Comparative Advantage Summary

From International Economics, Krugman and Obstfeld (pp. 12-26 in case packet)

Concept of Comparative Advantage

-International trade involves the idea of opportunity cost.  

-To illustrate, the book uses the example of producing roses vs. computers—opportunity cost of roses in terms of computers is # of computers that could have been produced with resources used to produce a given # of roses

-It makes sense for the US to import roses from South America in the winter b/c opportunity cost of roses in terms of computers is less than in US: 1) easier to grow roses in S. hemisphere during the winter 2) S. American workers are less efficient than US workers at making sophisticated goods like computers

-Mutually beneficial outcome:  lets US stop growing winter roses and devote freed up resources to producing computers.  Increases world output

Hypothetical Changes in Production

	
	Million Roses
	Thousand Computers

	US (comparative adv. In computers)
	-10
	+100

	South America (comparative adv. In roses)
	+10
	-30

	Total
	0
	+70


-Rose/computer trade example allows each country to specialize in producing good in which it has a comparative advantage (opportunity cost of producing that good is terms of other goods is lower in that country than it is in other countries)


-Trade will benefit both countries if each country exports good in which it has comparative advantage

Ricardian Model

-Authors use a Kreps-esque economic model of international trade to illustrate how these concepts play out in the market

1) Assume an economy (named Home) with one factor of production and 2 goods produced, wine and cheese

2) Unit labor requirement:  # of hours required to produce a pound of cheese (noted as aLC) or gallon of wine(noted as aLW) = 1 hour for pound of cheese, 2 hours for gallon of wine 

3) Total resources defined as L, the total labor supply 

Then…

Production Possibilities

-The production possibility frontier (PPF) reflects the trade-offs in production—to produce more of one good, the economy must sacrifice some production of another good (see pg. 14 for graph)

-When there’s one factor of production (labor, in this case), PPF is a straight line

-To derive this (note—for non-markets, I doubt the details of this are important, but here it is, FYI): Assume QW is economy’s production of wine and QC is production of cheese

aLCQC + aLWQW<=L
Labor used to produce Cheese + Labor used to produce Wine <= Total Labor Supply

-Opportunity cost of cheese in terms of wine=aLC/aLW  (One person hour for a pound of cheese/two person hours for a gallon of wine= ½) 

-Opportunity cost = absolute value of slope of PPF

Relative Prices and Supply

-Look at relative prices to determine mix of goods an economy will produce

-Individuals seek to maximize their earnings.  In our model, as labor is sole factor of production, supply is determined by movement of labor to whichever sector pays the higher wage

-Wages determined by price/productivity (PC/aLC for cheese)

-Economy will specialize 

-in cheese if PC/PW > aLC/aLW  (if relative price of cheese exceeds its opportunity cost)

-in wine if PC/PW < aLC/aLW (if relative price of cheese is less than its opportunity cost)
-in both if PC/PW  = aLC/aLW 
-In absence of international trade, relative prices of goods are equal to their relative unit labor requirements

Trade In a One Factor World

-Now let’s say there are 2 countries in our model:  Home and Foreign (whose production, labor force, etc. are denoted by asterisks)

-Assume that aLC/aLW < a*LC/a*LW or, equivalently that aLC/a*LC<aLW/a*LW (Ratio of labor required to produce a pound of cheese to that required to produce a gallon of wine is lower in Home than in Foreign, therefore, Home’s relative productivity in cheese is higher than it is in wine, therefore, Home has a comparative advantage in cheese)

-Understand idea of Comparative Vs. Absolute Advantage

-Absolute advantage:  when one country can produce a unit of a good with less labor than another country whereas Comparative advantage involves a relative scale and opportunity costs

-Without trade, relative prices of goods would be determined by relative unit labor requirements (i.e., aLC/aLW for cheese in Home)

-With trade, if relative price of cheese is higher in Foreign than Home, it will be profitable to ship cheese from Home to Foreign and ship wine from Foreign to Home

Determining the Relative Price after Trade

-Prices linked to relative supply (RS) and demand (RD) (# of pounds of cheese supplied or demanded divided by # of gallons of wine supplied or demanded) See graph on pg. 18
-Note strange step function-like shape of RS curve.  In our model, when relative price of cheese is 

· < aLC/aLW, no supply of cheese

· = aLC/aLW, Home earns exactly same amount by making either cheese or wine (so will supply any relative amount of the 2 goods, hence the flat section of supply curve)

· >aLC/aLW, Home specializes in production of cheese with relative supply = (L/aLC)/ (L*/a*LW)

· = a*LC/a*LW, Foreign is indifferent between producing cheese and wine, hence another flat section of supply curve, but at a higher price this time

· >a*LC/a*LW, both Home and Foreign will specialize in cheese production, therefore, no wine production, therefore, relative supply of cheese will become infinite

-Equilibrium relative price of cheese determined by intersection of RS and RD

-Depending on relative demand (and therefore intersection point and price), an economy will specialize in wine or cheese or produce both

-If an economy does specialize, it will do so in the good in which it has a comparative advantage

-Result of trade on prices: relative price of a traded good ends up somewhere between its pretrade levels in the 2 countries

Gains from Trade

-Trade is like an indirect method of production—Trade with Foreign allows Home to “produce” wine more efficiently by producing cheese and trading cheese for wine

-Trade expands consumption possibilities, enlarges the range of choices.  See graphs on pg. 20

-A numerical example of the international trade model is included on pages 21-22 if you’re interested

Relative Wages

-Relative wage=amount a country’s workers are paid per hour compared with the amount workers in another country are paid per hour (function of worker productivity and prices, more detail on page 22)

-Because the relative wage is between relative productivities, each country ends up with a cost advantage in one good (i.e., b/c Foreign has a lower wage rate, it has a cost advantage in wine even though it has lower productivity.  Home has a cost advantage in cheese, despite a higher wage rate, b/c the higher wage is more than offset by its higher productivity)

Misconceptions about Comparative Advantage

Myth 1) Free trade is beneficial only if your country is strong enough to stand up to foreign competition


-False b/c gains from trade depend on comparative vs. absolute advantage

Myth 2) Foreign competition is unfair and hurts other countries when it is based on low wages (pauper labor argument)


-False b/c for example, Foreign’s lower wage rate is irrelevant to question of whether Home gains from trade.  All that matters to Home is that it is cheaper in terms of its own labor for Home to produce cheese and trade it for wine than to produce wine for itself

Myth 3) Trade exploits a country and makes it worse off if its workers receive much lower wages than workers in other nations


-“If one is asking about the desirability of free trade, however, the point is not to ask whether low-wage workers deserve to be paid more but to ask whether they and their country are worse off exporting goods based on low wages than they would be if they refused to enter into such demeaning trade.  And in asking this question one must also ask, what is the alternative?”


-If a country refused to trade, real wages would be even lower (no trade, reduced demand, reduced prices, reduced wages which in our model are all closely linked)

Do Wages Reflect Productivity?

-yes, wages tend to rise in line with productivity

Changes in Wages and Productivity

	Country
	Productivity (% of US Level)
	1963-1996 Percent Increase

	
	1963
	1996
	In Productivity
	In Real Wages

	US
	100
	100
	49
	34

	West Germany
	58
	91
	133
	192

	Japan
	32
	76
	260
	220

	South Korea
	14
	50
	432
	Not Available


