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Application: International Trade 

If you check the labels on the clothes you are now wearing, you will probably 
find that some of your clothes were made in another country. A century ago, the 
textiles and clothing industry was a major part of the U.S. economy, but that is 
no longer the case. Faced with foreign competitors that can produce quality 
goods at low cost, many U.S. firms have found it increasingly difficult to pro- 
duce and sell textdes and clothing at a profit. As a result, they have laid off their 
workers and shut down their factories. Today, much of the textiles and clothing 
that Americans consume are imported. 

The story of the textiles industry raises important questions for economic pol- 
icy: How does international trade affect economic well-being? Who gains and 
who lmes horn free trade among counbies, and how do the gains compare to 
the losses? 

Chapter 3 introduced the study of international trade by applying the princi- 
ple of comparative advantage. A c w h g  to this principle, aIl countries can ben- 
efit from trading with one another because bade allows each country to speciaI- 
ize in doing what it does best. But the analysis in Chapter 3 was incomplete. It 
did not explain how the international marketplace achieves these gains from 
trade or how the gains are distributed among various economic participants. 

We now return to the study of international trade and take up these questions. 
Over the past several chapters, we have developed many tools for analyzing how 
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markets work: supply, demand, equilibrium, consumer surplus, producer sur- 
plus, and so on. With these too4, we can learn more about how international 
trade affects economic well-being. 

THE DETERMINANTS OF Tk4DE 
Consider the market for steel. The steel market is well suited to examining the 
gains and lases from international trade: Steel is made in many countries 
around the world, and there is much world trade in steel. Moreover, the steel 
market is one in which policymakers often consider (and sometimes implement) 
trade restrictions to protect domestic steel producers from foreign competitors. 
We examine here the steel market in the imaginary country of Idand. 

The Equilibrium without Trade 
As our story begins, the Isolandian steel market is isolated from the rest of .the 
world. By government decree, no one in Isoland is allowed to import or export 
steeI, and the penalty for violating the decree is so large that no one dares by 

Bemuse there is no international trade, the market for steel in Isoland consists 
soleIy of lsolandian buyers and sellers. As Figure 1 shows, the domestic price 
adjusts to balance the quantity supplied by domestic sellers and the quantity 
demanded by domestic buyers. The figure shows the consumer and praducer SUP- 

phs in the equilibrium withwt trade. The sum of consumer and producer surplus 
measures the total benefits that buyers and sellers receive from the steel market. 

Now suppose that, in an election upset, lioland el& a new president. The 
president campaigned on a platform of "change" and promised the voters bold 
new ideas. Her first ad is to assemble a team of economists to evaluate Isolan- 
dian trade policy. She asks them to report back on three questions: 

F I G U R E  Prke 
of Steel 

*.-,,& 
fnternationartrade Domestic 
When an economy cannat trade in world 
markets, the price adjusts to balance 
domestic supply and demand. This figure 
shows consumer and producer surplus in Eqy illbrlum 
an equilibrium without international trade price 

for the steel market in the imaginary 
country of Isoland. 
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If the government allows Isolandians to import and export steel, what will 
happen to the price of steel and the quantity of steel sold in the domestic steel 
market? 
Who will gain from free trade in steel and who will lose, and will the gains 
exceed the losses? 
Should a tariff (a tax on steel imports) be part of the new trade policy? 

After reviewing supply and demand in their favorite textbook (this one, of 
course), the lsolandian economics team begins its analysis. 

The World Price and Comparative Advantage 
The first issue our economists take up is whether lsoland is likely to become a 
steel importer or a steel exporter. In other words, if free trade is allowed, will 
Isolandians end up buying or selling steel in world markets? 

To answer this question, the economists compare the current Isolandian price 
of steel to the price of steel in other countries. We call the price prevailing in 
world markets the world price. If the world price of steel is higher than the world price 
domestic price, then Isoland will export steel once bade is permitted. lsolandian the price of a good that 
steel producers will be eager to receive the higher prices available abroad and prevails in the world 

will start selling their steel to buyers in other countries. Conversely, if the world market for that good 

price of steel is lower than the domestic price, then Isoland will import steel. 
Because foreign sellers offer a better price, Isolandian steel consumers will 
quickly start buying steel from other countries. 

In essence, comparing the world price and the domestic price before trade 
indicates whether Isoland has a comparative advantage in producing steel. The 
domestic price reflects the opportunity cost of steel: It tells us how much an 
Isolandian must give up to get one unit of steel. If the domestic price is low, the 
cost of producing steel in Isoland is low, suggesting that Isoland has a compara- 
tive advantage in producing steel relative to the rest of the world. If the domes- 
tic price is high, then the cost of producing steel in Isoland is high, suggesting 
that foreign countries have a comparative advantage in producing steel. 

As we saw in Chapter 3, trade among nations is ultimately based on compar- 
ative advantage. That is, trade is beneficial because it allows each nation to spe- 
cialize in doing what it does best. By comparing the world price and the domes- 
tic price before trade, we can determine whether Isoland is better or worse at 
producing steel than the rest of the world. 

Quick Quiz The country Autarka doer not allow international trade. In Autarka, 
you can buy a wool suit for 3 ounces of gold. Meanwhile, in neighboring countries, you 
can buy the same suit for 2 ounces of gold. If Autarka were to allow free trade, would 
it import or export wool suits? 

THE WINNERS AND LOSERS FROM TRADE 
To analyze the welfare effects of free trade, the lsolandian economists begin with 
the assumption that Isoland is a small economy compared to the rest of the 
world so that its actions have little effect on world markets. The small-economy 
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assumption has a specific implication for analyzing the steel market: If Isoland is 
a small economy, then the change in Isoland's trade poky will not affect the 
world price of steel. The Isolandians are said ta be price takrs in the world econ- 
omy. That is, they take the world price of steel as gven. They can sell steel at 
this price and be exporters or buy steel at this price and be imparters. 

The small-economy assumption is not necessary to analyze the gains and 
losses from international trade. But the Isolandian economists know fram expe 
rience (and from reading Chapter 2 of this book) that making simplifying 
assumptions is a key part of building a useful economic model. The assumption 
that Tsoland is a small economy greatly simpIifie6 the analysis, and the basic les- 
sons do not change in the more complicated case of a large economy. 

The Gains and Losses of an Exporting Country 

F i r e  2 shows the Isolandian steel market when the domestic equilibrium price 
before trade is below the world price. Once free trade is allowed, the domestic 
price rises to equal the world price. No sder of steel would accept less than the 
world price, and no buyer would pay more than the world price. 

