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>>|nternational Trade

A ROSE BY ANY OTHER NATION

IVING YOUR BELOVED ROSES ON

Valentine’s Day is a well-

established tradition in Canada.
But in the past it was a very expensive ges-
ture: in the northern hemisphere, Val-
entine’s Day falls not in summer, when
roses are in bloom, but in the depths of
winter. Until recently, that meant that the
roses in the florist’s shop were grown at
heated

Nowadays, however, most of the

great cost in greenhouses.
Valentine’s Day roses sold in this l
country are flown in from South
America, mainly from Ecuador and
Colombia, where growing a rose in
February is no trouble at all.

Is it a good thing that we now
buy our winter roses from abroad?
The vast majority of economists
say yes: international trade, in
which countries specialize in pro-
ducing different goods and trade
those goods with each other, is a
source of mutual benefit to the
countries involved. In Chapter 2
we laid out the basic principle that
there are gains from trade; it's a
principle that applies to countries
as well as individuals.

But some politicians and sec-
tions of the public are not con-
vinced. For example, in 1988 there
was a great debate in Canada
about whether free trade, and the

particular Free Trade Agreement

(FTA) negotiated by the Progressive
Conservative government with the United
States, was a good idea. The federal election
that year became the battleground for the
debate, and in a memorable moment John
the Liberal
then-Prime Minister Brian Mulroney of

“sold out”

Turner, leader, accused

having the country. The
Conservatives won that election, and the
FTA was ratified.

What do these sweethearts and this rose farmer have in
common? They are enjoying the mutual benefits of inter-
national trade.

o
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What you will learn in
this chapter:

> How comparative advantage
leads to mutually beneficial
international trade

> The sources of international
comparative advantage

> Who gains and who loses from
international trade, and why the
gains exceed the losses

> How tariffs and import quotas
cause inefficiency and reduce
total surplus

> Why governments might rational-
ly choose trade protection for
some industries

> The relationship between free
trade and international trade
agreements and the role of the
World Trade Organization

17-1



500_12489_CH17 3

17-2

PART 1

/16/05

3:16 PM Page 17-2

Goods and services purchased from

other countries are imports; goods and

services sold to other countries are

—p—

WHAT IS ECONOMICS?

Since then, trade issues have hardly left
world headlines. There have been mass
demonstrations and protests against the
meetings of the World Trade Organization
(WTO) in Seattle (1999) and Canciun
(2003). Yet most economists insist that there
is nothing sinister about the WTO. It exists,
they say, solely to enforce the rules of inter-
national trade and to occasionally provide a
forum for further rounds of trade liberaliza-

tion. For an informed opinion on these issues,

we must study international trade and the
impact of trade agreements on the national
economy. These are the goals of this chapter.

We start from the beginning, with the
model of comparative advantage, which, as
we saw in Chapter 2, explains why there are
gains from international trade. We go on to
show how some individuals can be hurt by
international trade and the effects of trade

policies that countries use to limit imports

or promote exports.

Comparative Advantage And International Trade

Canada buys roses—and many other goods and services—from other countries. At the
same time, it sells many goods and services to other countries. Goods and services
purchased from abroad are imports; goods and services sold abroad are exports.
Trade is increasingly important for the Canadian economy. Over the last 40 years,
both imports and exports have grown faster than the Canadian economy. Panel (a)

exports. of Figure 17-1 shows how the values of imports and exports have grown from about
15% of gross domestic product in 1961 to more than 40% in 2004. As panel (b)
demonstrates, foreign trade is more important for Canada than it is for many other
countries. In fact, Canada is among the ten largest trading countries in the world,
with most of our trade being with the United States. The United States currently
Figure 17-1 The Growing Importance of International Trade
(a) Canada’s Exports and Imports as a (b) Exports and Imports, 2001
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Panel (a) illustrates the fact that over the past 40 years,

Canada has exported a steadily growing share of its output
(that is, its gross domestic product) to other countries and
imported a growing share of what it consumes from abroad.

important to

United Nations

o

Panel (b) demonstrates that international trade is even more

many other countries than it is to Canada.

Source: Statistics Canada, Cansim II, table 3800002 [for panel (a)] and

Human Development Report 2004 [for panel (b)].
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absorbs more than 80% of our exports. Indeed, the United States is now a larger mar-
ket for Canadian manufactured goods than Canada itself.

To understand why international trade occurs and why economists believe it is
beneficial to the economy, we will first review the concept of comparative advantage.

Production Possibilities and Comparative
Advantage, Revisited

To grow Valentine’s Day roses, any country must use resources—labour, energy, cap-
ital, and so on—that could have been used to produce other things. The potential pro-
duction of other goods a country must forgo to produce a rose is the opportunity cost
of that rose.

It’s a lot easier to grow Valentine's Day roses in Colombia, where the weather in
January and February is nearly ideal, than it is in Canada. Conversely, other goods are
not produced as easily in Colombia as in Canada. Not only is Canada resource-rich,
it also possesses a skilled labour force and excellent infrastructure that make it good
at producing industrial and agricultural machinery, small aircraft, motor vehicles,
and information technology equipment and services. Colombia doesn’t have this base
of skilled workers and technological know-how. So the opportunity cost of a
Valentine’s Day rose, in terms of other goods—say, a chainsaw winch (one of the best
is made by Lewis, Inc., based in British Columbia)—is much less in Colombia than it
is in Canada. (The Lewis winch fits any chainsaw, converting it into a motorized pul-
ley to load trucks or free equipment stuck in mud.)

And so we say that Colombia has a comparative advantage in producing roses.
Let’s repeat the definition of comparative advantage from Chapter 2: a country has a
comparative advantage in producing a good if the opportunity cost of producing the good
is lower for that country than for other countries.

Figure 17-2 provides a hypothetical numerical example of comparative advan-
tage in international trade. We assume that only two goods are produced and

Figure 17-2 Comparative Advantage and the Production Possibility Frontier

(a) Canadian Production Possibility Frontier (b) Colombian Production Possibility Frontier

Quantity of Quantity of
winches winches
2,000 Canadian production Colombian
qnd consumption production and
in autarky consumption
in autarky
1,000 1,000
Slope = -2
P 500 CCOL Slope =-0.5
PPFeuy PPFeo.
0 500 1,000 0 1,000 2,000

Quantity of roses (boxes) Quantity of roses (boxes)

The Canadian opportunity cost of a box of roses in terms of
a winch is 2: 2 winches must be forgone for every addition-
al box of roses produced. The Colombian opportunity cost
of a box of roses in terms of a winch is 0.5: only 0.5
winches must be forgone for every additional box of roses

o

produced. Therefore, Colombia has a comparative advantage
in roses and Canada has a comparative advantage in winch-
es. In autarky, Ccay is the Canadian production and con-
sumption bundle and C¢g, is the Colombian production and
consumption bundle.
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The Ricardian model of international
trade analyses international trade under
the assumption that opportunity costs
are constant.

Autarky is a situation in which a country
cannot trade with other countries.

consumed, roses and winches, and there are only two countries in the world,
Canada and Colombia. We also assume that roses are shipped in standard refrig-
erated boxes, each containing 100 roses. The figure shows hypothetical production
possibility frontiers for Canada and Colombia. As in Chapter 2, we simplify the
model by assuming that the production possibility frontiers are straight lines,
rather than the more realistic bowed-out shape shown in Figure 2-1. The straight-
line shape implies that the opportunity cost of a box of roses in terms of winches
in each country is constant—it does not depend on how many units of each good
the country produces. The analysis of international trade under the assumption
that opportunity costs are constant and therefore production possibility frontiers
are straight lines is known as the Ricardian model of international trade, named
after the English economist David Ricardo, who introduced this analysis in the
early nineteenth century.

Table 17-1 presents the same information that is shown in Figure 17-2. We assume
that Canada can produce 1,000 boxes of roses if it produces no winches or 2,000
winches if it produces no roses. The slope of the production possibility frontier in
panel (a) is —2,000/1,000, or —2: to produce an additional box of roses, Canada must
forgo the production of 2 winches.

JABLELZ-1

Production Possibilities

(a) Canada Production

One possibility Another possibility
Quantity of roses (boxes) 1,000 0
Quantity of winches 0 2,000
(b) Colombia Production

One possibility Another possibility
Quantity of roses (boxes) 2,000 0
Quantity of winches 0 1,000

Similarly, we assume that Colombia can produce 2,000 boxes of roses if it produces
no winches or 1,000 winches if it produces no roses. The slope of the production pos-
sibility frontier in panel (b) is —1,000/2,000, or —0.5: to produce an additional box
of roses, Colombia must forgo the production of half a winch.

Economists use the term autarky to describe a situation in which a country
cannot trade with other countries. We assume that in autarky Canada would
choose to produce and consume 500 boxes of roses and 1,000 winches. This
autarky production and consumption bundle is shown by point Ccan in panel
(a) of Figure 17-2. We also assume that in autarky Colombia would choose to
produce and consume 1,000 boxes of roses and 500 winches, shown by point
Ccor in panel (b). The outcome in autarky is summarized in ., where world pro-
duction and consumption is the sum of Canadian and Colombian production
and consumption.

If the countries trade with each other, they can do better than they can in
autarky. In this example, Colombia has a comparative advantage in the produc-
tion of roses. That is, the opportunity cost of roses is lower in Colombia than in
Canada: 0.5 winches per box of roses in Colombia, versus 2 winches per box of
roses in Canada. Conversely, Canada has a comparative advantage in the pro-
duction of winches: to produce an additional winch, Canada must forgo the pro-
duction of 0.5 boxes of roses, but producing an additional winch in Colombia
requires forgoing the production of 2 boxes of roses. International trade allows

o
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Production and Consumption Under Autarky
(a) Canada

Production Consumption
Quantity of roses (boxes) 500 500
Quantity of winches 1,000 1,000
(b) Colombia

Production Consumption
Quantity of roses (boxes) 1,000 1,000
Quantity of winches 500 500
(c) World (Canada and Colombia)

Production Consumption
Quantity of roses (boxes) 1,500 1,500
Quantity of winches 1,500 1,500

—p—

CHAPTER 17 INTERNATIONAL TRADE = 17-5

each country to specialize in producing the good in which it has a comparative
advantage: winches in Canada, roses in Colombia. And that leads to gains for

both when they trade.

