Notes #2

Trade

I. Trade Creates Value

A. Voluntary Exchange

1. When individuals engage in voluntary exchange, both parties are made better off. It’s a positive sum game. 
2. By channeling goods and resources to those who value them most, trade creates value and increases wealth created by the society’s resources.

3. Money is not wealth. For example, if I trade my Barry Bonds baseball card for my friend’s Sammy Sosa baseball card, then you can assume I valued the Sosa card more than the Bonds card and my friend valued the Bonds card more than the Sosa card. In other words, resources (the cards) went from those who valued them less to those who valued them more. So, the trade increased both of our wealth even though nothing tangible was produced or money transferred.

B. Transactions Costs

1. The time, effort, and other resources needed to search out, negotiate, and consummate an exchange.

a. Reduce our ability to produce gains from potential trades.

C. Middleman

1. A person who buys and sells, or who arranges trades.

a. Reduces transactions costs

b. The middleman is not useless or exploiting people. He makes the trades possible. Of course, he wants to be paid for his service. Wouldn’t you if you performed something of value for others?

c. Can you give examples of middlemen?

d. Internet has lowered transactions costs

II. Trade, Output, and Living Standards

A. Division of Labor (Adam Smith and the pin factory)
1. Breaks down the production of a commodity into a series of specific tasks, each performed by a different worker.

2. Increases output for three reasons:

a. Permits individuals to take advantage of their existing skills

b. Specialized workers become more skilled with time.

c. Permits adoption of mass-production technology.

B. Absolute Advantage: The ability to produce more units of a good or service using a given quantity of labor or resource inputs. Equivalently, it is the ability to produce the same quantity of a good or service using fewer units of labor or resource inputs. 

B. Law of Comparative Advantage
1. Total output is greatest when individuals specialize in production of goods that they produce at a low opportunity cost, and trade those goods for goods that they are a high opportunity cost producer.

a. Applies to individuals, firms, regions, and countries

III. Gains from Specialization and Trade

A. Law of comparative advantage
1. International trade leads to mutual gain because it allows each country to specialize more fully in the production of those things it does best.

2. Trade permits each country to use more of its resources to produce those goods that it can produce at a relatively low cost.

3. With trade, it will be possible for the trading partners to consume a bundle of goods that it would be impossible for them to produce domestically.

B. As long as relative production costs of the two goods differ between two countries, gains from trade will be possible.

C. In addition to the gains derived from specialization in areas of comparative advantage, international trade leads to gains from:
1. Economics of Scale: International trade allows both domestic producers and consumers to gain from reductions in per-unit costs that often accompany large-scale production, marketing, and distribution.

2. More competitive markets: International trade promotes competition in domestic markets and allows consumers to purchase a wide variety of goods at economical prices.

**NUMERICAL EXAMPLES (Musica/Sportica notes and in-class example)
IV. Exports-Imports Link

A. U.S. exports provide Americans with the foreign exchange required to purchase imports.

B. U.S. imports provide foreigners with the dollars required to buy things from Americans.

C. Therefore, restrictions on one limit the other!

*Remember that one country’s export is the other country’s import. 
V. Economics of Trade Restrictions

A. Trade restrictions promote inefficiency and reduce potential gains from exchange.
1. Tariffs (taxes) and quotas (quantity restrictions) reduce the foreign supply to the domestic market thereby causing the domestic price to rise. Thus, such restrictions are subsidies to producers (and workers) in protected industries at the expense of consumers and producers (and workers) in export industries.

2. Jobs protected by import restrictions are offset by jobs destroyed in export industries

3. Remember Hazlitt’s fallacy of only looking at one group, not all groups!

4. So, when you hear people say “We need to save American jobs” you need to realize they mean save particular jobs (which are easy to see or count) at the expense of other AMERICAN jobs (harder to see or count)!

VI. Why Do Nations Adopt Trade Restrictions?
A. National Defense Argument
B. Infant Industry Argument

C. Dumping: The sale of goods abroad at a price below their cost (and below their price in the domestic market of the exporting nation)

1. Dumping is illegal under U.S. law
2. When considering the merits of anti-dumping restrictions, it is important to remember that (a) firms with large inventories may find it in their interest to offer goods at prices below their cost of production, (b) domestic firms are permitted to engage in this practice, and (c) the lower prices associated with dumping benefit domestic purchasers.

D. Special Interest and Trade Restrictions

1. Trade restrictions provide highly visible, concentrated benefits for a small group of people, while imposing widely dispersed costs that are often difficult to identify by the general citizenry.

2. Politicians have a strong incentive to favor special interests issues, even if they conflict with economic efficiency.

3. Power of special-interest groups provides the primary source for trade restrictions.

E. Trade Barriers and Popular Trade Fallacies
1. Wages are relatively high in the United States because American workers are more productive (more capital) that those in other countries. They are not the result of trade restrictions. 
2. Trade restrictions do not “save” jobs; they merely reshuffle them. Restrictions will mean more Americans working in areas where we do not have a comparative advantage.

VII. Impact of Trade Openness—Empirical Evidence

A. Countries with fewer trade restrictions are generally more prosperous
VIII. The Changing Nature of Global Trade

A. The growth of the trade sector has been propelled by technological advancements, lower transport costs, and more liberal trade policies.

B. GATT and WTO

C. NAFTA

D. Why would Libertarian/Free-Trade people oppose the WTO or NAFTA which are set up to promote free trade?

IX. Other Benefits to Consider From International Trade

A. Leads to Peaceful Relations

B. Cultural Exchange
X. Best Way to Topple a Dictator, for example, Fidel Castro

A. Trade or Embargoes?
SUMMARIZE HAZLITT XI, XII (from the book Economics in One Lesson)
QUESTIONS TO CONSIDER:

1. Should Tiger Woods mow his own lawn?

2. Mike is the best goalie on the team. Should he then obviously play goalie?

3. We are all stranded on an island. John is the best fisherman and hunter. Should John do the fishing and the hunting? Create a numerical example to prove your point.
4. Jessica is a prominent attorney who happened to pay for law school by typing term papers for others (incidentally, Jessica can type very fast). Yet, Jessica decides to hire a secretary to type her documents and her secretary is not as fast of a typist as Jessica. So, is Jessica being rational and efficient in hiring a secretary rather than doing her own typing?