Once the domestic price has risen to equal the world price, the domestic 
quantity supplied differs from the domestic quantity demanded. The supply 

F I G U  111. 
am Exporting Country 
Once trade is allowed, the domestic price 
rises to equal the world price. The supply 
cuwe shows the quantity of steel produced 
domestically, and the demand curve show 
the quantity consumed domestically. 
Exports from lsoland equal the difference 
between the domestic quantity supplied 
and the domestic quantity demanded a t  
the world price. Sellers are better off (pro- 
ducer surplus rises from C to B + C + D), 
and buyers are worse off (consumer surplus 
falls from A + B to A). Total surplus rises by 
an amount equal to area 0, indicating that 
trade raises the economic well-being of the 
co,untry as a whole. 
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Total Surplus A + B + C  A + B + C + D  +D 
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curve shows the quantity of steel supplied by Isolandian sellers. The demand 
curve shows the quantity of steel demanded by lsolandian buyers. Because the 
domestic quantity supplied is greater than the domestic quantity demanded, 
Isoland sells steel to other countries. Thus, Isoland becomes a steel exporter. 

Although domestic quantity supplied and domestic quantity demanded dif- 
fer, the steel market is still in equilibrium because there is now another partici- 
pant in the market: the rest of the world. One can view the horizontal line at the 
world price as representing the demand for steel from the rest of the world. This 
demand curve is perfectly elastic because Isoland, as a small economy can sell 
as much steel as it wants at the world price. 

Now consider the gains and losses from opening up trade. Clearly, not every- 
one benefits. Trade forces the domestic price to rise to the world price. Domestic 
producers of steel are better off because they can now sell steel at a higher price, 
but domestic consumers of steel are worse off because they have to buy steel at a 
higher price. 

To measure these gains and losses, we look at the changes in consumer and 
producer surplus. Before trade is allowed, the price of steel adjusts to balance 
domestic supply and domestic demand. Consumer surplus, the area between the 
demand curve and the before-trade price, is area A + B. Producer surplus, the 
area between the supply curve and the before-trade price, is area C. Total surplus 
before trade, the sum of consumer and producer surplus, is area A + B + C. 

After trade is allowed, the domestic price rises to the world price. Consumer 
surplus is reduced to area A (the area between the demand curve and the world 
price). Producer surplus is increased to area B + C + D (the area between the 
supply curve and the world price). Thus, total surplus with trade is area A + B + 
C + D. 

These welfare calculations show who wins and who loses from bade in an 
exporting country. Sellers benefit because producer surplus inmases by the area 
B + D. Buyers are worse off because consumer surplus decreases by the area B. 
Because the gains of sellers exceed the losses of buyers by the area D, total sur- 
plus in Isoland increases. 

This analysis of an exporting country yields two conclusions: 

When a counhy allows trade and becomes an exporter of a good, domestic 
producers of the good are better off, and domestic consumers of the good are 
worse off. 
Trade raises the economic well-being of a nation in the sense that the gains of 
the winners exceed the losses of the losers. 

The Gains and Losses of an Importing Country 

Now suppose that the domestic price before trade is above the world price. 
Once again, after free trade is allowed, the domestic price must equal the world 
price. As Figure 3 shows, the domestic quantity supplied is less than the domes- 
tic quantity demanded. The difference between the domestic quantity demanded 
and the domestic quantity supplied is bought from other countries, and Isoland 
becomes a steel importer. 

In this case, the horizontal line at the world price represents the supply of the 
rest of the world. This supply curve is perfectly elastic because Isoland is a small 
economy and, therefore, can buy as much steel as it wants at the world price. 
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F I G U R E  Befom Trade After Trade Change 

Irrternational Trade in 
an Imparting Country 
Once trade is dowed, the domestic price 
falls to equal the world price. The supply 
curve shows the amount produced domes- 
tically, and the demand curve shows the 
amount consumed domestically. Imports 
equal the difference between the domes- 
tic quantity demanded and the domestic 
quantity supplied at the world price. Buy- 
ers are better aff (consumer surplus rises 
from A to A + B + D), and wllers are 
worse off (producer surplus falls from 
B + C to C). Total surplus rises by an 
amount equal to area a, indicating that 
trade raises the economic well-being of 
the country as a whole. 

Consumer Surplus A A + B + D  +(B + D) 

Producer Surplus B + C  C -B 

Total Surplus A + B + C  A + B + C + D  +D 

The area D shows the Increase In total surplus 
and represents the galns from trade. 
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Now consider the gains and losses from trade. Once again, not everyone ben- 
efits. When trade forces the domestic price to fall, domestic consumers are better 
off Ithey can now buy steel at a lower price), and domestic producers are worse 
off {they now have to sell steel at a lower price). Changes in consumer and pro- 
ducer surplus measure the size of the gains and losses. Before trade, consumer 
surplus is area A, producer surplus is area B + C, and total surplus is area A + B 
+ C. After trade is allowed, consumer surplus is area A + B + D, producer sur- 
plus is area C, and total surplus is area A + B + C + D. 

These welfare calculations show who wins and who loses from trade in an 
importing country. Buyers benefit because consumer surplus increases by the 
area B + D. Sellers are worse off because producer surplus falls by the area B. 
The gains of buyers exceed the lasses of sellers, and total surplus increases by 
t h  area D. 

This analysis of an importing country yields two conclusions parallel to those 
for an exporting country: 

When a country allows trade and becomes an importer of a good, domestic 
consumers of the good are better off, and domestic producers of the good are 
worse off. 
Trade raises the economic well-being of a nation in the sense that the gains of 
the winners exceed the losses of the losers. 
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I 
t3.dp Clothes .. . . , ... .- 
At the end af 2004, the United States vastly expanded its open- 
ness to textile imports from China. Do the winners and losers 
from this change, as described in this article, coincide with our 
analysis? 

. .,Q of ,.,.., 
T m k  Fkwd the U.5. 
By David Bahoza 
and Elizabeth Becker 

SHANGHAI, March M the first month 
after the end of  all cpotas on bxtiles and 
apparel around the world, i m p m  b the 
United States from China jumped about 
75 prcent according to trade figures re- 
lemd by the Chinese government. 

The statistics bear some of the first 
evidence that China's booming textile 
and apparel trade unhampered by quw 
tas, could be prepared to dominate the 
global te~tile trade and add to trade 
tensions mwnd the world. The quotas 
came to an end on Dec. 31 as a mutt of 
an International agnement reached in 
1993. 

In January, dre Unitd States im- 
ported more than $1.2 billion in textiles 
and apparel from China, up from about 
$701 million a year ago. Importi of 
major apparel produck frorn China 
jumped 546 percent. Last January, for 
example, China shipped 941.000 cotton 
knit shirts, which were limited by quw 
tas; this January, it shipped 18.2 million, 

a 1,836 parcent increase, Imports of cot- 
ton knit trousers were up 1,332 percent 
t o m  a year ago. . . . 

Some analysts have predicted that 
China could rapture as much as 70 per- 
cent of the American market in the next 
two years Before the end of quotas, 
about 16 percent of apparel sold in the 
United States came frorn China. . . . 

It is clear that dons to mow to- 
ward more open trade have h e d  China 
and other countries of many textile and 
apparel quotas and nstrirtions. And 
they have set the  stage for China to b e  
come a global textile and apparel M e -  
m d ,  towering dothing prices for con- 
sum* around the world but upserting 
and rewriting current trade balances. . . . 