The Gains from International Trade

Figure 17-3 illustrates how both countries gain from specialization and trade.
Again, panel (a) represents Canada and panel (b) represents Colombia. As a result
of international trade, Canada produces at point Qcan: 2,000 winches but no

Figure 17-3

(a) Canadian Production and Consumption

Quantity of
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Qi Canadian production
2,000 with trade
Canadian consumption
with trade
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The Gains from International Trade

(b) Colombian Production and Consumption

Quantity of
winches
Colombian
production and
consumption -
in autarky Colombian
consumption
with trade
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' Colombian
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10 CeoL : production
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Trade increases world production of both goods, allowing

both countries to consume more. Here, each country special-
izes its production as a result of trade: Canada produces at
Qcan and Colombia produces at Qco.. Total world production

1,500 boxes to 2,000 boxes. Canada can now consume
bundle C'can, and Colombia can now consume bundle
C'co.—consumption bundles that were unattainable with-
out trade.

of winches has risen from 1,500 to 2,000 and of roses from

o
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E PAUPER LABOR FALLACY

as follows: wages are so low in many developing

countries (“pauper labour”) that they can produce
almost everything more cheaply than we can. Free
trade with these countries would drive most Canadian
products off the market. Canadians would lose their
jobs, and the Canadian standard of living would fall.

Canadian wages are relatively high because labour
in Canada is relatively productive. It is this high
productivity that generates Canada’s high standard
of living. So, high wages don't necessarily mean
that Canadian products are uncompetitive relative

Why is this a misconception? First of all,

to products made in low-wage countries.

Bangladeshi shirts are cheaper solely because of
their lower wages. Should we prohibit imports of

Second, trade flows are determined by compara-
tive advantage, not by absolute advantage. Even if
Canada were more efficient in the production of
every good, we would still improve our standard of
living by trading with less productive nations. For
example, suppose it takes fewer hours of labour to

shirts from Bangladesh?

shirts. The price is lower; so consumers benefit, and

No. We benefit from importing Bangladeshi

this improves our standard of living. But more

important, the opportunity cost of shirts is lower in
Bangladesh than in Canada. As a result, importing
clothing from Bangladesh allows Canadian labour to
move from clothing production into higher produc-

tivi

advantage. This raises the average productivity of

ty sectors where Canada has a comparative

workers in Canada and further improves the
Canadian standard of living.

i produce a shirt in Canada than in Bangladesh, but
o
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TABLELZ-3

Production and Consumption After International Trade

(a) Canada

Production Consumption
Quantity of roses (boxes) 500 750
Quantity of winches 2,000 1,250
(b) Colombia

Production Consumption
Quantity of roses (boxes) 2,000 1,250
Quantity of winches 500 750
(c) World (Canada and Columbia)

Production Consumption
Quantity of roses (boxes) 2,000 2,000
Quantity of winches 2,000 2,000

roses. Colombia produces at Qcor: 2,000 boxes of roses but no
winches. The new production choices are given in the second col-
umn of Table 17-3.

By comparing Table 17-3 with Table 17-2, you can see that spe-
cialization increases total world production of both goods. In the
absence of specialization, total world production consists of 1,500
winches and 1,500 boxes of roses. After specialization, total world
production rises to 2,000 winches and 2,000 boxes of roses. These
goods can now be traded, with Canada consuming roses produced in
Colombia and Colombia consuming winches produced in Canada.
The result is that each country can consume more of both goods than
it did in autarky.

In addition to showing production under trade, Figure 17-3 shows
one of many possible pairs of consumption bundles for Canada and
Colombia, which is also given in Table 17-3. In this example, Canada
moves from its autarky consumption of 1,000 winches and 500
boxes of roses, shown by Ccan;, to consumption after trade of 1,250
winches and 750 boxes of roses, represented by C’'can. Colombia
moves from its autarky consumption of 500 winches and 1,000
boxes of roses, shown by Ccop, to consumption after trade of 750
winches and 1,250 boxes of roses, shown by C’cor.

What makes this possible is the fact that with international trade
countries are no longer required to consume the same bundle of
goods that they produce. Each country produces at one point (Qcan
for Canada, Qcor for Colombia) but consumes at a different point
(C'can for Canada, C'cop for Colombia). The difference reflects
imports and exports: the 750 boxes of roses Canada consumes are
imported from Colombia; the 750 winches Colombia consumes are
imported from Canada.

In this example we have simply assumed the post-trade consump-
tion bundles of the two countries. In fact, just as in the case of indi-
vidual consumption choices, the consumption choices of countries
reflect both the preferences of its residents and the relative prices in
international markets—the prices of one good in terms of another.
Although we have not explicitly given the price of winches in terms

o
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of roses, that price is implicit in our example: Colombia exports 750 boxes of roses
and receives 750 winches in return, so that each box of roses is traded for 1 winch.
This tells us that the price of a winch on world markets must be equal to the price of
a box of roses in our example. What determines the actual relative prices in interna-
tional trade? The answer is supply and demand—and we'll turn to supply and demand
in international trade in the next section.

We have also assumed that each country ends up completely specializing in the
production of its export good. In part, this is because we assumed a straight-line pro-
duction possibility frontier, which implies constant opportunity costs. We saw in
Chapter 2 that a bowed-out production possibility frontier implies that the opportu-
nity costs of producing a good increase as more of that good is produced. This usual-
ly prevents complete specialization, since as the export industry expands its opportu-
nity costs increase, and as the import-competing industry contracts its opportunity
costs decrease.

In our supply and demand analysis in the next section, we’ll consider incomplete
specialization by a country to be the norm. We should also emphasizethat although
countries often specialize incompletely, this fact does not change in any way the con-
clusion that there are gains from trade. However, first let’s look behind the produc-
tion possibility frontiers and ask what determines a country’s comparative advantage.

Sources of Comparative Advantage

International trade is driven by comparative advantage, but where does comparative
advantage come from? Economists who study international trade have found three
main sources of comparative advantage: international differences in climate, interna-
tional differences in factor endowments, and international differences in technology.

Differences in Climate A key reason the opportunity cost of producing a
Valentine’s Day rose in Colombia is less than in Canada is that nurseries in Colombia
can grow roses outdoors all year round but nurseries in Canada can’t. In general, dif-
ferences in climate are a significant source of international trade. Tropical countries
export tropical products like coffee, sugar, and bananas. Countries in the temperate

(FOR INQUIRING MINDS \
\_DOES TRADE HURT POOR COUNTRIES? )

It's a good bet that the clothes you are
wearing right now were produced in a
labour-abundant country such as
Bangladesh, Sri Lanka, or China. If so,

the workers who produced those clothes
were paid very low wages by Western stan-
dards: in 2002 (the most recent data avail-
able) workers in Sri Lankan factories were
paid an average of $0.33 an hour. Doesn't
this mean that Sri Lankan workers are get-
ting a bad deal?

The answer of most economists is that it
doesn’t. The wages paid to export workers
in poor countries should be compared not
to what workers get in rich countries but to
what they would get if those export jobs

weren’t available. The reason Sri Lankans
are willing to work for so little is that in an
underdeveloped economy, with lots of
labour but very little of other factors of
production like capital, the opportunities
available to workers are very limited. It's
almost certain that international trade
makes Sri Lanka and other low-wage coun-
tries less poor than they would be otherwise
and raises workers” wages relative to what
they would be without international trade.
Nonetheless, many people in advanced
countries—students in particular—are dis-
turbed by the thought that their consumer
goods are produced by such poorly paid
workers and want to see those workers

receive higher pay and better working
conditions.

The dilemma is whether it is possible to
insist on higher wages and better working
conditions without eliminating the job alto-
gether, thereby choking off the benefits of
international trade and making poor workers
even poorer. Some argue that we should
trust market forces to work things out in
the long run. But some problems do need to
be addressed through international agree-
ments. For example, countries are now
allowed to ban the import of goods pro-
duced by prison labour. Should similar
agreements be negotiated to ban the prod-
ucts of child labour?

o
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zones export crops like wheat and corn. Some trade is even driven by the difference
in seasons between the northern and southern hemispheres: winter deliveries of
Chilean grapes and New Zealand apples have become commonplace in North
American and European supermarkets.

Differences in Factor Endowments Canada is a major exporter of forest prod-
ucts—lumber and products derived from lumber, like pulp and paper—to the United
States. These exports don’t reflect the special skill of Canadian lumberjacks. Instead,
Canada has a comparative advantage in forest products because its forested area is
much greater compared to the size of its labour force than the ratio of forestland to
the labour force in the United States.

Forestland, like labour and capital, is a factor of production. Due to history and
geography, the mix of available factors of production differs among countries, pro-
viding an important source of comparative advantage. And while geography is rela-
tively immutable, history can be shaped. Capital can be accumulated through saving.
Human capital can be acquired by devoting resources to education. In this way, the
availability of factors of production can be influenced by policy, and comparative
advantage can be shaped through time by acquiring capital and know-how.

The relationship between factor availability and comparative advantage is found in
an influential model of international trade, the Heckscher-Ohlin model, developed by
two Swedish economists in the first half of the twentieth century. A key concept in
the model is factor intensity. Producers use different ratios of factors of production in
the production of different goods. For example, at any given wage rate and rental rate
of capital, oil refineries will use much more capital per worker than clothing facto-
ries. Economists use the term factor intensity to describe this difference among
goods: oil refining is capital-intensive, because it tends to use a high ratio of capital
to labour, but clothing manufacture is generally labour-intensive, because it tends to
use a high ratio of labour to capital.

