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International Trade and Finance

Instructor: Mark Tomass

Class Notes 1

Absolute Advantage versus Comparative Advantage

Since the inception of nation states in Europe during the 1500s and up to the 1750s, the prevailing thoughts regarding international trade were of the “Mercantilists.”  They believed that the world's economic wealth is fixed.  This meant to them that one nation's gain from trade came at the expense of its trading partners.  Furthermore, they believed that real wealth was embodied in gold.  As a result, in order to accumulate gold, they pursued policies that encouraged a maximum amount of exports and a minimum amount of imports.  In order for the country to sustain a higher level of exports than imports (trade surplus), its population had to consume less of its resources and convert them into goods for exports.  However, beginning from the 1750s many practical philosophers started to refute the ideas of the Mercantilists.  Among those were David Hume (1711-1776) and Adam Smith (1723-1790).  Below we shall discuss the latter's views regarding one particular aspect of international trade which is now known as the theory of Absolute Advantage.

Absolute Advantage

Adam Smith's celebrated book appeared in 1776 under the title: An Inquiry into the Nature and the Causes of the Wealth of Nations.  He showed in his book that international trade can increase the world's output and enable all trading partners to be simultaneously better off.  

How do all nations benefit from international trade?  Adam Smith argued that a country should specialize in producing the product for which it uses cheaper resources than its trading partners do.  In other words, it should specialize in producing the goods that it produces at a lower cost than its trading partners produce.  The cost of production, in turn, will be lower the more abundant the needed resources (inputs) are.

Example: In order to simplify our demonstration, we will make the following assumptions:

1. Australia and New Zealand are isolated from other countries in the world.

1. They produce only two goods: wheat and cotton.

2. No diminishing returns from substituting resources for the production of an alternative good (straight production possibility frontier).

3. Preferences for food and clothing are such that they imply equal consumption of bushels of wheat and bales of cotton. 

4. Each country has only 100 acres of land available for cultivation.

5. Land yields of wheat and cotton are given per acre in Table 1.

6. In the absence of trade, each country divides its land to obtain 150 bushels of wheat and 150 bales of cotton as shown in Table 2.

7. Zero transportation cost.

Table 1.
	
	New Zealand
	Australia

	Wheat
	6 bushels
	2 bushels

	Cotton
	2 bales
	6 bales


Table 2.
	
	New Zealand
	Australia

	Wheat
	25 acres x 6 bu/acre = 150 bu
	75 acres x 2 bu/acre = 150 bu

	Cotton
	75 acres x 2 bales/acre = 150 bales
	25 acres x 6 bales/acre = 150 bales



By looking at Table 1, we observe that New Zealand can produce three times the wheat that Australia can by using the same space.  We therefore conclude that New Zealand has absolute advantage in producing wheat.  We also observe that Australia can produce three times the cotton that New Zealand can in the same space.  We therefore conclude that Australia has an absolute advantage in producing of cotton.  


We can organize the information in a different way in order to utilize the concept of the production possibility frontier.  In Figure 1, we draw a separate graph for each country.  Before trade, each country is constrained by its own resources and productivity.  If Australia uses all its land to produce cotton, it will obtain 600 bales of cotton and no wheat.  If it uses all its land to produce wheat, it will obtain 200 bushels of wheat and no cotton.  The opposite is true for New Zealand.
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Gains from Specialization and Trade:  


If Australia specializes in producing 600 bales of cotton and New Zealand specializes in producing 600 bushels of wheat, an agreement between the two countries to trade 300 bushels of wheat for 300 bales of cotton will double wheat and cotton consumption in the two countries and enable both countries to consume beyond their production possibility frontiers as seen in Table 3 and figure 2.

Table 3.
	
	New Zealand
	Australia

	Wheat
	100 acres x 6 bu/acre = 600 bu
	0 acres = 0 bu

	Cotton
	0 acres = 0 bales
	100 acres x 6 bales/acre = 600 bales
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One may ask why a country should trade if it has an absolute advantage in all the goods.  In other words, suppose that New Zealand can produce more of cotton and of wheat than Australia by using the same space; what incentive does it have to trade with Australia?  In such case New Zealand has an absolute advantage in the production of cotton as well as wheat.  James Mill (1773-1836) was the first economist to attempt to answer such a question.  However, they were the writings of David Ricardo (1772-1823) that influenced later economists on this question and was called the theory of comparative advantage in international trade.  We therefore will present it below.