'The wotf is at the door and only the 
U.S. government can slam it hut, and it 
needs to do it right now," said Cass 
Johnson, presideni of the National 
Council of Tehle Organizations, a h d e  
group that b pressing the administration 
to irnpwe immediate limits on Chinese 
impom 

Many Democrats in Congws say 
that imports frorn China are the biggest 
trade problem for the United Stater kp -  

resentatiw Benjamin L Cardin of Mary- 
land. the ranking Dmmt on the  mde 
subcommittee of the H a m  Ways and 
Means Comm'htw, said in an interview 
that he would pltsh rhe  administration to 
pay more m t i o n  to China's trading 
prabices, . . . Bush adminiswation did 
agree last year to put limits on some 
Chinese textile and apparel imports in 
advance of any market disruption. 

But importefs and retailers, particu- 
larb the National R&il Federazion, per- 
suaded the Court of International Trade 
to issue an injunction against the ad- 
mlnistmtian's limits. 

Source: The New York Times, March 10,2WS, page A l .  

Havhg completed o w  analysis of trade, w e  can better understand one of the 
Ten Principles of Economics in Chapter 1: Trade can make weryone better off. If 
Isoland opens up its steel market to international trade, that change will create 
winners and losers, regardless of whether Isoland ends up exporting or importing 
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tariff 
a tax on goods pro- 
duced abroad and sold 
domestically 

steel. In either case, however, the gains of the winners exceed the losses of the 
losers, so the winners could compensate the losers and still be better off. In this 
sense, trade can make everyone better off. But will trade make everyone better 
off? Probably not. In practice, compensation for the losers from international 
trade is rare. Without such compensation, opening up to international bade is a 
policy that expands the size of the economic pie, while perhaps leaving some 
participants in the economy with a smaller slice. 

We can now see why the debate over trade policy is often contentious. When- 
ever a policy creates winners and losers, the stage is set for a political battle. 
Nations sometimes fail to enjoy the gains from trade simply because the losers 
from free trade are better organized than the winners. The losers may turn their 
cohesiveness into political clout and lobby for trade resbictions, such as tariffs. 

The Effects of a Tariff 

The Isolandian economists next consider the effects of a tariff-a tax on 
imported goods. The economists quickly realize that a tariff on steel will have no 
effect if Isoland becomes a steel exporter. If no one in Isoland is interested in 
importing steel, a tax on steel imports is irrelevant. The tariff matters only if 
Isoland becomes a steel importer. Concentrating their attention on this case, the 
economists compare welfare with and without the tariff. 

Figure 4 shows the Isolandian market for steel. Under free trade, the domestic 
price equals the world price. A tariff raises the price of imported steel above the 
world price by the amount of the tariff. Domestic suppliers of steel, who com- 
pete with suppliers of imported steel, can now sell their steel for the world price 
plus the amount of the tariff. Thus, the price of steel-both imported and 
domestic-rises by the amount of the tariff and is, therefore, closer to the price 
that would prevail without trade. 

The change in price affects the behavior of domestic buyers and sellers. 
Because the tariff raises the price of steel, it reduces the domestic quantity 
demanded from QF to Q,D and raises the domestic quantity supplied from Qf to 
Q;. Thus, the tarifJ reduces the quantiiy of imports and moves t h  domestic market 
closer to its equilibrium without t r a h .  

Now consider the gains and losses from the tariff. Because the tariff raises the 
domestic price, domestic sellers are better off, and domestic buyers are worse 
off. In addition, the government raises revenue. To measure these gains and 
losses, we look at the changes in consumer surplus, producer surplus, and gov- 
ernment revenue. These changes are summarized in the table in Figure 4. 

Before the tariff, the domestic price equals the world price. Consumer sur- 
plus, the area between the demand curve and the world price, is area A + B + C 
+ D + E + F. Producer surplus, the area between the supply curve and the world 
price, is area G. Government revenue equals zero. Total surplus, the sum of con- 
sumer surplus, producer surplus, and government revenue, is area A + B + C + 
D + E + F + G .  

Once the govenunent imposes a tariff, the domestic price exceeds the world 
price by the amount of the tariff. Consumer surplus is now area A + B. Producer 
surplus is area C + G. Government revenue, which is the quantity of after-tariff 
imports times the size of the tariff, is the area E. Thus, total surplus with the tar- 
i f f i s a r e a A + B + C + E + G .  
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I 
A 

F I G U R E  A tariff reduces the quantity of imports and moves a market closer to tho 
equilibrium that would exist without trade. Total surplus falls by an 

I 
-The, Eff erts of a Tariff amount equal to area D + F. These two triangles represent the dead- 

weight loss from the tariff. 

Before Trade A b r  Thde Change 

Consumer Surplus A + B + C + D + E + F  A + B  d C + D + E + F )  

Producer Surplus G C + G  +C 

Gouernment Revenue None E +E 

Total Surplus A t  B + C + D + E + F + G  A + B + C + E + G  
+ 

I The area D + F shows the fall in total surplus and represents the deadweight loss of the tariff. I 

Price I 
of Steel 

Domestic 

~ P P ~ Y  

Price 
with tadff 
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without trade 

t Tarlff 

World 
wthoutlsdff , . I 

,,,.,mrts i \  price . I Domestic 
with tariff ; 

A i r : demand 

Imports 
without tariff 

10 aetermlne tne total weuare erreas or tne tanrr, we aaa tne cnange in con- 
sumer surplus (which is negative), the change in producer surplus (positive), 
and the change in government revenue (positive). We find that total surplus in 
the market demases by the area D + F. This fall in total surplus is called the 
deadweight loss of the tariff. 

A tariff causes a deadweight loss simply because a tariff is a type of tax. Like 
most taxes, it distorts incentives and pushes the alloation of scarce resources 
away from the optimum. In this case, we can idenbfy hyo effects. First, the tariff 
on steel raisa the price of steel that domestic producers can charge above the 
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I 
FYI 
Import Quotas: Another Way to Restrict Trade 

Beyond tariffs, emment s e ~  the l i c a  fee equal to  the difference between the 
ip another way that domestic price and d l ~  world price. In this case, all of the profit 

nations some- of license holders is paid to the government in license fees, and 
t i m a  restrict International trade is by putting limits on how the import quota works exactly like a tariff. Consumer surplus, 
much of a good can be imported. In this book, we will not ana- producer surplus, and government revenue are precisely the 
lyze such a policy, other than to point out the conclusion: Import same under the two policier 
quotas are much like tariffs. Both tariffs and import quotas In practice, however. couniries that restrict trade with import 
reduce the quanuty of imporb raise the domestic price of the quotas rarely do so by selling the import licenses. For example, 
good, decrease the welfare of domestic consumers, increase the the U.5 government has at times pressured Japan to "voluntar- 
welfare of domestic producers, and cause deadweight loss=. ily" limit the sale of Japanese cars in  the United Stater In this 