According to the Heckscher—Ohlin model, a country will have a comparative
advantage in a good whose production is intensive in the factors that are abun-
dantly available in that country. So a country that has an abundance of capital will
have a comparative advantage in capital-intensive industries such as pharmaceu-
ticals, but a country that has an abundance of labour will have a comparative
advantage in labour-intensive industries such as clothing production. The basic

The factor intensity of production of a
good is a measure of which factor is
used in relatively greater quantities than
other factors in production.

According to the Heckscher—0hlin
model, a country has a comparative
advantage in a good whose production
is intensive in the factors that are abun-
dantly available in that country.

FOR INQUIRING MINDS \
INCREASING RETURNS AND INTERNATIONAL TRADE )

Most analysis of international trade focuses
on how differences between countries—
differences in climate, factor endowments,
and technology—create national compara-
tive advantage. However, economists have
also pointed out another reason for interna-
tional trade: the role of increasing returns.
Production of a good is characterized by
increasing returns if the productivity of
labour and other resources rises with the
quantity of output. For example, in an
industry characterized by increasing returns,
increasing output by 10% might require

only 8% more labour and 9% more raw
materials. Increasing returns (sometimes
also called economies of scale) can give rise
to monopoly, because they give large firms
an advantage over small firms.

But increasing returns can also give rise
to international trade. The logic runs as fol-
lows: if production of a good is character-
ized by increasing returns, it makes sense to
concentrate production in only a few loca-
tions, so as to achieve a high level of pro-
duction in each location. But that also
means that the good is produced in only a

few countries, which export that good to
other countries. A commonly cited example
is the North American auto industry:
although both Canada and the United States
produce automobiles and their components,
each particular model or component tends
to be produced in only one of the two
countries and exported to the other.
Increasing returns probably play a large role
in the trade in manufactured goods between
economically advanced countries, which is
about 25% of the total value of world trade.

o
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intuition behind this result is simple and based on opportunity cost. The oppor-
tunity cost of a given factor—the value that the factor would generate in alterna-
tive uses—is low for a country when it possesses an abundance of that factor. (For
example, in Canada, the opportunity cost of water for residences is low because
there is a plentiful supply for other uses, such as agriculture.) So the opportunity
cost of producing goods that are intensive in the use of an abundantly available
factor is also low.

The most dramatic example of the validity of the Heckscher-Ohlin model is world
trade in clothing. Clothing production is generally a labour-intensive activity: it does-
n’t need much physical capital, nor does it require a lot of human capital in the form
of highly educated workers. So you would expect labour-abundant countries such as
China and Bangladesh to have a comparative advantage in clothing production. And
they do.

Differences in Technology In the 1970s and 1980s, Japan became by far the
world’s largest exporter of automobiles, selling large numbers to North America
and the rest of the world. Japan’s comparative advantage in automobiles wasn’t
the result of climate. Nor can it easily be attributed to differences in factor endow-
ments: aside from a scarcity of land, Japan’s mix of available factors is quite sim-
ilar to that in other economically advanced countries. Instead, Japan's compara-
tive advantage in automobiles was based on the superior production techniques
developed by that country’s manufacturers, which allowed them to produce more
cars with a given amount of labour and capital than their North American or
European counterparts.

Japan's comparative advantage in automobiles was a case of comparative advan-
tage caused by differences in technology—the techniques used in production.

The causes of differences in technology are somewhat mysterious. Sometimes they
seem to be based on knowledge accumulated through experience—for example,
Switzerland’s comparative advantage in watches reflects a long tradition of watch-
making. Sometimes they are the result of a set of innovations that for some reason
occur in one country but not in others. Sometimes a technological advantage can be
acquired or supported by government funds for research. For instance, government
support for the nuclear and aerospace industries has helped Canada occupy a niche
in the world markets for those products. In another example, the semiconductor
industry in the United States was the recipient of large amounts of government
research funds that helped U.S. semiconductor manufacturers to dominate the world
market in that industry.

Technological advantage is also often transitory. North American auto manufac-
turers have now closed much of the gap in productivity with their Japanese competi-
tors; Europe’s aircraft industry has closed a similar gap with the U.S aircraft industry.
At any given point in time, however, differences in technology are a major source of
comparative advantage.

economics in action
The Comparative Advantage Of Canada

Canada is a country of superlatives: a country not only richly endowed with resources
such as lumber, metals, oil, and hydroelectricity, but also possessing a skilled labour
force, technological know-how, and excellent infrastructure. So with all these
absolute advantages, where does Canada’s comparative advantage lie? It lies in two
types of goods.

First, Canada’s comparative advantage lies in resource-intensive products: in
pulp and paper, lumber, wheat, fish and fish products, ores and concentrates,

o
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>>QUICK REVIEW

Imports and exports account for a
growing share of the Canadian
economy and of the economies of
many other countries.
International trade is driven by
comparative advantage. The
Ricardian model of international
trade shows that trade between two
countries makes both countries
better off than they would be in
autarky —that is, there are gains
from trade.

The main sources of comparative
advantage are international differ-
ences in climate, factor endow-
ments, and technology.

The Heckscher-Ohlin model shows
how comparative advantage can
arise from differences in factor
endowments: goods differ in their
factor intensity, and countries tend
to export goods that are intensive in
the factors they have in abundance.
Trade in manufactured goods
amongst developed countries is
best explained by increasing
returns in production.

The domestic demand curve shows
how the quantity of a good demanded
by domestic consumers depends on the
price of that good.
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precious metals, aluminium, oil, coal, and electricity. Second, Canada’s compar-
ative advantage lies in goods utilizing Canada’s technological know-how and
excellent infrastructure: motor vehicles and parts (General Motors Canada,
Chrysler Canada, and Ford Canada); small aircraft, engines, and locomotives
(Pratt and Whitney, Bombardier); telephone equipment (Nortel); personal com-
munication devices (Research in Motion, manufacturer of the BlackBerry
device); and computer software and support (IBM Canada). Most of these indus-
tries produce differentiated products with high volumes of imports as well as
exports. For example, Canada’s automobile industry specializes in certain lines
that it exports throughout North America, and it imports other lines from the
United States and Mexico.

The sorts of industries where Canada definitely does not have a comparative
advantage are those that are not favoured by our climate—such as citrus fruit, veg-
etables, and cotton—and those that intensively use less-skilled labour, such as most
of the garment and textile industry and consumer goods assembly.

In brief, Canada’s exports tend to be either resource-intensive or capital-
intensive—especially human-capital-intensive—whereas Canada’s imports tend to be
unskilled-labour-intensive. m
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>>CHECK YOUR UNDERSTANDING 17-1

1. In Canada, the opportunity cost of 1 ton of corn is 50 bicycles. In China, the opportunity
cost of 1 bicycle is 0.01 ton of corn.

a. Determine the pattern of comparative advantage.

b. In autarky, Canada can produce 200,000 bicycles if no corn is produced, and China can
produce 3,000 tons of corn if no bicycles are produced. Draw each country’s production
possibility frontier assuming constant opportunity cost, with tons of corn on the vertical
axis and bicycles on the horizontal axis.

c. With trade, each country specializes its production. Canada consumes 1,000 tons of corn
and 200,000 bicycles; China consumes 3,000 tons of corn and 100,000 bicycles. Indicate
the production and consumption points on your diagrams, and use them to explain the
gains from trade.

2. Explain the following patterns of trade using the Heckscher-Ohlin model:
a. France exports wine to Canada, and Canada exports paper to France.
b. Brazil exports shoes to Canada, and Canada exports shoe-making machinery to Brazil.
Solutions appear at back of book.

Supply, Demand, And International Trade

Simple models of comparative advantage are helpful for understanding the funda-
mental causes of international trade. However, to analyse the effects of internation-
al trade at a more detailed level and to understand trade policy, it helps to return to
the supply and demand model. We'll start by looking at the effects of imports on
domestic producers and consumers, then turn to the effect of exports.

The Effects of Imports

Figure 17-4 shows the Canadian market for roses, ignoring international trade for a
moment. It introduces a few new concepts: the domestic demand curve, the domestic
supply curve, and the domestic or autarky price.

The domestic demand curve shows how the quantity of a good demanded by res-
idents of a country depends on the price of that good. Why “domestic”? Because peo-
ple living in other countries may demand the good, too. Once we introduce interna-
tional trade, we need to distinguish between purchases of a good by domestic con-
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Figure 17-4

Consumer and Producer Price of
Surplus in Autarky roses
(per box)

Domestic

In the absence of trade, domestic price is Pa, supply

the price at which the domestic supply curve
and the domestic demand curve intersect. The

quantity produced and consumed domestically Consulmer
is Qa. Consumer surplus is represented by the S
blue-shaded area, and producer surplus is rep- L R R RS .

resented by the red-shaded area. Producer

surplus

Domestic
demand

Q, Quantity of roses (boxes)

sumers and purchases by foreign consumers. So the domestic demand curve reflects
only the demand of residents of our own country. Similarly, the domestic supply  The domestic supply curve shows how
curve shows how the quantity of a good supplied by producers inside a country  the quantity of a good supplied by
depends on the price of that good. Once we introduce international trade, we need domestic producers depends on the
to distinguish between the supply of domestic producers and foreign supply—supply ~ Price of that good.

brought in from abroad.

In autarky, with no international trade in roses, the equilibrium in this market
would be determined by the intersection of the domestic demand and domestic sup-
ply curves, point A. The equilibrium price of roses would be P4, and the equilibrium
quantity of roses produced and consumed would be Q4. As always, both consumers
and producers would gain from the existence of the domestic market. Consumer sur-
plus would be equal to the area of the upper shaded triangle in Figure 17-4. Producer
surplus would be equal to the area of the lower shaded triangle. And total surplus
would be equal to the sum of these two shaded triangles.

Now let’s imagine opening up this market to imports. To do this, we must make
some assumption about the supply of imports. The simplest assumption, which we
will adopt here, is that unlimited quantities of roses can be purchased from abroad at
a fixed price, known as the world price of roses. Figure 17-5 shows a situation in ~ The world price of a good is the price
which the world price of roses, Py, is lower than the price of roses that would pre- at which that good can be bought or
vail in the domestic market in autarky, P,. sold abroad.

