics. Each experiment contains an overview, learning objectives, instructional materials, and classroom activities (including demonstrations and experiential exercises).
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Application 1: Potential Trade Between Egypt and Israel

The potential for trade between Egypt and Israel is a rich example to use as an illustration of the basic principles of international trade and comparative advantage. These nations signed a peace treaty in the late 1970s. While there is some trade between them, continuing political difficulties have prevented large-scale trade flows. Here is a realistic case where free trade could create a dramatic rise in living standards, but has not been permited to do so.

Consider two goods currently produced by both counties: cotton and oranges. Point out that Israel—with higher per capita quantities of both human and physical capital—would probably have an absolute advantage in producing both goods. Nevertheless, it would probably have more of an advantage in oranges (which require more capital-intensive irrigation techniques) than it would have in cotton, so there would be opportunities for mutual gain.

Suppose that the quantity of oranges and cotton that each country can produce on an acre of land is as follows:

	
	Oranges 

(kilograms)
	Cotton 

(bales)

	Israel
	200
	50

	Egypt
	 50
	25


Note first Israel’s absolute advantage in both goods: It can produce more oranges and more cotton per acre than its neighbor. Now calculate the opportunity cost of one bale of cotton in both Israel and Egypt. (One bale of cotton “costs” 4 kilos of oranges in Israel, and 2 kilos of oranges in Egypt.) Because cotton has a lower opportunity cost in Egypt, conclude that Egypt has a comparative advantage in cotton.

Next, calculate the opportunity cost of one kilo of oranges in the two countries (a quarter of a bale of cotton in Israel; half a bale of cotton in Egypt.) Because Israel can produce oranges at lower opportunity cost than Egypt, Israel has a comparative advantage in oranges.

It is helpful to summarize the forgoing information for students on ppf graphs for each country. To do this, you will have to add one more piece of data: the total number of acres each country has available for producing the two crops. Assume that Egypt has 1 million acres and that Israel has 500,000 acres. Plot the endpoints of Egypt’s ppf (50 million kilos of oranges and 25 million bales of cotton) and of Israel’s ppf (100 million kilos of oranges, and 25 million bales of cotton), and draw the ppfs as shown below.
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In the diagram, the initial production in Israel is identified by Point A (10 million cotton, 60 million oranges) and in Egypt by Point B (10 million cotton, 30 million oranges). Explain to students that with no international trade, the production possibilities curve is also the consumption possibilities curve.

Now let the two nations specialize according to comparative advantage. Israel will produce only oranges, and Egypt will produce only cotton. This moves each country to an endpoint on its ppf. The first important result to illustrate in class is the total production of both commodities increases as a result of the specialization, as shown in the table following:

	
	Production Before Trade 
	Production After Trade

	
	Oranges
	Cotton
	Oranges
	Cotton

	Israel
	60
	10
	100
	 0

	Egypt
	30
	10
	  0
	25

	Totals
	90
	20
	100
	25


Note that total production of oranges has increased from 90 to 100, and total production of cotton from 20 to 25. The next result to show is how both countries can benefit from this increase in production. Assume the terms of trade are 3 kilos of oranges for 1 bale of cotton. (Point out to students that any terms of trade between 2:1 and 4:1 would work: the actual figure determines only how the gains from trade are distributed between the two nations.) Suppose that, with these terms of trade, Israel exports 33 million kilos of oranges for 11 million bales of cotton. This means that Egypt must be exporting 11 million bales of cotton in exchange for 33 million kilos of oranges. The table following summarizes the final consumption of both goods in the two countries:

	
	Consumption

After Trade

	
	Oranges
	Cotton

	Israel
	 67
	11

	Egypt
	 33
	14

	Totals
	100
	25


Stress that after trade, consumption of both goods is higher in both countries. In Israel, consumption of oranges rises from 60 to 67 and consumption of cotton rises from 10 to 11. In Egypt, consumption of oranges rises from 30 to 33, and consumption of cotton rises from 10 to 14. This is what economists mean when they say that international trade raises standards of living worldwide.

