Theory of Comparative Advantage
An economist named David Ricardo formalized the concept of free trade between countries.  Ricardo’s theory stated that any country could benefit from trading with any other country as long as specialization took place.  

Free trade occurs when there are not any tariffs or taxes on incoming or outgoing goods and services.  Typically, countries tax incoming goods in an attempt to keep domestic producers competitive.  

For example, a Japanese company can produce a DVD player for $25, while an American company can produce a DVD player of similar quality for $45. Given the choice the American consumer will buy the lower priced Japanese-made DVD player. In the long run, the American company producing DVD players will go out of business. With this scenario in mind, the temptation is for the U.S. government to put a tax on the incoming Japanese built DVD player.  Then, the American company can stay in business. Of course, the downside of this levied tax on the Japanese built unit is the price of DVD players remains high in America.
Ricardo’s theory said that specialization and free trade will benefit all trading partners, even those that may be absolutely less efficient producers.

Absolute Advantage

· A country has an absolute advantage in the production of a good if it can produce more of the good with a fixed amount of resources than any other country (i.e. when the country uses fewer resources to produce a product than the other country).
Are there gains to trade if one country has an absolute advantage in the production of all goods? Yes.

An Example of Absolute Advantage

· Mexican production with one week of labor: 

· ten yards of cloth or 100 pounds of coffee 

· Columbian production with one week of labor: 

· twelve yards of cloth or 600 pounds of coffee 

Absolute Advantage

· Columbia has an absolute advantage in both goods. 

· Mexico does not have an absolute advantage in any good.

Comparative Advantage

· Mexico has a comparative advantage in cloth production. 

· Columbia has a comparative advantage in coffee production. 

· Each can gain if each specializes

When countries specialize in producing goods in which they have a comparative advantage, they maximize their combined output and allocate their resources more efficiently.

Mexico makes the cloth, and Columbia makes the coffee.

Columbia gives up its production of coffee if it spends time producing cloth. 

Numerical Proof 

Mexican production with one week of labor: 

10 yards of cloth or 100 pounds of coffee 

Columbian production with one week of labor: 

12 yards of cloth or 600 pounds of coffee

Without trade 

After 10 weeks if Mexico split production between cloth and coffee they would have 

50 yards or cloth and 500 pounds of coffee

What if they traded Columbia cloth for coffee? 

To Columbia, 12 yards of cloth is equal to 600 pounds of coffee.

Therefore, Columbia who approve of a trade with Mexico of 20 yards of cloth for 600 pounds of coffee.   

With trade

Mexico could spend 10 weeks making cloth and no time making coffee. They could produce 100 yards of cloth, then they could trade 40 yards of cloth for 1200 pounds of coffee. 

Result: after the trade and with the specialization in cloth Mexico would have 

60 yards of cloth and 1200 pounds of coffee. 

Could Columbia benefit from trade? Yes

Without trade:

After 10 weeks dividing their time equally Columbia could have 

60 (5 times 12) yards of cloth and 3000 (5 times 600) pounds of coffee

With trade:

Spending all of their time producing coffee they would have 6000 pounds of coffee. They could trade 600 pounds of coffee for 20 yards of cloth. Or 1800 pounds of coffee for 60 yards of cloth.

The result after specialization in coffee and trade, Columbia has 60 yards of cloth and 4200 pounds of coffee.  Clearly, this is better than 60 yards of cloth and 3000 pounds of coffee.
Trade

Factors that impact trade


Laws – tariffs, quotas


Taxes


Relationships


Environment


Exchange rates

Pros 


Lower prices 


Better quality goods


Allows domestic workers to specialize


Allows domestic workers to pursue other occupations


Increase in government revenue

Cons 


Loss of jobs


Loss of profits and wealth


Retraining 


Exports -  Any transfer to any person or entity of goods, technology, or software by physical, electronic, oral, or visual means with the knowledge that the item(s) will be shipped, transferred, or transmitted to a non-U.S. entity or individual. 

Any disclosure of technical data or information to a foreign entity or individual, by any means, inside or outside the U.S. including interactions with a foreign person visiting or on assignment in the U.S. or while you are on foreign travel.

Any transfer of goods, technology, or software, by any means, to a foreign embassy or affiliate.

Imports : Goods and services produced by the foreign sector and purchased by the domestic economy. In other words, imports are goods purchased from other countries. The United States, for example, buys a lot of the stuff produced within the boundaries of other countries, including bananas, coffee, cars, chocolate, computers, and, well, a lot of other products. Imports, together with exports, are the essence of foreign trade--goods and services that are traded among the citizens of different nations. Imports and exports are frequently combined into a single term, net exports (exports minus imports).

Actual trade statistics… check it out!

http://www.bea.gov/international/bp_web/simple.cfm?anon=422827&table_id=20&area_id=3
If the US exports $400 billion worth of goods and services and the US imports $500 worth of goods and services, then they will have a trade deficit of $100 billion.

If exports > imports then the country has a trade deficit
If exports < imports then the country has a trade surplus.

If exports = imports then the country has a balance of trade
Factors that affect trade

1. Value of the dollar

2. Gross Domestic Product

3.  Taxes or tariffs

Examples of trade factors

1.a.  if the value of the US dollar decreases, the US benefits with trade. Exports rise because US manufactured goods become cheaper to foreign buyers. Their currency gets stronger so the same amount can buy more US goods. US imports fall. Imports are registered as money leaving the country. The less that escapes the better it is for US growth. Imports fall because US dollars cannot buy as much foreign goods. 
1.b.  A rise in the value of the dollar would decrease US exports and increase imports.

2a. When other countries expand, or their wealth increases, it helps their trading partners. For example, if Mexico gets richer it helps the US because Mexicans will be more likely to purchase US goods. 
2b. If the US dips into recession it hurts China because the US imports from China.
3a. In order to encourage domestic production, governments sometime place tariffs (or taxes) on goods coming into a country. For example, S Korea can produce a 42 inch television set for $200, and the US Television Company can produce the same size and quality television set for $250.

If the US government places a $100 tariffs on the S Korea tv, then Best Buy will not be able to sell the Korean tv for less than $300. The US Television Company can sell their tv’s for $275 and still make a profit.

Who wins? The US producer and possibly the US government because they get tax revenue. 

Who loses? The US consumer, they have to pay a higher price for the tv. If it wasn’t for the tariff the price might be $200.

Assume the US is starting with a $300 billion trade deficit.

What would happen to the trade deficit would it shrink or get bigger if….

a. The value of the US dollar increased.

b. Japan had a recession
c. US imposed a tariff on all Japanese cars

d. Who is the US’ largest trading partner in terms of dollars of imports and exports?

e. Who does the US have their largest trade deficit with?