Given that the world price of roses is below the domestic price of roses, it is prof-
itable for importers to buy roses abroad and resell them domestically. The imported
roses increase the supply of roses to the domestic market, driving down the domestic
market price. Roses will continue to be imported until the domestic price falls to a
level equal to the world price.

The result is shown in Figure 17-5. Because of imports, the domestic price of roses
falls from P, to Py,. The quantity of roses demanded by domestic consumers rises
from Q4 to Cr, and the quantity supplied by domestic producers falls from Q4 to Qr.

The difference between the domestic quantity demanded and the domestic quantity
supplied, Cr — Qr, is filled by imports.

Now let’s turn to the effects of imports on consumer surplus and producer sur-
plus. Because imports of roses lead to a fall in their domestic price, consumer surplus

o
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Figure 17-5
The Domestic Market with Imports

Here the world price of roses, Py, is below
the autarky price, P,. When the economy is
opened to international trade, imports enter
the domestic market, and the autarky price,
P,, falls to the world price, Py. As the price
falls, the domestic quantity demanded rises
from Q4 to Cr and domestic production falls
from Q4 to Qr. The difference between
domestic quantity demanded and domestic
quantity supplied at Py, the quantity

Cr — Qy, is filled by imports.

Price of
roses
(per box)

Domestic
supply

Autarky
price

Domestic
demand

Qr Q Cr Quantity of
/ . v J \ roses (boxes)
Domestic quantity Imports Domestic quantity

supplied with trade demanded with trade

rises and producer surplus falls. Figure 17-6 shows how this works. We label four
areas: W, X, Y, and Z. The autarky consumer surplus we identified in Figure 17-4 cor-
responds to W, and the autarky producer surplus corresponds to the sum of X and Y.
The fall in the domestic price to the world price leads to an increase in consumer sur-

Figure 17-6

The Effects of Imports on Surplus

Price of
(pgslgf)x) Changes in surplus
Domestic Gain Loss
supply
Consumer surplus X+7Z
Producer surplus -X
Change in
total surplus +Z
[l o c5000000000000000000)
P, NN D
Domestic
demand
Qr Q Cr Quantity
S ~ of roses
T (boxes)

When the domestic price falls to Py as a result of inter-
national trade, consumers gain additional surplus (areas
X+ Z) and producers lose surplus (area X). Because the

gains to consumers outweigh the losses to producers,
there is an increase in the total surplus in the economy
as a whole (area Z).
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plus; it increases by the areas X and Z, so that it now equals the sum of W, X, and Z.
At the same time, producers lose the area X in surplus, so that producer surplus now
equals only Y.

The table in Figure 17-6 summarizes the changes in consumer and producer sur-
plus when the rose market is opened to imports. Consumers gain surplus equal to the
area X + Z. Producers lose surplus equal to the area X. So the sum of producer and
consumer surplus—the total surplus generated in the rose market—increases by the
area Z. As a result of trade, consumers gain and producers lose, but the gain to con-
sumers exceeds the loss to producers.

This is an important result. We have just shown that opening up a market to
imports leads to a net gain in total surplus, which is what we should have
expected given the proposition that there are gains from international trade.
However, we have also learned that although the country as a whole gains,
some groups—in this case, domestic producers of roses—lose as a result of inter-
national trade. As we’ll see shortly, the fact that international trade typically
creates losers as well as winners is crucial for understanding the politics of
trade policy.

We turn next to the case in which a country exports a good.

The Effects of Exports

Figure 17-7 shows the effects on a country when it exports a good, in this case a uni-
versal chainsaw winch. For this example, we assume that unlimited quantities of
winches can be sold abroad at a given world price, Py, which is higher than the price
that would prevail in the domestic market in autarky, Pa.

The higher world price makes it profitable for exporters to buy winches domesti-
cally and sell them overseas. The purchases of domestic winches drives the domestic
price up until the domestic price is equal to the world price. As a result, the quantity
demanded by domestic consumers falls from Q4 to Cr, and the quantity supplied by
domestic producers rises from Q, to Qr. This difference between domestic produc-
tion and domestic consumption, Qr — Cr, is exported.

Figure 17-7

The Domestic Market with Exports Price of a
winch

Here the world price, Py, is greater than the
autarky price, P4. When the economy is
opened to international trade, some of the
domestic supply is now exported. The

Domestic

World price supply

domestic price, Py, rises to the world price, Pw
Py. As the price rises, the domestic quantity 1
demanded falls from Q4 to Cr and domestic Py

production rises from Q4 to Qr. The remain-
der of the domestic quantity supplied, Q7 —
(7, is exported.

Autarky price

Domestic
demand

— G =——Q—> O~ pypestic  Quantity of
| & »

Domestic .
quantity N quantity winches
demanded Exports supplied

with trade with trade
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Figure 17-8

Price of a
winch

The Effects of Exports on Surplus

Changes in surplus

Domestic Gain Loss
supply

Consumer surplus -X
.............................. Producer surplus X+Z
Change in
total surplus +Z
Domestic
demand
C; Q, Q; Quantity of
L > J winches
Exports
When the domestic price rises to Py as a result of trade, ducers outweigh the losses to consumers, there is an
producers gain additional surplus (areas X + Z) but con- increase in the total surplus in the economy as a whole
sumers lose surplus (area X). Because the gains to pro- (area Z).

Like imports, exports lead to an overall gain in total surplus for the exporting
country, but also create losers as well as winners. Figure 17-8 shows the effects of
winch exports on producer and consumer surplus. In the absence of trade, the price
of winches would be P4. Consumer surplus in the absence of trade is the sum of the
areas W and X, and producer surplus would be the area Y. As a result of trade, price
rises from P, to Py, consumer surplus falls to W, and producer surplus rises to
Y + X + Z. So producers gain X + Z, consumers lose X, and, as shown in the table
accompanying the figure, the economy as a whole gains total surplus in the amount
of Z.

We have learned, then, that imports of a particular good hurt domestic producers
of that good but help domestic consumers, whereas exports of a particular good hurt
domestic consumers but help domestic producers of that good. In each case, the gains
are larger than the losses.

International Trade and Factor Markets

So far we have focused on the effects of international trade on producers and con-
sumers in a particular industry. For many purposes this is a very helpful approach. But
to understand the long-run effects of international trade on income distribution, this
approach can be inadequate, because factors of production move between industries.
To see the problem, consider the position of Maria, a trained accountant who cur-
rently works for a Canadian company that grows flowers. If the economy is opened
up to imports of roses from South America, the domestic rose-growing industry will
contract, and it will hire fewer accountants. But accounting is a profession with
employment opportunities in many industries, and Maria might well find a better job
in the winch industry, which expands as a result of international trade. So it may not
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be appropriate to think of her as a producer of flowers who is hurt by competition
from imported roses. Rather, what matters to her is the effect of international trade
on the salaries of accountants, wherever they are employed. In other words, some-
times it is important to analyse the effect of trade on factor prices.

Earlier in this chapter we described the Heckscher-Ohlin model of trade, which
states that comparative advantage is determined by a country’s factor endowment.
This model also suggests how international trade affects factor prices in a country:
compared to autarky, international trade tends to raise the prices of factors that are
abundantly available and reduce the prices of factors that are scarce.

We won't work this out in detail, but the idea is intuitively simple. Think of a
country’s industries as consisting of two kinds: exporting industries, which produce Exporting industries produce goods and
goods and services that are sold abroad, and import-competing industries, which  services that are sold abroad.

produce goods and services that are also imported. Compared with autarky, interna- Import-competing industries produce
tional trade leads to higher production in exporting industries and lower production goods and services that are also
in import-competing industries. This indirectly increases the demand for the factors imported.

used by exporting industries and decreases the demand for factors used by import-
competing industries. In addition, the Heckscher-Ohlin model says that a country
tends to export goods that are intensive in its abundant factors and to import goods
that are intensive in its scarce factors. So international trade tends to increase the
demand for factors that are abundant in our country compared with other countries, and
to decrease the demand for factors that are scarce in our country compared with other
countries. As a result, the prices of abundant factors tend to rise, and the prices of scarce
factors tend to fall.

The Economics in Action on page ??? pointed out that Canadian exports tend to
be either resource-intensive or human-capital-intensive, and Canadian imports tend
to be unskilled-labour-intensive. This suggests that the effect of international trade
on Canadian factor markets is to raise the price of resources and the wage rate of
highly skilled workers, and to reduce the wage rate of unskilled workers.

This effect has been a source of some concern in recent years. Earnings inequality—
the gap between the earnings of high-paid and low-paid workers—has increased over
the last 25 years. Some economists believe that growing international trade is an
important factor in that trend. If international trade has the effects predicted by the
Heckscher-Ohlin model, it raises the earnings of highly skilled workers, who already
have relatively high earnings, and lowers the earnings of less skilled workers, who
already have relatively low earnings.

How important are these effects? In some historical episodes, the impacts of inter-
national trade on factor prices have been very large. As we explain in the Economics
in Action that follows, the opening of transatlantic trade in the late nineteenth cen-
tury had a large negative impact on land rents in Europe, hurting landowners but
helping workers and owners of capital.

But interpreting the recent shifts is more difficult. First, the effects in Canada have
been much smaller than those in the United States. Second, the large increase in
inequality in the United States has set off a heated debate as to the cause. Increased
international trade is one possible cause. However, technological change—such as the
introduction of computers—that makes skilled workers even more productive is
another. Meanwhile, dissenters point out that increases in inequality between obser-
vationally equivalent workers—that is, workers who have identical skills, education,
and work experience—accounts for much of the increase in total inequality.’ These
economists think that declining relative minimum wages, deregulation, the decline
of unions, and higher unemployment rates are also important in explaining recent
increases in inequality in the United States.