It is useful to illustrate what has happened on the ppf diagrams for each country. International trade permits a divergence between production and consumption. The new set of consumption possibilities for Egypt and Israel are diagrammed as follows:
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Note that, after trade, Israel produces at Point D but its consumption possibilities are represented by the flatter line emanating from Point D. This line is flatter because the opportunity cost of a bale of cotton obtained through trading (3 kilos of oranges) is lower than that obtained through domestic production (4 kilos of oranges). Similarly, Egypt produces at Point H, but its consumption possibilities are along the steeper line emanating from Point H. For Egypt, the opportunity cost of a pound of oranges obtained through trading (1/3 bale of cotton) is lower than that obtained through domestic production (1/2 bale of cotton).

From here, begin a discussion of how these gains might be distributed within each country. The fact that total consumption rises does not mean that every citizen gains in each country. Ask your students who is hurt by the opening of trade, and how? (In Egypt, orange growers are hurt; in Israel, cotton growers. They can eventually be reemployed in the expanding sector, but this adjustment imposes significant costs on them in the short run.) What sort of arguments might the injured parties come up with to prevent free trade? (Dependence on foreign markets and national security should be the major arguments for this example.) Is there any way to make trade benefit everyone? (In theory, yes. Aggregate real income rises in both countries after trade opens up. There must be some way to distribute this higher income so that everyone can benefit. In particular, if those who gain from trade make sufficient “side payments” to those who lose, everyone can come out ahead.)

In practice, of course, such side payments are difficult to arrange. Gainers and losers would be hard to identify, and their gains and losses we often difficult to quantify.

Application 2: The Price of Saving a Job

Count on one or more of your students to bring up the “cheap foreign labor” argument: “If we let in cheap goods from low-wage countries, our highly paid workers will either lose their jobs or be forced to accept low wages.”

There are several ways to respond to this argument. Start by taking this logic to the extreme. If it is beneficial for high-wage Americans to protect themselves against trade with, say, low-wage Mexico, then it must be beneficial for high-wage Californians to protect themselves from low-wage workers from Tennessee. And why stop there? Surely the high-salaried citizens of Beverly Hills would benefit by cutting themselves off from trade with the rest of the world, which is more poorly paid. Right? At this point, students will get the idea: Beverly Hills’ residents would not be better off having to grow their own food and assemble their own television sets. And neither are high-wage Americans made better off by restricting trade with low-wage partners.

Follow this reasoning with a more analytic approach. Remind students why it is that wages in, say, Mexico are lower. (Lower skills, less capital to work with.) Thus, it may be that Mexico has a comparative advantage in goods that make intensive use of low-skilled labor. By importing such goods from Mexico and transferring our own, higher-skilled labor to goods in which we have a comparative advantage, the average standard of living rises in both countries.

Students will sometimes object: But what if Mexico can produce everything more cheaply than the United States? This is a chance for you to remind them of the distinction between absolute and comparative advantage. Even if Mexico could produce everything more cheaply—which is not the case—it would still pay for Mexico to specialize according to its comparative advantage, and mutually beneficial trade would still take place between the two countries.

An important proviso should be added here. Different safety or environmental standards can sometimes be an important source of wage differentials, especially between the United States and third-world countries. Here, there may be grounds for government involvement—even protectionism—because free trade merely shifts the exploitation of workers and the environment—which society may find intolerable—to other nations.

An interesting study estimated the costs of protecting industry employment. The following table provides a sampling of the effects in six different industries of a variety of import restraints in the United States. The figures pertain to 1990 and are based on the assumption that high tariffs are reduced to zero, quantitative restrictions are removed, and low tariffs kept in place in the quota cases. Estimates of this sort require a wide variety of assumptions and are subject to a high margin of error; nevertheless, some of the costs are staggering. Some of these figures are reproduced below:

	
	Number of 

Industry Jobs Saved
	Consumer Cost per 

Job Saved ($)

	Benzoid chemicals
	216
	1,000,000

	Costume jewelry
	1,067
	96,532

	Frozen concentrated orange juice
	609
	461,412

	Glassware
	1,477
	180,095

	Rubber footwear
	1,701
	122,281

	Woman’s footwear (except athletic)
	3,702
	101,567


Clearly, in these cases, the costs of protectionism far exceed the gains to workers whose jobs are saved. This suggests that policies to compensate or retrain potential job losers would be very cost effective.

For a more complete listing, see Gary C. Hufbauer and Kimberly A. Elliott, Measuring the Costs of Protection in the United States (Washington, DC: Institute for International Economics, 1994, pp. 12–13, Appendix I, II).
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