There is only one difference between these two types of case, the Japanese government allocates the imp& licenses to 
trade restriction: A tariff raises revenue for the government, Japanese firms, and the surplus from these licenses accrues to 
whereas an impon quota creates surplus for those who get the those firms This kind of import quota is, from the standpoint of 
licenses to import. The profit for the holder of an import license U.5 welfare, drictly worse than a U.5 tariff on imported cars. 
is the difference between the domestic price (at which he sell5 Bo~h a tariff and an import quota raise prices restrid trade, and 
the imported good) and the world price (at which he b y s  it). cause deadweight losses. but at least the tariff produces rwenue 

Tariffs and import quotas are even more similar if the gov- for the US. government rather than profit for foreign pducers. 
eminent charges a fee for the import licenses. Suppose the gov- 

world price and, as a result, encourages them to increase production of steel 
(from Qs to Q3. Second, the tariff raises the price that domestic steel buyers 
have to pay and, therefore, encourages them to reduce consumption of steel 
(from Qp to Q2D). Area D represents the deadweight loss from the overproduc- 
tion of steel, and area F represents the deadweight lms from the underconsump- 
tion. The total deadweight loss of the tariff is the sum of these two triangles. 

The Lessons for Trade Policy 
The team of Isolandian economists can now write to the new president 

Dear Madame President, 

You asked us w e  questions about opening up trade. After much hard 
work, we have the answers. 

Question; If the government allows Isolandians to import and export steel, 
what will happen to the price of steel and the quantity of steel sold in the 
domestic steel market? 
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Answer: Once trade is allowed, the Isolandian price of steel will be driven 
to equal the price prevailing around the world. 

Lf the world price is now higher than the lsolandian price, our price will 
rise. The higher price will reduce the amount of steel Isolandians consume 
and raise the amount of steel that Isolandians produce. Isoland will, therefore, 
become a steel exporter. This occurs because, in this case, Isoland has a corn- 
parative advantage in producing steel. 

Conversely, if the world price is now lower than the Isolandian price, 
our price will fall. The lower price will raise the amount of steel that Isolandi- 
ans consume and lower the amount of steel that Isolandians produce. Isoland 
will, therefore, become a steel importer. This occurs because, in this case, 
other countries have a comparative advantage in producing steel. 

Question: Who will gain from free trade in steel and who will lose, and will 
the gains exceed the losses? 

Answer: The answer depends on whether the price rises or falls when trade 
is allowed. If the price rises, producers of steel gain, and consumers of steel 
lose. If the price falls, consumers gain, and producers lose. In both cases, the 
gains are larger than the losses. Thus, free trade raises the total welfare of 
Isolandians. 

Question: Should a tariff be part of the new trade policy? 
Answer: A tariff moves the economy closer to the no-trade equilibrium and, 

like most taxes, has deadweight losses. Although a tariff improves the welfare 
of domestic producers and raises revenue for the government, these gains are 
more than offset by the losses suffered by consumers. The best policy, from the 
standpoint of economic efficiency, would be to alluw bade without a tariff. 

We hope you find these answers helpful as you decide on your new 
policy. 

Your faithful servants, 
Isolandian economics team 

Quick Quiz Draw a supply and demand curve for wool suits in the country of 
Autarka. When trade is allowed, the price of a suit falls from 3 to 2 ounces of gold. In 
your diagram, show the change in consumer surplus, the change in producer surplus, 
and the change in total surplus. How would a tariff on suit imports alter these effects? 

THE ARGUMENTS FOR RESTRICTING TRADE 
The letter from the economics team persuades the new president of Isoland to 
consider opening up trade in steel. She notes that the domestic price is now high 
compared to the world price. Free trade would, therefore, cause the price of steel 
to fall and hurt domestic steel prducers. Before implementing the new policy, 
she asks lsolandian steel companies to comment on the economists' advice. 
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- FYI 
I 

Other Benefits of Internatiao al Trade 
Our conclusions Increased competition: A company shielded fmm foreign 

PI ? ! !  so far have been competitors is more likely to have market power, which in 
based on the hlrn gives it the ability to raise prices above competitive lev- 

standard analysls of international trade As we have seen, there elr  This is a type of market failure. Opening up trade fosters 
are winners and losers when a nation opens ikielf up to trade, competition and gives the invisible hand a better chance to 
but the gains to the winners exceed the losses of the losers. Yet work its magic. 
the case for free trade can be made even stmnger. There are Enhanced flow of ideas: The transfer of technological 
several other economic benefits of trade beyond those empha- advances around the world is often thought to h linked to 
sized in the standard analysis. international trade in the goods that embody those 

Here. in a nutshell, are some of these other bend&: advances. The best way for a pmr agricultural nation tn 
learn about the computer revolution, for instance, is to buy Increased variety of goods: Goods produced in dierent 
some computers from abroad rather than trying to make 

countries are not exactly the same. German beer, for 
them domestically. 

instance, is not the same as American beer. Free trade gives 
consumers in all counmies grearw varieq from which to Thus, free international nade increases variety for consumers, 
choose. allows firms to take advantage of economies of scale, makes 
Lower costs through economies o f  scale: Some goods can markets more cornpetithre, and facilitates the spread of technol- 
be produced at low cost only if they are produ~ed in large q y .  If the lwlandian economists thought these effects were 
q u a n t i t i ~  phenomenon called economies of scale, A important, their advice to  their president would be even more 
firm in a m a l l  country cannot take full advantage of forceful. 
economies of scale if it can sell only in a small domestic 
market. Free trade gives firms access to larger world m a r k  
and allows them to realize economies of xale more fully, 

Not surprisingly, the steel companies are opposed to free bade in steel. They 
believe that the government should protect the domestic steel industry from for 
eign competition. Let's consider some of the arguments they might give to sup 
port their positian and how the economics team would respond. 

Berry's World 

I I I- J O ~ S  Argument 

"YCU LIKE PROTECTIONISM 

AS A 'WORKING MAN.' HOW 
ABOUT AS A CONSUMER?" 

W 3  

Opponents of free trade often argue that trade with other counbies destroys ;$ 
domestic jobs. In our example, free trade in steel would cause the price of steel 2 1 to fall, reducing the quantity of steel produced in lsoland and thus reducing 5 
employment in the Isolandian steel industry. Some Isolandian steelworkers $ k 

m + would lose their jobs. 
Yet free trade creates jobs at the same time that it destroys them. When Isolan- e 1 

dims buy steel h m  other countries, those counbies obtain the resources to buy u 
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I If you buy a new carnputsr and call the company for tech sup- 
port, you shouldn't be surprised if you e n d  up ~ l k i n g  to some- 
one in Bangalore, India. In  2004, the author of this textbook, 
while an adviser to President Bush, was asked abaut the move- 
ment af such jobs overseas. I replied that the trend was "proba- 
bly a plus for the economy in the long run." Most ecdnornists 
agreed, but some elected officials responded differently. 