1Daron Acemoglu, “Technical Change, Inequality, and the Labor Market”, Journal of Economic
Literature 40, no. 1 (2002): 7-72.

o



500_12489_CH17

3/16/05

17-16

PART 1

>>QUICK REVIEW

The intersection of the domestic
demand curve and the domestic
supply curve determines the
autarky price of a good. When a
market is opened to international
trade, the domestic price is driven
to equal the world price.

If the world price is lower than the
autarky price, trade leads to
imports, and the domestic price
falls to the world price. There are
overall gains from trade because
the gain in consumer surplus
exceeds the loss in producer
surplus.

If the world price is higher than the
autarky price, trade leads to
exports, and the domestic price
rises to the world price. There are
overall gains from trade because
the gain in producer surplus
exceeds the loss in consumer
surplus.

Trade leads to an expansion of

exporting industries, which increas-
es demand for a country’s abundant

factors, and a contraction of

import-competing industries, which

decreases demand for its scarce
factors.
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An economy has free trade when the
government does not attempt either to
reduce or to increase the levels of

exports and imports that occur naturally

as a result of supply and demand.
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economics in action

Trade, Wages, and Land Prices in the Nineteenth Century

Beginning around 1870, there was an explosive growth of world trade in agricultural
products, based largely on the steam engine. Steam-powered ships could cross the
ocean much more quickly and reliably than sailing ships. Until about 1860,
steamships had higher costs than sailing ships, but after that rates dropped sharply.
At the same time, steam-powered rail transport made it possible to bring grain and
other bulk goods cheaply from the interior to ports. The result was that land-
abundant countries—Canada, the United States, Argentina, Australia—began shipping
large quantities of agricultural goods to the densely populated, land-scarce countries
of Europe.

This opening up of international trade led to higher prices of agricultural products,
such as wheat, in exporting countries and a decline in their prices in importing coun-
tries. Notably, the difference between wheat prices in North America and England
plunged.

The change in agricultural prices created both winners and losers on both sides of
the Atlantic as factor prices adjusted. In England, land prices fell by half compared
with average wages; landowners found their purchasing power sharply reduced, but
workers benefited from cheaper food. In the United States, the reverse happened: land
prices doubled compared with wages. Landowners did very well, but workers found
the purchasing power of their wages dented by rising food prices.

Did the grain trade cause land prices to rise in Canada too? No. In Canada land
prices were held in check by the availability of free homesteads (right up until 1914,
and then off-and-on till 1939) to anyone wanting to claim one, and farm it; where-
as, the free land had run out in the United States by 1890. This combination of free
land in Canada and rising land prices in the United States led to one of the few peri-
ods in history where there was large-scale immigration into Canada from the United
States. m
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>>CHECK YOUR UNDERSTANDING 17-2

1. Due to a strike by truckers, trade in food between Canada and Mexico is halted. In autarky,
the price of Mexican grapes is lower than that of Canadian grapes. Using a diagram of the
Canadian domestic demand curve and the Canadian domestic supply curve for Canadian
grapes, explain the effect of these events on the following:

a. Canadian grape consumers’ surplus
b. Canadian grape producers’ surplus
c. Canadian total surplus

2. What effect do you think these events have on Mexican grape producers? Mexican grape pick-
ers? Mexican grape consumers? Canadian grape pickers?
Solutions appear at back of book.

The Effects Of Trade Protection

Ever since David Ricardo laid out the principle of comparative advantage in the
early nineteenth century, most economists have advocated free trade. That is, they
have argued that government policy should not attempt either to reduce or to
increase the levels of exports and imports that occur naturally as a result of sup-
ply and demand. Despite the free-trade arguments of economists, however, many
governments use taxes and other restrictions to limit imports. Much less fre-
quently, governments offer subsidies to encourage exports. Policies that limit
imports, usually with the goal of protecting domestic producers in import-

o



500_12489_CH17 3/16/05 3:17 PM Page 17-17 $

CHAPTER 17 INTERNATIONAL TRADE 17-17

competing industries from foreign competition, are known as trade protection or
simply as protection.

Let’s look at the two most common protectionist policies, tariffs and import quo-
tas, then turn to the reasons governments pursue these policies.

Policies that limit imports are known as
trade protection or simply as protection.

The Effects of a Tariff

A tariff is a form of excise tax, one that is levied only on sales of imported goods. For
example, the Canadian government could declare that anyone bringing in roses from
Colombia must pay a tariff of $2 per rose, or $200 per box of 100 roses. In the dis-
tant past, tariffs were an important source of government revenue because they were
relatively easy to collect. But in the modern world, tariffs are usually intended to dis-
courage imports and protect import-competing domestic producers rather than as a
source of government revenue.

The effect of a tariff is to raise both the price received by domestic producers and
the price paid by domestic consumers. Suppose, for example, that our country
imports roses, and a box of 100 roses is available on the world market at $400. As we
saw earlier, under free trade the domestic price would also be $400. But if a tariff of
$200 per box is imposed, the domestic price will rise to $600, and it won’t be prof-
itable to import roses unless the price in the domestic market is high enough to com-
pensate importers for the cost of paying the tariff.

Figure 17-9 illustrates the effects of a tariff on rose imports. As before, we assume
that Py, is the world price of roses. Before the tariff is imposed, imports have driven
the domestic price down to Py, so that pre-tariff domestic production is Q4, pre-
tariff domestic consumption is Cy, and pre-tariff imports are C; — Q1.

Now suppose that the government imposes a tariff on each box of roses imported.
As a consequence, it is no longer profitable to import roses unless the domestic price
received by the importer is greater than or equal to the world price plus the tariff. So
the domestic price rises to Py, which is equal to the world price, Py, plus the tariff.

A tariff is a tax levied on imports.

Figure 17-9
The Effect of a Tariff Price of
roses
A tariff raises the domestic price of the good (per box)

Domestic

from Py, to P;. Domestic demand shrinks from
supply

C; to C, and domestic supply increases from Q,
to Q,. As a result, imports—which had been
C; — Q, before the tar1ff w'a\s.1mposed—shr1nk Price with
to C, — Q, after the tariff is imposed. tariff

\

Pr
Tariff '
Py |
- - Domestic
World price : : - demand
Q—— @ (,~——C, Quantity
Imports — of roses
after tariff J (boxes)

Y
Imports before tariff
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Domestic production rises to Q,, domestic consumption falls to C,, and imports fall
to C2 - Qz.

A tariff, then, raises domestic prices, and leads to increased domestic production
and reduced domestic consumption compared to the situation under free trade.
Figure 17-10 shows the effects on surplus. There are three effects. First, the higher
domestic price increases producer surplus, a gain equal to area A. Second, the higher
domestic price reduces consumer surplus, a reduction equal to the sum of areas A, B,
C, and D. Finally, the tariff yields revenue to the government. How much revenue?
The government collects the tariff—which, remember, is equal to the difference
between Pr and Py, on each of the (C, — Q) roses imported. So total revenue is
(Pr — Pyy) x (Cz — Q>). This is equal to area C.

The welfare effects of a tariff are summarized in the table in Figure 17-10.
Producers gain, consumers lose, the government gains. But consumer losses are
greater than the sum of producer and government gains, leading to a net reduction
in total surplus equal to areas B + D.

Recall that in Chapter 4 we analysed the effect of an excise tax—a tax on buyers or
sellers of a good. We saw that an excise tax creates inefficiency, or deadweight loss,
because it prevents mutually beneficial trades from occurring. The same is true of a
tariff, where its deadweight loss on society is equal to the loss in total surplus repre-
sented by areas B + D. Tariffs generate deadweight losses because they create ineffi-
ciencies in two ways. First, some mutually beneficial trades go unexploited: some con-
sumers who are willing to pay more than the world price, Py, do not purchase the
good, even though Pyy is the true cost of a unit of the good to the economy. The cost
of this inefficiency is represented in Figure 17-10 by area D. Second, the economy’s
resources are wasted on inefficient production: some producers whose cost exceeds
Py, produce the good, even though an additional unit of the good can be purchased
abroad for Py,. The cost of this inefficiency is represented in Figure 17-10 by area B.

A Tariff Reduces Total Surplus

Changes in surplus

Domestic Gain Loss
supply

Consumer surplus -(A+B+C+D)
Producer surplus A

Government revenue C

Change in -(B+D)

total surplus

Domestic
demand

01—> 02

G~—

Quantity of roses (boxes)

When the domestic price rises as a result of a tariff, pro-
ducers gain additional surplus (area A), the government
gains revenue (area (), and consumers lose surplus (areas

A+ B+ C+ D). Because the losses to consumers outweigh
the gains to producers and the government, the economy
as a whole loses surplus (areas B + D).
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The Effects of an Import Quota

An import quota, another form of trade protection, is a legal limit on the quantity =~ An import quota is a legal limit on the
of a good that can be imported. For example, a Canadian import quota on Colombian  quantity of a good that can be imported.
roses might limit the number imported each year to 50 million. Import quotas are
usually administered through licenses: a number of licenses are issued, each giving
the license-holder the right to import a limited quantity of the good each year.

We discussed quotas in Chapter 4, where we saw that a quota on sales has the
same effect as an excise tax, with one difference: the money that would otherwise
have accrued to the government as tax revenue under an excise tax becomes quota
rents to license-holders under a quota. Similarly, an import quota has the same effect
as a tariff, with one difference: the money that would otherwise have been govern-
ment revenue becomes quota rents to license-holders. Look again at Figure 17-10. An
import quota that limits imports to C, — Q2 will raise the domestic price of roses by
the same amount as the tariff we considered previously. That is, it will raise the
domestic price from Py, to Pr. However, area C will now represent quota rents rather
than government revenue.

Who receives import licenses and so collects the quota rents? In the case of

Canadian import protection, the answer may surprise you: the most important
import licenses—mainly for clothing, to a lesser extent for sugar—are granted to for-
eign governments.
Because the quota rents for most Canadian import quotas go to foreigners, the cost
to the nation of such quotas is larger than that of a comparable tariff (a tariff that
leads to the same level of imports). In Figure 17-10 the net loss to Canada from such
an import quota would be equal to B + C + D, the difference between consumer loss-
es and producer gains.

economics in action

Trade Protection in Canada

Canada was created as a nation by the British North America Act of 1867. At that
time, Canada’s western provinces were barely settled, most of the country’s trading
links were north-south, there was no transcontinental railway, and Canada’s fledg-
ling manufacturing faced stiff competition from the United States and Britain.

