Chapter 3: Interdependence and the Gains from Trade


A Parable for the Modern Economy 
How can trade make everyone better off? 

Comparative Advantage: the Driving Force of Specialization
Comparative advantage: the capacity of one economy to produce a good with comparatively fewer resources than another (ex. Having a lower opportunity cost).
The comparison among producers of a good according to their opportunity cost
· It created the rationale for bigger countries to trade with smaller countries
· Who can produce at a lower cost? 
Absolute advantage: the comparison among producers of a good according to their productivity. The producer that requires a smaller quantity of inputs to produce a good is said to have an absolute advantage in producing that good 

Opportunity Cost and Comparative Advantage 
Opportunity cost: whatever must be given up to obtain some item 

· The producer who gives up less of other goods to produce good X has a smaller opportunity cost of producing X and is said to have a comparative advantage in producing it 
· Although it is possible for a producer to have an absolute advantage in bith goods, it is impossible for one person to have a comparative advantage in both goods.
· Because the opportunity cost of one good is the inverse of the opportunity cost of the other. If a person's opportunity cost of one good is relatively high, his opportunity cost of the other good must be relatively low
· Unless two people have the same opportunity cost, one person will have a comparative advantage in one good, and the other will have a comparative advantage in the other good 

Comparative Advantage and Trade 
· The gains from specialization and trade are based not on absolute advantage but rather on comparative advantage 
· When each person specializes in producing the good for which they have a comparative advantage, total production in the economy rises, this increase in the size of the economic pie can be used to make everyone better off
	


The Price of Trade
For both parties to gain from trade, the price at which they trade must lie between the two opportunity costs 

Applications of Comparative Advantage 
The principle of comparative advantage explains interdependence and the gains from trade

Should Canada Trade With Other Countries?
Imports: goods and services produced abroad and sold domestically 
Exports: goods and services produced domestically and sold abroad 
· Trade allows all countries to achieve greater prosperity 
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· How can trade make everyone better off?

Auto sales in Canada (2013) domestic vs. Imports
Domestic- 45.5%
Europe- 9.5%
Asia- 45% 

Trade- our example
· Two countries: Canada and Japan 
· Tow goods: computers and wheat 
· One resource: labor, measured in hours
· We will look at how much both goods each country produces consues

Production possibilities In two countries
· Canada has 50,000 hours of labor available for production, per month 
· Producing one computer requires 100 hours of labor. Producing one ton of wheat -10 hours labor
· Japan has 30,000 hours of labour available for production per month 
· Producing one computer requires 125 hours of labout, wheat 25 hours 

Consumption with and without trade 

Trade allows you to go above the line in a PPF graph 
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