'he k n o n l k -  -" 
By George 15 W/l 

It is difficult to say something perfectly, 
precisely fake But House Speabr Dm- 
nis Hastert did when participating in the 
bipartisan piling-on against the presi- 
dent's economic adviser, who impnr- 
dently sald wmethlng sensible. 

John Kerry and John Edwards, who 
are not speaking under oath and who 
know that economic illiterary has neva 
been a disqualifimtion for high office, 
have kd the mum again3 ttle chairman 
of the president's Council of Economic 
Advisers, H. Gregory Mankiw, who said 
the arguments for free trade apply to 
trade in sewices as well as rnanufac- 
tured gods. But  the prize for the pithi- 
est nonsense went to Hastert: econ- 
omy suffers when jobs disappear." 

50 I+W economy fiered when autw 
mobiles mused the dippealance of the 
j h  of most bladtsmiths buggy makers, 
operators of lwry stables etc.7 The 
economy did not seem to be suffering in 
1999, when 33 million jDbs were wiped 
out-by an economic dynamism that 
mated 35.7 million jabr How many of 
the 4,500 U.S. jobs that IBM is planning 
to create fhis year d l  be made possible 
by sendirg 3,000 jobs overseas? 

Hastert's ideal economy, where jobs 
do not disappear, existed almost every- 
where for almost everyone through d- 
mat all of human history In, say, 12th- 
century France, the ox behind which a 
man plowed a field changed. but other- 
wise the plowman was doing what gen- 
erations of his ancestors had done and 
what gen~ations of his descendam 
waa to do. Those were the g o d  old 
days, hefore ecomrmlc growth. . . . 

For the highly competent worlcforce 
of this wealthy nation. the loss of jobs 
is not a zero-sum game: It is a ~rading 
up in social rewards. When the presi- 
dential candidates were recently in 
%uth Carolina, histrionically lamenting 
the loss of textile jobs t h y  surely no- 
ticed the huge LMW presence. It is the 
'offshoring" of German jobs because 
Germany's irrational labor laws, among 
other things, give Ameria a compar- 
ative advantage. Such economic cal- 
culation explains the manufacture of 
Mercedw-Benzes in Alabama, Hondas 
in Ohio, Toyotas in California. 
b long as the American jobs going 

affshon were blue-collar jobs, the politi- 
cal issue did not attain the heat it has 
now that white-collar job losses frighten 
a more articulate, aswrtive social 
class. . . . 

Kerq says affshoring k done by 
"lenedict Arnold CEm* But if he wants 
to improve the health of U.S. airlines 
and the security d the jobs and pen- 
sions of most airllne employees, should 
he not applaud D e b  for w ing  $25 mil- 
lion s year by sending m e  reseruation 
services to lndia? 

Doe5 Keny really want to restrain the 
rise of health care costs? Dws he op- 
pose having X-rayr analyzed In lndia at 
a fraaion of the U.5, cost? 

In N~ernbw, Indiana Gov. Joseph 
Kernan canceled a $1 5 million contract 
with a firm in lndia to p ~ e s s  staw un- 
employment clairnr The momact was 
given to a U.S. firm that wlll charge $23 
million. Because of this 53 percent price 
inaeaw, there will be 8 million fewer 
state dollars fur schools, hmpitals, law 
enforcement, etc. And the benefit to In- 
diana is , . , what? 

When Kernan made this gesture he 
probably was wearing something that 
was wholly or partly imported and hat 
at one time, before offshoring, wwld 
have been entirely made here. Such po. 
rential embarrassm are amung the 
perils of making moral grandstanding 
into an economic policy. 

hut- The Washmgtwr Post Friday, February 20. 2004. Page AZ5. Copyiiht O 20a4. The Washington Po&t Writers Group. Reprintsd with 
permuralon 
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other goods from Isoland. Isolandian workers would move from the steel indus- 
try to those indusbies in which lsoland has a comparative advantage. Although 
the transition may impose hardship on some workers in the short run, it allows 
Isolandians as a whole to enjoy a higher standard of living. 

Opponents of bade are often skeptical that trade creates jobs. They might 
respond that meything can be produced more cheaply abroad. Under free trade, 
they might argue, Isolandians could not be profitably employed in any industry. 
As Chapter 3 explains, however, the gains from trade are based on comparative 
advantage, not absolute advantage. Even if one country is better than another 
country at producing everything, each country can still gain from trading with 
the other. Workers in each country will eventually find jobs in the industry in 
which that country has a comparative advantage. 

The National-Security Argument 

When an industry is threatened with competition from other countries, oppo- 
nents of free trade often argue that the industry is vital for national security. In 
our example, Isolandian steel companies might point out that steel is used to 
make guns and tanks. Free trade would allow Isoland to become dependent on 
foreign countries to supply steel. If a war later broke out and the foreign supply 
was interrupted, Isoland might be unable to produce enough steel and weapons 
to defend itself. 

Economists acknowledge that protecting key industries may be appropriate 
when there are legitimate concerns over national security. Yet they fear that this 
argument may be used too quickly by producers eager to gain at consumers' 
expense. 

One should be wary of the national-security argument when it is made by 
representatives of industry rather than the defense establishment. Companies 
have an incentive to exaggerate their role in national defense to obtain protec 
tion from foreign competition. A nation's generals may see things very differ- 
ently. Indeed, when the military is a consumer of an industry's output, it would 
benefit from imports. Cheaper steel in Isoland, for example, would allow the 
Isolandian military to accumulate a stockpile of weapons at lower cost. 

The Infant-Industry Argument 
New industries sometimes argue for temporary bade restrictions to help them 
get started. After a period of protection, the argument goes, these industries will 
mature and be able to compete with foreign firms. 

Similarly, older industries sometimes argue that they need temporary protec- 
tion to help them adjust to new conditions. For example, in 2002, President Bush 
imposed temporary tariffs on imported steel. He said, "I decided that imports 
were severely affecting our industry, an important industry." The tariff, which 
ended up lasting 20 months, would offer "temporary relief so that the industry 
could restructure itself." 

Economists are often skeptical about such claims. The primary reason is that 
the infant-industry argument is difficult to implement in practice. To apply pro- 
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tection successfully, the government would need to decide which industries will 
eventually be profitable and decide whether the benefits of establishing these 
industries exceed the costs to consumers of protection. Yet "picking winners" is 
extraordinarily difficult. It is made even more difficult by the political process, 
which often awards protection to those industries that are politically puwerful. 
And once a powerful industry is protected from foreign competition, the "tem- 
porary" policy is sometimes hard to remove. 

In addition, many economists are skeptical about the infant-industry argu- 
ment wen  in principle. Suppose, for instance, that the lsolandian steel industry 
is young and unable to compete profitably against foreign rivals, but there is 
reason to believe that the industry can be profitable in the long run. In this case, 
the owners of the firms should be willing to incur temporary losses to obtain the 
eventual profits. Protection is not necessary for an industry to grow. Firms in 
various i n d w t r i ~ u c h  as many Internet firms today-incur temporary losses 
in the hope of growing and becoming profitable in the future. And many of 
them succeed, even without protection from foreign competition. 