In an attempt to forge Canada’s small, diverse, and far-flung people into a nation,
the government of John A. Macdonald implemented a “National Policy” in 1879.
This policy had several pillars. It involved encouraging western settlement with home-
stead grants of free land. It involved building a transcontinental railway to transport
manufactured goods from the East, and to route food from the West. And, most sig-
nificant, it involved a system of high tariffs designed to protect and promote
Canadian manufacturing. The aim of the National Policy was to replace existing
north-south trading relationships with newly created east-west ones, to create a
national market, and achieve a truly east-west transcontinental union. The tariffs
were part of this nation-building enterprise.

Since then, Canada and her infant industries have grown up. In 1947, Canada Pri o )

X R X rime Minister John A. Macdonald, archi-
and 22 other countries signed the General Agreement on Tariffs and Trade (GATT)  tect of the “National Policy” in 1879.
with the aim of reducing trade barriers. Successive waves of negotiations resulted in
additional rounds of GATT, the most notable being the Uruguay Round, completed
in 1994. This round had success on four broad fronts. First, it succeeded in reduc-
ing world tariffs by about 40%. Second, while Canada and the European Union pre-
vented an agreement on liberalizing trade in agricultural goods, both were forced to
replace agricultural quotas with “tariff equivalents”. Those countries pushing for
free trade in agricultural goods hoped that pressure would build for reduction of the
high tariffs over subsequent decades. Third, quotas restricting trade in textiles and

Courtesy of the National Archives of Canada
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garments had to be phased out over a ten-year period ending January 1, 2005.

>>QUICK REVIEW

Most economists advocate free
trade, although many governments
engage in trade protection of
import-competing industries. The
two most common protectionist
policies are tariffs and import quo-
tas. In rare instances, governments
subsidize export industries.

A tariff is a tax on imports. It raises
the domestic price above the world
price, leading to a fall in trade and
total consumption and a rise in
domestic production. Domestic pro-
ducers and the government gain,
but consumer losses more than off-
set this gain, leading to deadweight
loss in total surplus.

An import quota is a legal quantity
limit on imports. Its effect is like
that of a tariff, except that rev-
enues—the quota rents—accrue to
the license-holder, not to the
government.

Fourth, and perhaps most significant, the Uruguay round eliminated the GATT
structure and replaced it with the World Trade Organization, which has a formal
dispute settlement mechanism whose rulings are binding on member governments.

Besides these multilateral agreements towards trade liberalization, Canada has also
negotiated separately with the United States. In 1989 Canada and the United States
signed a Free Trade Agreement (FTA), and in 1994 the North American Free Trade
Agreement (NAFTA) extended it to include Mexico. Currently, there are negotiations
to extend NAFTA from 3 members to 30 as it becomes a hemispheric Free Trade Area
of the Americas (FTAA).

Canada today generally follows a policy of free trade, at least in comparison with
other countries and in comparison with its own past. Most manufactured goods are
subject to either no tariff or a low tariff. However, Canada does still limit imports on
many agricultural goods, and protects its “cultural industries”. Canada has always
tried to protect its magazines, book publishers, film distributors, and other cultural
industries from U.S. competition, and has succeeded in exempting them from both
the FTA and NAFTA. m
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1. Suppose that the world price of butter is $0.50 per pound and the domestic price in autarky
is $1.00 per pound. Use a diagram similar to Figure 17-9 to show the following:
a. If there is free trade, domestic butter producers want the government to impose a tariff of
no less than $0.50 per pound.
b. What happens if a tariff greater than $0.50 per pound is imposed?

2. Suppose the government imposes an import quota rather than a tariff on butter. What quota
limit would generate the same quantity of imports as a tariff of $0.50 per pound?
Solutions appear at back of book.

The Political Economy Of Trade Protection

Up to this point we have focused on understanding the arguments in favour of free
trade. We have presented arguments that international trade produces mutual bene-
fits to the countries that engage in it. We have also argued that tariffs and import
quotas, although they produce winners as well as losers, reduce total surplus. Yet
many countries continue to impose tariffs and import quotas, and to enact other pro-
tectionist measures.

To understand why trade protection takes place, we will first look at some com-
mon justifications for protection. Then we will look at the politics of both trade pro-
tection and trade agreements, many of which are policed by international organiza-
tions such as the WTO.

Arguments for Trade Protection

Advocates of tariffs and import quotas offer a variety of arguments. We will deal with
a number of them here.

Protect Domestic Jobs It is often suggested that we need to protect our indus-
tries from low-wage and low-cost foreign competitors. We have already touched on
this when we discussed the pauper labour fallacy in the Pitfalls on page xxx. But
because the argument is so prevalent, it is worth considering Frederic Bastiat’s satire
of it.

Frederic Bastiat, a French economist and wit, published Economic Sophisms in 1845.
In it he imagines a petition from all the producers of artificial light—manufacturers of
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candles, lanterns, street lamps, waxes, oils, and resins—to their elected representatives.
They complain of unfair and ruinous foreign competition that produces at zero cost.
From the moment it appears, all consumption of their products ceases. This foreign
rival is none other than . . . the sun. So they request the passing of a law forbidding
windows, chinks, or fissures in all buildings. Surely, they argue, producers of artificial
light would gain from such a law. Then how could France lose?

Obviously, France would lose by denying a gratuitous gift of nature. But the peti-
tioners argue that other goods have been excluded because and in proportion as they
approximate gratuitous gifts. In particular, when coal, iron, wheat, and textiles come
from abroad, and can be acquired for less labour than if they were produced domes-
tically, the difference is no less a gratuitous gift. Yet, their importation is banned.
Therefore, let’s ban the sun!

Bastiat’s point was, if we are going to trade, we gain the most by trading with the
lowest-cost supplier. And why should everyone be denied the benefit of the sun to
protect the narrow interests of a few producers?

Keep the Money at Home A corollary of the argument that we should protect
domestic jobs is that we should spend on domestically produced goods (buy
Canadian) in order to keep the money (and the jobs) at home. Besides ignoring the
benefits of comparative advantage, this argument ignores the fact that foreign coun-
tries pay for Canadian goods using Canadian dollars. They get these dollars from us
when we buy imports from them. So, our imports from other countries facilitate their
purchase of our exports. In a global sense, if all countries restrict imports, they will
all find it difficult to export. Globally, without imports there can be no exports.
Let’s next turn our attention to arguments for trade protection that have some merit.

Adjustment Costs May Be Too High In demonstrating the mutual benefits of
free trade, we assumed full employment as each country moved resources out of the
import-competing industry and into the export industry. We acknowledged that jobs
will be lost in the import-competing sector, but argued that jobs will be created in the
export sector. On page xxx we mentioned that Maria, who is an accountant in the
Canadian rose-growing industry, may lose her current job but may well find a better
one in the winch-manufacturing industry. But what about Ted, who is a 50-year-old,
unskilled worker in the rose-growing industry? What will happen to him?

The expansion of the export sector and the contraction of the import-competing
sector may involve a redistribution of benefits not only among people but also
among regions of a country. Workers may need to relocate and retrain. Older work-
ers with low skills may suffer long-term unemployment and severe costs. How do
we know that the long-term gains more than offset the short-term pain? Certainly,
this is Frederic Bastiat’s assumption in his satire about banning sunshine. But how
do we know?

In reality, we don’t know. We believe that the gains are permanent and the pain is
temporary, which certainly lends a strong presumption that the benefits outweigh the
costs. But in a positive science like economics, we need more than presumption and
belief. We need to look at the evidence. Fortunately the tenth anniversary of the
Canada-U.S. Free Trade Agreement (FTA), which occurred in 1999, produced many
first-rate studies into its effects. One of the most thorough was by Daniel Trefler,
published in the American Economic Review.

Trefler found that in Canada’s import-competing industries where tariff cuts were
the deepest, employment fell by 12% and productivity rose by 15% as low-
productivity plants contracted. In the export industries that received the largest U.S.
tariff cuts, plant-level productivity soared 14%, but there were no employment gains.
On balance, the FTA was associated with “substantial employment losses”.
Nevertheless, he concludes that the FTA likely raised welfare as a whole through lower
import prices and increased productivity. His results highlight the conflict between
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those who bear the short-run adjustment costs—displaced workers and struggling
plants—and those who garner the long-run gains, that is, consumers and efficient
plants.?

Most economists would argue that unemployed workers are not an argument
against free trade as such, but rather highlight the need for assistance to those
harmed by free trade, in the form of retraining and/or relocation.

The Infant Industry Argument Historically, the United Kingdom was the first
country to industrialize. By the mid-nineteenth century, it had become the “work-
shop of the world”—meaning that it could produce almost every manufactured good,
from textiles to machinery, more cheaply than any other country. Current manufac-
turing powers (including the United States, Germany, and Japan) protected them-
selves from British competition, and nurtured their fledgling manufacturing indus-
tries behind high tariff walls, until they were able to compete.

Whenever an industry has large economies of scale, costs will fall as the industry
grows. In such industries, the first country in the field has a tremendous advantage.
Theoretically, a temporary trade restriction can help an infant industry withstand for-
eign competition. The hope is that it will mature into a strong industry with an
acquired, but real, comparative advantage. If such an industry were undercut and
driven out of business at the beginning of its life, that comparative advantage might
never develop.

The trouble is that some infant industries never grow up, but instead continue to
rely on tariff protection for their existence. Even worse, it is very hard to tell which
industries will be successful and which will not.