Comparative Advantage

David Ricardo's Principles of Political Economy and Taxation appeared in 1817, in which he shows that even if a country has an absolute advantage in both goods, it will benefit from partial specialization and trade.


In Table 4, we assume that New Zealand has an absolute advantage in wheat and cotton because it can produce six times as much wheat and twice as much cotton as Australia by using the same space.  In Table 5, we assume that New Zealand would split up its 100 acres evenly between the two crops and produce 300 bushels of wheat and 300 bales of cotton.  Australia, however, would split its 100 acres into 75 acres for wheat and 25 acres for cotton, thus produce 75 bushels of wheat and 75 bales cotton.

Table 4.
	
	New Zealand
	Australia

	Wheat
	6 bushels
	1 bushels

	Cotton
	6 bales
	3 bales


Table 5.
	
	New Zealand
	Australia

	Wheat
	50 acres x 6 bu/acre = 300 bu
	75 acres x 1 bu/acre = 75 bu

	Cotton
	50 acres x 6 bales/acre = 300 bales
	25 acres x 3 bales/acre = 75 bales


Gains from specialization and trade: 


To show how trade can be mutually beneficial, Table 6 divides this demonstration into three stages:


In stage 1, Australia transfers all its land into cotton production and produces 300 bales of cotton but no wheat at all.  New Zealand, however, cannot completely specialize because it cannot get enough cotton from Australia.  In stage 2, New Zealand transfers 25 acres of cotton into wheat.  It now produces 150 bales of cotton and 450 bushels of wheat.  In stage 3, they trade.  After negotiations, we assume that New Zealand ships 100 bushels of wheat to Australia in exchange for 200 bales of cotton.  After the trade, New Zealand has 350 bushels of wheat (50 bushels of net gain) and 350 bales of cotton (50 bales of net gain); Australia has 100 bushels of wheat (25 bushels of net gain) and 100 bales of cotton (25 bales of net gain).  Both countries are therefore better off, and both have moved beyond their own production possibilities frontiers.  

Table 6.
	
	New Zealand
	Australia

	Wheat
	50 acres x 6 bu/acre = 300 bu
	0 acres = 0bu

	Cotton
	50 acres x 6 bales/acre = 300 bales
	100 acres x 3 bales/acre = 300 bales


Stage 1.

	
	New Zealand
	Australia

	Wheat
	75 acres x 6 bu/acre = 450 bu
	0 acres = 0bu

	Cotton
	25 acres x 6 bales/acre = 150 bales
	100 acres x 3 bales/acre = 300 bales


Stage 2.

	
	New Zealand
	
	Australia

	Wheat
	350 bu
	100 bu (trade)

-->

(after trade)
	100 bu

	Cotton
	350 bales
	200 bales (trade)

<--

(after trade)
	100 bales


Stage 3.

Why do both countries gain from specialization and trade?


The real cost of producing cotton is the wheat that must be sacrificed in order to produce it.  For example, in Table 4, we observe that the opportunity cost of a bale of cotton in New Zealand is one bushel of wheat; in Australia a bale of cotton only costs one third of a bushel of wheat:

  In New Zealand: 1 cotton = 1 wheat

      ...In Australia:    1 cotton = 1/3 wheat

Thus, Australia has a comparative advantage in the production of cotton.


Conversely, New Zealand has a comparative advantage in wheat production because one unit of wheat in New Zealand costs one unit of cotton; in Australia, one unit of wheat costs three units of cotton:

In New Zealand: 1 wheat = 1 cotton

      In Australia:  1 wheat = 3 cotton


Comparative advantage, therefore, is determined by looking at the opportunity cost of producing a good within a country when compared to the other country.  As a result, we conclude that New Zealand would benefit from trade if it partially specializes in wheat where its absolute advantage is the greatest (or comparatively more efficient) and if Australia specializes in the good which its absolute disadvantage is the least (or comparatively less inefficient).  
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