The Unfair-Competition Argument 

A common argument is that free trade is desirable only if all countries play by 
the same rules. If firms in different countries are subject to different laws and 
regulations, then it is unfair (the argument goes) to expect the firms to compete 
in the international marketplace. For instance, suppose that the government of 
Neighborland subsidizes its steel industry by giving steel companies large tax 
breaks. The Isolandian steel industry might argue that it should be protected 
from this foreign competition because Neighborland is not competing fairly. 

Would it, in fact, hurt Tsoland to buy steel from another country at a subsi- 
dized price? Certainly, Isolandian steel producers would suffer, but Isolandian 
steel consumers would benefit from the low price. The case for free trade is no 
different: The gains of the consumers from buying at the low price would exceed 
the losses of the producers. Neighborland's subsidy to its steel industry may be 
a bad policy, but it is the taxpayers of Neighborland who bear the burden. 
Isoland can benefit from the opportunity to buy steel at a subsidized price. 

The Protection-as-a-Bargaining-Chip Argument 

Another argument for trade restrictions concerns the strategy of bargaining. 
Many policymakers claim to support free trade but, at the same time, argue that 
trade restrictions can be useful when we bargain wit11 our trading partners. They 
claim that the threat of a trade restriction can help remove a trade restriction 
already imposed by a foreign government. For example, Isoland might threaten 
to impose a tariff on steel unless Neighborland removes its tariff on wheat. If 
Neighborland responds to this threat by removing its tariff, the result can be 
freer trade. 

The problem with this bargaining strategy is that the threat may not work. If 
it doesn't work, the country has a difficult choice. It can carry out its threat and 
implement the trade restriction, which would reduce its own economic welfare. 
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Or it can back down from its threat, which would cause it to lose prestige in 
international affairs. Faced with this choice, the country would probably wish 
that it had never made the threat in the first place. 

A country can take one of two approaches to achieving free trade. It can take a 
unitaterut approach and remove its trade restrictions on its own. This is the 
approach that Great Britain took in the 19th century and that Chile and South 
Korea have taken in recent years. Alternatively, a country can take a multiIatera1 
approach and reduce its trade restrictions while other countries do the same. In 
other words, it can bargain with its trading partners in an attempt to reduce 
trade restrictions around the world. 

One important example of the multilateral approach is the North American 
Free Trade Agreement (NAFTA), which in 1993 lowered trade barriers among 
the United States, Mexico, and Canada. Another is the General Agreement on 
Tariffs and Trade (GATT), which is a continuing series of negotiations among 
many of the world's countries with the goal of promoting free trade. The United 
States helped to found GATT after World War I1 in response to the high tariffs 
imposed during the Great Depression of the 1930s. Many economists believe 
that the high tariffs contributed to the worldwide economic hardship of that 
period. GATT has successfully reduced the average tariff among member coun- 
tries from about 40 percent after World War I1 to about 5 percent today. 

The rules established under GATT are now enforced by an international insti- 
tution called the World Trade Organization (WTO). The WTO was established in 
1995 and has its headquarters in Geneva, Switzerland. As of February 2005, 148 
countries have joined the organization, accounting for more than 97 percent of 
world trade. The functions of the WTO are to administer trade agreements, pro- 
vide a forum for negotiations, and handle disputes that arise among member 
countries. 

What are the pros and cons of the multilateral approach to free trade? One 
advantage is that the multilateral approach has the potential to result in freer 
trade than a unilateral approach because it can reduce trade restrictions abroad 
as well as at home. If international negotiations fail, however, the result could be 
more restricted trade than under a unilateral approach. 

In addition, the multilateral approach may have a political advantage. In 
most markets, producers are fewer and better organized than consumers-and 
thus wield greater political influence. Reducing the Isolandian tariff on steel, for 
example, may be politically difficult if considered by itself. The steel companies 
would oppose free trade, and the users of steel who would benefit are so 
numerous that organizing their support would be difficult. Yet suppose that 
Neighborland promises to reduce its tariff on wheat at the same time that 
Isoland reduces its tariff on steel. In this case, the Isolandian wheat farmers, 
who are also politically powerful, would back the agreement. Thus, the multi- 
lateral approach to free trade can sometimes win political support when a uni- 
lateral reduction cannot. 

A S E 
, STUDY 
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I T h e  increasing in teg ra t i on  of the world's economies ,  including 
the movement toward free world trade, is sometimes c a l l e d  
giobalizartion. The trend has some vocal opponents, but as t h i s  
article discusses, t h y  are n o t  always well informed. 

- .-- - -.A H - 4  
By Paul Krugm, 

There is an old European saying: anyone 
who is not a socialist befan he k 30 
has no heart, anyone who is still a so- 
cialist after he is 30 has no head. Suit- 
ably updated, this applies perfectly to 
the rnowrnent against globalimtion- 
the movement that made its big splash 
in Seattle b a d  in 1999 and ir doing its 
best to disrupt the Summit of the Ameri- 
cas in Quebec Crty this weekend. 

The facts of glebalizarion are nut al- 
ways pretty. If you buy a product made 
in a third-world country. i t  was producd 
by worhrs who are paid incredibly little 
by Western standards and pmbaMy 
work under awful conditions, Anyone 
who is not bothered by those faets, at 
least some of & time, has no heatt. 

But that doesn't mean the deman- 
strators are right. On the contrary: any- 
one who thinks that the answer to 

world poverty is simple outrage against 
global trade h a  no head-or c h m  
not to use it. The anti-globalization 
movement alnady has a remarkable 
tradt record of hurting she very people 
and causes it claims to champion.. . . 

Could anything be worse than hav- 
ing children work in swatshop? Alas, 
yes In 1993, child workers in Bangla- 
desh were found to be producing cloth- 
ing for Wal-Mart, and h a t a r  Tom 
Harkin proposed legislation banning im- 
p o ~  from countries employing under- 

age workers. The direct result was that 
Bangladeshi textile! factories stopped 
employing childrm. But did the children 
go back to school? Did they return to  
happy homes! Mot according to Oxfam, 
which found that the displaced child 
wmkers ended up in even worE jobs, or 
on the streek-and that a significant 
number were forced into pro5titution. 

The p i n t  is that third-world coun- 
tries aren't poor because their export 
workers earn law wages; it's the other 
way around. Because the couniries are 
pwr, even what look ta us like baed jobs 
a t  bad wage are almost always much 
better than the alternativrx millioions of 
Mexicans are migrating to the north of 
the country to  take the low-wage export 
jobs that outrage opponents of NAFTA. 
And those jobs wouldn't exist if the 
wages wew much higher: the same fac- 
t o r ~  that make poor countries poor- 
tow pmduEtivi~j, bad infrastnrcture, gen- 
eral social disorganization-mean that 
such counkies m compete on world 
markets only if they pay wages much 
lower than hose paid in the West. 