For example, the Japanese auto industry received extensive tariff protection in its
early years, and grew up to be a strong competitor on the world stage. But recently
Japanese subsidies to a number of high-tech industries such as semiconductors have
been less successful. In Canada, federal government subsidies to Atomic Energy of
Canada led to the development of the CANDU nuclear reactor. But sales of CANDU
reactors have been at extremely subsidized rates, and the program has not come close
to being a financial success. In Latin America in the 1950s, many countries imposed
tariffs and import quotas on manufactured goods in an effort to nurture domestic
industries. Most of the resulting industries remained inefficient, high-cost producers
dependent on subsidies and tariff protection.

So, while the infant industry argument is theoretically valid, in practice, picking
winners is very difficult.

Unfair Trade Practices It is accepted under international trade law (GATT) that
a country can protect its domestic industry against unfair foreign competition.
Suppose, for example, a foreign firm dumps its product—meaning that it sells below
costs of production—in an effort to drive domestic producers out of business, so as to
achieve and later exploit a monopoly position. In this case, the domestic government
can impose antidumping duties on the offending firm. Alternatively, suppose foreign
competitors are unfairly helped by subsidies from their governments. In this case
countervailing duties may be levied on foreign imports. Antidumping and counter-
vailing duties are often referred to as trade-remedy laws. However, all too often such
laws are misused to protect inefficient domestic industries.

Indeed, several features of the antidumping system that is now in place in many
countries make it highly protectionist. For example, antidumping law in the United
States presumes guilt once a charge is made, and gives foreign producers only a short
time to prove their innocence. Once implemented, U.S. antidumping duties often
persist long after foreign firms alter the prices that gave rise to them.

?Daniel Trefler, “The Long and Short of the Canada-U.S. Free Trade Agreement”, American Economic
Review (September 2004): 870-895.
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More fundamentally, the definition of dumping as “selling below costs of produc-
tion” is not sophisticated enough. For example, if the industry were in a recession,
the profit-maximizing price might be below average costs of production. Worse still,
many countries consider it “dumping” for a firm to charge a lower price in the for-
eign market than in its domestic market. This precludes setting a profit-maximizing
price in each market based on the varying elasticity of demand.

In the case of countervailing duties, it is easy to blame hidden subsidies for the
inability of inefficient domestic producers to compete with foreign competition. For
example, in the context of NAFTA, U.S. lumber producers allege that their Canadian
counterparts receive a hidden subsidy from the government in terms of low stumpage
fees. (These are the fees the government charges lumber companies for cutting trees
on crown land.) In the United States stumpage fees are set by open auction, which
results in higher fees. Canadian producers claim that higher U.S. stumpage fees
reflect better services provided by the government by way of infrastructure. In the
early 1990s two dispute-settlement panels found in favour of Canada, but mostly on
narrow technical grounds. In response, the U.S. changed its law to get around those
technical difficulties. In April 2004, another NAFTA dispute-settlement panel again
ruled in favour of Canadian softwood lumber producers. Initially the U.S.
International Trade Commission threatened to defy this ruling, but by September
2004 had decided to accept it.

Many worry that when one starts taking a microscope to every government tax and
every government subsidy, no matter how indirect, there is no end to it. It leads them
to worry about pressure for harmonization not just of taxes and subsidies but also of
social programs, employment standards, and environmental legislation. The fact that
numerous dispute-settlement panels have sided with Canada on the softwood lum-
ber dispute should serve to allay these concerns.

Objectives Other Than Maximizing National Income The argument for free
trade is that it maximizes national income. But this may not be a country’s only goal.
Economists cannot say that it is irrational for a society to sacrifice some income to
achieve other goals.

For example, national security may be compromised by free trade if overseas
sources of goods are vulnerable to disruption in times of international conflict; there-
fore a country might protect domestic suppliers of crucial goods with the aim of self-
sufficiency in those goods. However, European nations took precisely the opposite
approach. They reasoned that their security lay in integrating their economies so
closely that another war between them would be impossible.

Just as imports may be vulnerable to disruption in times of international conflict,
so might exports. Since September 11, 2001, Canadian exporters have had more dif-
ficulty moving their goods across the Canada/US border. This matters because of
Canada’s increasing dependence on US markets. With over 80% of Canada’s exports
going to the US, we are also vulnerable to US decisions to ban Canadian products out
of safety concerns. For example, the US decision to ban Canadian beef because of a
single case of BSE (or mad cow disease) severely damaged Alberta’s beef industry. And
some argue that this dependence may make Canada vulnerable to political pressure
from the US on other issues.

The goal of protecting cultural identity has led Canada to protect its magazines,
books, and film distributors. It has also led to strict national content guidelines in
broadcasting, in both TV and radio.

So, national security and cultural objectives may mitigate the adoption of free
trade policies.

Environmental Concerns Pollution could be worsened by free trade if production
is relocated from a country where environmental standards are high to one where
they are low. Many fear that such relocations could produce political pressures lead-
ing to a general erosion of environmental standards in a “race to the bottom”. Free
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traders counter by arguing that poor countries can’t afford to be as concerned about
the environment, and claim that trade leads to higher incomes, which in turn allows
better environmental standards. Militant free traders even go so far as to argue that
less developed countries have a comparative advantage in “dirty” industries, allowing
environmental standards to be raised in developed countries.

The problem of different environmental standards doesn’t arise within the
European Union, because that is more than a free-trade area—Europe is moving
towards a full economic (and perhaps political) union where all economic policies
are harmonized. And in working to unify social and environmental policy, the EEC’s
goal is to raise standards to meet the highest levels achieved by member nations.
Although particular interests may sometimes prevent this goal being met, at least we
can say that standards are not being lowered.

Things are different in free-trade areas. A fundamental principle of the General
Agreement on Tariffs and Trade (GATT) is that trade rules may not be used to force
one country’s domestic laws on another nation. This means that environmental goals
must be met through the negotiation of multilateral agreements.

In the context of NAFTA, a parallel environmental agreement established the
Commission for Environmental Cooperation (CEC) to address regional environ-
mental concerns, help prevent environmental conflicts, and promote the enforce-
ment of environmental law. One interesting feature is that it allows citizens to sub-
mit complaints to the CEC when a NAFTA member is failing to effectively enforce its
own environmental law. The CEC is currently investigating a citizen complaint that
the province of Quebec has failed to apply its own law limiting carbon monoxide
emissions from automobiles.

One of the CEC’s important achievements is the development of an analytical
framework for assessing the environmental effects of NAFTA. We eagerly await its
findings.

In evaluating environmental concerns, it has been necessary to discuss specific
international free-trade agreements, rather than free trade as an abstraction. This dis-
tinction needs drawing out.

The Difference Between Free Trade and Free Trade Agreements
Although free trade might in general be beneficial, any particular free-trade agree-
ment may contain clauses that are detrimental to the interests of a particular coun-
try, or potentially shift the balance of power between citizens of all countries and
corporations.

For example, many Canadians opposed the Canada-U.S. free-trade agreement on
the grounds that it failed to specifically exclude water resources or publicly-provided
Medicare. As a result, some commentators worry about Canada’s potential loss of
sovereignty over its water resources and the pressure towards privatization of
Medicare. Both issues hinge on the principle that no country is allowed to give “pref-
erential treatment” to its domestic industry. Thus, should the Province of Ontario,
for example, allow a Canadian firm to export water from the Great Lakes, it may not
be able to deny a U.S. firm the right to do the same thing. Similarly, should some
component of the Canadian medical system be contracted out to a private Canadian
firm, American firms could claim that any public provision of that aspect of Medicare
violated the FTA (and now NAFTA). While such consequences are entirely specula-
tive, Canadian governments have to be careful in deciding what they allow Canadian
firms to do in these sensitive areas.

Increasingly, trade agreements are not primarily about the trade of goods and serv-
ices but about the rights of multinational corporations and the protection of intel-
lectual property. These issues are quite distinct from the benefits of trade that were
our focus when studying comparative advantage. It is possible to be in favour of free
trade in goods and services but oppose the strengthening of corporate or intellectual
property rights.
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International Trade Agreements
and the World Trade Organization

Some trade agreements are between two or more countries; others are global, extend-
ing to most of the countries in the world. International trade agreements are treaties International trade agreements are

in which a country promises to engage in less trade protection against the exports of  treaties in which a country promises to
another country in return for a promise by the other country to do the same for its engage in less trade protection against

exports. Most world trade is now governed by such agreements. the exports of other countries in return
for a promise by other countries to do

The Canada-U.S. Free Trade Agreement The original Canadian objective he same for its own exports.
behind the free-trade initiative with the United States was to have guaranteed access

to the U.S. market. Canadian policy makers worried about the strong protectionist

tendencies that sometimes arise in the United States, partly because of the nature of

the U.S. political system, and partly because producers are generally a more cohesive

group than consumers and therefore have better lobbying success. Consequently, the

interests of consumers often end up being sacrificed.

Canada’s aim was to eliminate all the trade-remedy laws—which permit antidump-
ing and countervailing duties—in both countries, and replace them with a system of
rules that would be enforced through binding dispute settlement.

That aim was not achieved. There is a binding dispute-settlement mechanism con-
sisting of binational panels. But each country is free to establish any laws it wishes,
as long as those laws do not discriminate on the basis of nationality. This is known
as the principle of national treatment, and it is a fundamental principle guiding the
FTA and now NAFTA. Canada can have tough environmental laws and Mexico weak
ones, but each country must enforce its rules equally on all firms in its jurisdiction
regardless of nationality.

Ironically—given Canada’s concerns about loss of sovereignty—this retention of sov-
ereignty over trade-remedy laws has led to unfortunate consequences for the Canadian
softwood lumber industry. The U.S. has consistently alleged that unfair government
subsidies are given to this industry, and slapped countervailing duties on Canadian
exports. Twice in the 1990s the binational panel found in favour of Canada, saying
that the duties were not justified under U.S. law. However, the United States respond-
ed by modifying its trade-remedy law and reinstating its protectionist measures, neces-
sitating another lengthy appeal process to the dispute-settlement mechanism. Despite
such irritants as these, the dispute-settlement mechanism seems to have worked
reasonably well on the whole. Numerous disputes have arisen and been referred to
binational panels. Panel members have usually reacted as professionals rather than
partisan nationals, and most cases have been decided on their merit.