Of c w ~ ,  opponents of globalization 
have heard this argument and they have 
answer5 At  a conference last week, I 
b r d  paeans to tk superioriy uf ttadi- 
tional nrrai lifestyles over modern, urban 
l i f e a  daim that not only flies in he 
face of the clear f a d  hat many peasants 
fiee to  urban jobs as won as they can, 
bur that (it seems to rnd has a disagree- 
able dement of cultural condemnsion, 

especially given the overwhelming pre- 
ponderan@ of white faces in the crowds 
of demonstrators Would you want to 
live in a pre-industrial village?) I also 
heard claims that rural poverty in the 
third world is mainly the fauh of rnulti- 
national corporations-which is just 
plain wrong, but is a convenient belief if 
you want to think of globalization as an 
unmitigated evil. 

The most sophisticated answer was 
that the movement doesn't want to stop 
export?-it just wants better working 
conditions and higher wages. 

But it's not a serious pasition. Third- 
world countries desperately wed their 
export indusrries-they cannut reireat 
to  an imaginary rural Arcadia. They can't 
have those export industries unless they 
are allowed to sell goods producd 
under conditions that Westerners find 
appalling, by workrs who receive very 
low wager And that's a fact the anti- 
globalization activists refuse to  accept, 

So who are the bad guys? The ac- 
tivists are getting h e  images they 
wanted from Quebec Crty: leaders sitting 
inside their fortfied endosure, with 
thousands of polke proteaing them 
from the omaged masses outside. But 
images Ean deceive. Many of the peuple 
inside that chain-link fence are sincerely 
w i n g  to help the world's poor. And the 
people oubide the fence, whatever their 
intentions, are doing their best to make 
the poor wen poorer. 

Source: The New York Times, Aprll 22, 2W1, OF-ED WWpage 17. Copyright O 2001 by The New York Times Co. Reprinted by permlsslon. 
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Quick Quiz The textile industry af Autarka advocates a ban on the import of 
wool suits. Describe five arguments it5 lobbyists might make. Give a response to each 
of these arguments. 

CONCLUSION 
Economists and the general public often disagree about free trade. In May 2000, 
for example, the U.S. Congress debated whether to grant China "Permanent 
Normal Trade Relations," which would keep trade barriers low between the two 
countries. The public was split on the issue. In a Wall Street Journal poll, 48 per- 
cent agreed with the statement that "Foreign bade is bad for the U.S. economy, 
as cheap imports hurt wages and cost jobs." Only 34 percent agreed that "For- 
eign trade is good for the US, economy, resulting in economic growth and jobs 
for Americans." By contrast, economists overwhelmingly supported the pro- 
posal. They viewed free trade as a way of allocating production efficiently and 
raising living standards in both countries. In the end, Congress agreed with the 
economists, and the bill passed the House of Representatives by a vote of 237 to 
197. 

Economists view the United States as an ongoing experiment that confirms 
the virtues of free trade. Throughout its history, the United States has allowed 
unresbicted trade among the states, and the country as a whole has benefited 
from the specialization that trade allows. Florida grows oranges, Texas pumps 
oil, California makes wine, and so on. Americans would not enjoy the high stan- 
dard of living they do today if people could consume only those goods and ser- 
vices produced in their own states. The world could similarly benefit from free 
trade among countries. 

To better understand economists' view of trade, let's continue our parable. 
Suppose that the counby of Isoland ignores the advice of its economics team 
and decides not to allow free trade in steel. The country remains in the equilib- 
rium without intern tional trade. 

Then, one day, some Isolandian inventor discwers a new way to make steel 
at very low cost. The process is quite mysterious, however, and the inventor 
insists on keeping it a secret. What is odd is that the inventor doesn't need any 
workers or iron ore to make steel. The only input he requires is wheat. 

The inventor is hailed as a genius. Because steel is used in so many products, 
the invention lowers the cost of many goods and allows all Isolandians to enjoy 
a higher standard of living. Workers who had previously produced steel do suf- 
fer when their factories close, but eventually, they find work in other industries. 
Some become farmers and grow the wheat that the inventor turns into steel. 
Others enter new industries that emerge as a result of higher Isolandian living 
standards. Everyone understands that the displacement of these workers is an 
inevitable part of progress. 

After several years, a newspaper reporter decides to investigate this mysteri- 
ous new steel process. She sneaks into the inventor's factory and learns that the 
inventor is a fraud. The inventor has not been making steel at all. Instead, he has 
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been smuggling wheat abroad in exchange for steel from other countries. The 
only thing that the inventor had discovered was the gains from international 
trade. 

When the truth is revealed, the government shuts down the inventor's oper- 
ation. The price of steel rises, and workers return to jobs in steel factories. Liv- 
ing standards in Isoland fall back to their former levels. The inventor is jailed 
and held up to public ridicule. After all, he was no inventor. He was just an 
economist. 

SUMMARY 

The effects of free trade can be determined by 
comparing the domestic price withrrut trade to 
the world price. A low domestic price indicates 
that the country has a comparative advantage in 
producing the good and that the country will 
become an exporter. A high domestic price indi- 
cates that the rest of the world has a comparative 
advantage in producing the good and that the 
country will become an importer. 

When a country allows trade and becomes an 
exporter of a good, producers of the good are bet- 
ter off, and consumers of the good are worse off. 
When a country allows trade and becomes an 
importer of a g o d ,  consumers are better off, and 
prcducers are worse off. In both cases, the gains 
from trade exceed the losses. 

A tariff-a tax on import-moves a market 
clwer to the equilibrium that would exist without 
trade and, therefore, reduces the gains from 
trade. Although domestic producers are better off 
and the government raises revenue, the losses to 
consumers exceed these gains. 

There are various arguments for restricting trade: 
protecting jobs, defending national security, help- 
ing infant industries, preventing unfair competi- 
tion, and responding to foreign trade restrictions. 
Although some of these arguments have some 
merit in some cases, economists believe that free 
trade is usually the better policy, 

KEY CONCEPTS 

world price, p. 179 tariff, p. 184 
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1. What does the domestic price that prevails with- 
out international trade tell us about a nation's 
com para tive advantage? 

2. When does a country become an exporter of a 
good? An importer? 

3. Draw the supplyanddemand diagram for an 
importing country, What is consumer surplus 
and producer surplus before trade is allowed? 
What is consumer surplus and producer surplus 

with free trade? What is the change in total sur- 
plus? 

4. Describe what a tariff is and its economic effects. 

5. List five arguments often given to support trade 
restrictions. How do economists respond to these 
arguments? 

6. What is the difference between the unilateral and 
multilateral approaches to achieving free trade? 
Give an example of each. 

1. Mexico represents a small part of the world 
orange market. 
a. Draw a diagram depicting the equilibrium in 

the Mexican orange market without interna- 
tional trade. Identify the equilibrium price, 
equilibrium quantity, consumer surplus, and 
producer surplus. 

b. Suppose that the world orange price is below 
the Mexican price before trade and that the 
Mexican orange market is now opened to 
trade. Identify the new equilibrium price, 

quantity consumed, quantity produced 
domestically, and quantity imported. Also 
show the change in the surplus of domestic 
consumers and producers. Has total surplus 
increased or decreased? 

2. The world price of wine is below the price that 
would prevail in Canada in the absence of trade. 
a. Assuming that Canadian imports of wine are 

a small part of total world wine production, 
draw a graph for the Canadian market for 
wine under free trade. Identify consumer sur- 
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plus, producer surplus, and total surplus in 
an appropriate table. 

b. Now suppose that an unusual shift of the 
Gulf Stream leads to an unseasonably cold 
summer in Europe, destroying much of the 
grape harvest there. What effect does this 
shock have on the world price of wine? 
Using your graph and table from part (a), 
show the effect on consumer surplus, pro- 
ducer surplus, and total surplus in Canada. 
Who are the winners and losers? Is Canada 
as a whole better or worse off? 

3. Suppose that Congress imposes a tariff on 
imported autos to protect the U.S. auto industry 
from foreign competition. Assuming that the 
United States is a price taker in the world auto 
market, show on a diagram: the change in the 
quantity of imports, the loss to U.S. consumers, 
the gain to US, manufacturers, government rev- 
enue, and the deadweight loss asskated with 
the tariff. The loss to consumers can be decom- 
posed into three pieces: a transfer to domestic 
producers, a transfer to the government, and a 
deadweight loss. Use your diagram to identify 
these three pieces. 

4. When China's clothing industry expands, the 
increase in world supply lowers the world price 
of clothing. 
a. Draw an appropriate diagram to analyze 

how this change in price affects consumer 
surplus, producer surplus, and total surplus 
in a nation that imports clothing, such as the 
United States. 
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b. Now draw an appropriate diagram to show 
how this change in price affects consumer 
surplus, producer surplus, and total surplus 
in a nation that exports clothing, such as the 
Dominican Republic. 

c. Compare your answers to parts (a) and (b). 
What are the similarities and what are the 
differences? Which country should be con- 
cerned about the expansion of the Chinese 
textile industry? Which country should be 
applauding it? Explain. 

5. According to an article in The New York Times 
(Nov. 5, 199.31, "many Midwest wheat farmers 
oppose the [North American] free trade agree- 
ment [NAFTA] as much as many corn farmers 
support it." For simplicity, assume that the 
United States is a small country in the markets 
for both corn and wheat and that without the 
free trade agreement, the United States would 
not trade these commodities internationally. 
(Both of these assumptions are false, but they do 
not affect the qualitative responses to the follow- 
ing questions.) 
a. Based on this report, do you think the world 

wheat price is above or below the U.S. no- 
bade wheat price? Do you think the world 
corn price is above or below the U.S. no-bade 
corn price? Now analyze the welfare conse- 
quences of NAFTA in both markets. 

b. Considering both markets together, does 
NAPTA make US, farmers as a group better 
or worse off? Does it make U.S. consumers as 
a group better or worse off? Does it make the 
United States as a whole better or worse off? 
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6. Imagine that winemakers in the state of Wash- 
ington petitioned the state government to tax 
wines imported from California. They argue that 
this tax would both raise tax revenue for the 
state government and raise employment in the 
Washington State wine industry. Do you agree 
with these claims? Is it a good policy? 

7. Senator Ernest Hollings once wrote that "con- 
sumers do not benefit from lower-priced 
imports. Glance through some mail-order cata- 
logs and you'll see that consumers pay exactly 
the same price for clothing whether it is U.S.- 
made or imported." Comment. 

8. The nation of Textilia does not allow imports of 
clothing. In its equilibrium without trade, a 
T-shirt costs $20, and the equilibrium quantity is 
3 million T-shirts. One day, after reading Adam 
Smith's The Wealth of Nations while on vacation, 
the president decides to open the Textilian mar- 
ket to international trade. The market price of a 
T-shirt falls to the world price of $16. The num- 
ber of T-shirts consumed in Textilia rises to 
4 million, while the number of T-shirts produced 
declines to 1 million. 
a. Illustrate the situation just described in a 

graph. Your graph should show all the num- 
bers. 

b. Calculate the change in consumer surplus, 
producer surplus, and total surplus that 
results from opening up trade. (Hint: Recall 
that the area of a triangle is l/z X base X 
height.) 

9. Consider a country that imports a good from 
abroad. For each of following statements, say 
whether it is true or false. Explain your answer. 
a. "The greater the elasticity of demand, the 

greater the gains from trade." 
b. "If demand is inelastic, there are no gains 

from trade." 
c. "If demand is inelastic, consumers do not 

benefit from trade." 
10. Assume the United States is an importer of tele- 

visions and there are no trade restrictions. U.S. 
consumers buy 1 million televisions per year, of 
which 400,000 are produced domestically and 
600,000 are imported. 
a. Suppose that a technological advance among 

Japanese telwision manufacturers causes the 
world price of televisions to fall by $100. 
Draw a graph to show how this change 
affects the welfare of U.S. consumers and U.S. 
producers and haw it affects total surplus in 
the United States. 

b. After the fall in price, consumers buy 1.2 mil- 
lion televisions, of which 200,000 are pro- 
duced domestically and 1 million are 
imported. Calculate the change in consumer 
surplus, producer surplus, and total surplus 
from the price reduction. 

c. If the government responded by putting a $100 
tariff on imported televisions, what would this 
do? Calculate the revenue that would be raised 
and the deadweight loss. Would it be a good 
poliq from the standpoint of U.S. welfare? 
Who might support the policy? 

PI-inted by Udayan Roy 
Cow-ight 2007 Thomson South-Westem 



udayan. royeliu. edu 

d. Suppose that the fall in price is attributable 
not to technological advance but to a $100 
per television subsidy from the Japanese gov- 
enunent to Japanese industry. How would 
thu affect your analysis? 

TI. What bade disputes or bade agreements have 
been in the news lately? In these cases, who do 
you think are the winners and losers from frw 
trade? Which gwup has more political clout? 
Note: Places to look for this information include 
the websites of fhe World Trade Organization 
(http://www.wt~.or ' " : U S  International 
Trade Commission , ' ~ w w . i ~ r i t r . ~ d ,  and 
the International Trade A in the 
Department of Commerce ( 
- ---I. 
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12. Consider a small country that exports steel. Sup- 
pose that a "pra-trade" government deades to 
subsidize the export of steel by paying a certain 
amount for each ton sold abroad. How does tlus 
export subsidy affect the domestic price of sted, 
the quantity of steeI produced, the quantity of 
steel consumed, and the quantity d steel 
exprted? How does it affect consumer surplus, 
producer surplus, government revenue, and 
total surplus? Is it a good policy from the stand- 
point of economic efficiency.? (Hint The analysis 
of an export subsidy is similar to the analysis of 
a tariffriff) 

For further information on topics in this chapter, additional problems, 
examples, applications, online quines, and more, please visit our website at 
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