The World Trade Organization Besides being a member of NAFTA, Canada has
also taken part in global trade agreements, first through GATT and now through the
World Trade Organization (or WTO). The WTO provides the framework for the  The World Trade Organization oversees

massively complex negotiations involved in major international trade agreements international trade agreements and
(the full text of the last major agreement, approved in 1994, was 24,000 pages long).  rules on disputes between countries
The WTO also has its own trade dispute-settlement mechanism. over those arguments.

The WTO is sometimes, with great exaggeration, described as a world government.
In fact, it has no army, no police, and no direct enforcement power. The grain of
truth in that description is that when a country joins the WTO, it agrees to accept
the organization’s judgments—and these judgments apply not only to tariffs and
import quotas but also to domestic policies that, according to the organization, are,
in effect, trade protection under another name. So in joining the WTO, a country
does give up a bit of its sovereignty.

The third ministerial conference of the WTO, held in Seattle in 1999, became an
unexpected focus for citizens’ protests. Four main concerns were expressed: first, that
WTO rulings were systematically biased against the environment; second, that trade
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THE MULTILATERAL AGREEMENT ON INVESTMENT

\
J

In the 1990s, Canada joined other members
of the Organisation for Economic Co-
operation and Development (OECD) in nego-
tiations towards a Multilateral Agreement on
Investment (MAI). The aim of the agree-
ment was to reduce uncertainty about how
foreign-located assets would be treated by
foreign governments. The key idea was that
all participating governments undertook to
treat foreign-owned firms no differently
from domestically owned firms, and it
included a mechanism for settlements of
disputes.

Essentially, the MAI was like a “Charter of
Rights” for corporations. For example, the
MAI would have given multinational corpo-
rations the right to compete against (or
buy) domestic companies in all economic

sectors, including strategic industries such
as communications and defence; freedom
from “performance requirements” placed on
foreign investment; the right to convert
currency and move money across borders
without constraints; and the right to sue
governments for cash damages (paid from
public funds) for restitution if an investor
claimed its rights had been violated under
the agreement.

Many citizens groups around the world
worried that the MAI would shift the bal-
ance of power in favour of corporations and
against citizens and their elected govern-
ments. They worried that the MAI said
nothing about corporate responsibilities,
but instead seemed to eliminate them; and
they worried that developing countries

would be particularly at risk since foreign
investments could easily overwhelm their
infant industries. As a result, there was a
clamour of public protest.

In addition, some countries (including
Canada and France) pushed for some indus-
tries to be exempt. They wanted to be able
to discriminate against foreign-owned firms
in politically sensitive “cultural” industries
such as publishing and broadcasting.

By 1998 negotiations had stalled and
were subsequently abandoned. But the issue
may well resurface, perhaps next time under
the auspices of the WTO. After success in
liberalizing trade in goods and services,
attention seems to be swinging back
towards accomplishing the same thing for
foreign direct investment.

took precedence over human rights; third, that the WTO pushed a globalization agen-
da; and fourth and finally, that all this was achieved through secret meetings that
bypassed the democratic process.

Trade officials argue that reaching a trade agreement is difficult enough without
bringing other issues or non-governmental organizations to the negotiating table.
They argue that human rights and workers’ rights have to be taken to the
International Labour Organization and dealt with there. Finally, they argue that the
WTO is not intended as an environmental protection agency, although there is no
necessary conflict between environmental protection and trade liberalization.

We'll investigate claims that the WTO undermines environmental protection
laws in the next Economics in Action. First, let’s clarify what is meant by the term
“globalization”.

The Globalization Controversy

“Globalization” differs from “free trade” in at least three important respects. First,
globalization suggests the emergence of a single world economy and world culture.
Free trade has never implied such close cultural, political, and economic ties as are
now emerging.

Second, free trade is concerned with the free movement of goods and services,
whereas globalization also implies the free movement of capital. This movement of
capital reduces the sovereignty of all but the largest economies. For example, it lim-
its a country’s ability to redistribute income from capital to labour—if capital is taxed
too heavily, it can move to a more accommodating location.

Third, with globalization we recognize that multinational companies are now
bigger than many countries. Of the 150 largest economic entities in the world
(counting both countries and companies), 86 are multinational corporations.
America’s largest multinational, General Motors, has annual sales about the size of
the economy of Indonesia, which means it is bigger than Denmark, South Africa,
or Norway.
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Certainly, the sheer size of multinational corporations gives them enormous scope
for achieving production efficiencies. It also gives them enormous economic and
political influence. Some worry that their tremendous lobbying powers can subvert
even our own democratic processes.

For example, in the late 1990s scientists working for Health Canada decided
that a new growth hormone for dairy cattle was unsafe. (The hormone is called
recombinant bovine somatotrophin, or rBST.) A lot of profit was at stake, and the
scientists were pressured to change their report. After a Senate inquiry, a Labour
Board hearing, and a federal court case, the scientists were vindicated. But the
point is that the corporation in question had so much profit at stake, and the
pressure it exerted was so great, that government officials caved in, although the
scientists did not.

Less developed countries often court multinational corporations. They want the
jobs, the training, and the transfer of technology that such investment seems to
promise. Critics claim that ultimately many end up with foreign managers parachut-
ed in, very little training of indigenous workers, very little technology transfer, and a
stifling of indigenous/domestic industry. Domestic resources are exhausted, and
most of the money flows out of the country.

Champions of globalization point to countries that have successfully industrialized
by embracing the global economy—countries such as Taiwan, Singapore, South Korea,
Indonesia, Malaysia, and even the Philippines. Certainly, globalization is bringing
with it the relative decline of the economic power of the Western hemisphere. For
example, in 1928, 84% of world’s manufactured output came from the West; today
this has fallen to less than 50%.

economics in action

Are WTO Rulings Biased against the Environment?

WTO trading rules do not prohibit international environmental agreements—even
when they interfere with trade. There are many examples of environmental agree-
ments that allow for a ban on trade on certain products, or allow countries to restrict
trade in certain circumstances. Two examples are the Montreal Protocol for
Protection of the Ozone Layer, and the CITES Convention on International Trade on
Endangered Species.

However, several decisions of the WTQO’s dispute-settlement mechanism have rein-
forced the public perception that it is biased against the environment. For example,
in 1991 it overturned a U.S. ban on imported Mexican tuna that had been caught
with nets that endangered the safety of dolphins (the Tuna/Dolphin Case). In 1996
it ruled that the U.S. Clean Air Act did not allow the United States to ban imports of
gasoline from Venezuela and Brazil that contained an impurity (olephin) that caused
pollution (the Reformulated Gasoline Case). In 1998, it ruled against the European
Economic Community’s ban on the importation of meat and meat products that had
been treated with growth hormones (the Beef Hormone Case). And finally, in 1998
it ruled against a U.S. ban on imported shrimp and shrimp products from southeast
Asia (India, Malaysia, Pakistan, and Thailand), even though their fishing methods led
to the drowning of species of turtles protected under the CITES convention (the
Shrimp/Turtle Case).

Superficially, all these cases seem to confirm the view that the WTO is anti-
environment. But looking deeper, we find there is a flip side containing some good
news for the environment. Let’s first compare the Tuna/Dolphin Case with the
Shrimp/Turtle Case.

In the Tuna/Dolphin Case (1991) the affected species, dolphin, was not on an
endangered species list. Therefore, following the principle that no country can use
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The major justifications for trade
protection are preservation of
domestic jobs, fear of high adjust-
ment costs to free trade, protection
of infant industries, protection
against unfair foreign competition,
and pursuance of non-economic
goals like domestic security.
Despite the deadweight losses,
import protections are often
imposed because groups represent-
ing import-competing industries are
smaller and more cohesive, and
therefore more influential, than
groups of consumers.

To further trade liberalization, coun-
tries engage in international trade
agreements. Some agreements are
for only a small number of coun-
tries, such as the North American
Free Trade Agreement. The World
Trade Organization (WTO) is a
multinational organization that
seeks to negotiate global trade
agreements as well as adjudicate
trade disputes between members.
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trading rules to impose its domestic policies on another country, the WTO overturned
the U.S. ban on Mexican tuna. It ruled that labelling U.S. tuna as “dolphin-safe” was
sufficient to give consumers the choice as to which tuna to buy.

On the other hand, in the Shrimp/Turtle Case (1998) the adversely affected
species (turtles) was covered by the CITES convention on endangered species. This did
give the United States the right to ban imports of products that put turtles at danger.
However, the U.S. ban discriminated among WTO members. It banned the products
of southeast Asia but gave extra funding and extra time to countries in the Caribbean
to adjust to using turtle-excluding devices (TEDs). Discrimination is not permitted
under WTO rules, and so the U.S. ban was overturned.

With regard to the Reformulated Gasoline Case (1998), the WTO ruling insist-
ed that the United States did have the right to set standards for clean air within its
borders. But it overturned the U.S. ban on imported “dirty” gasoline because the
United States applied stricter rules on the chemical characteristics of imported
gasoline than it did on those of domestically refined gasoline, and was therefore
discriminatory.

Finally, in the Beef Hormone Case (1998), the WTO ruling insisted that mem-
ber states do have the right to establish higher levels of health protection than the pre-
vailing international standards—as long as there is established scientific evidence
linking the product to health problems. It overturned the European ban on
hormone-treated beef for lack of evidence. This raises the question as to whether
the WTQO'’s standard of scientific proof is unrealistically high. However, in 2001
it upheld a European ban on asbestos products for health safety reasons, against
the wishes of Canada, indicating that its standards of proof can at least some-
times be met.

The good news is that evolving jurisprudence of the WTO panels indicates that it
is acceptable under WTO rules to employ trade measures for health or environmen-
tal reasons providing these measure are, first, necessary to achieve their objective
(and this must be backed up with scientifically sound evidence); and, second, not dis-
criminatory or a disguised restriction on trade. m
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>>CHECK YOUR UNDERSTANDING 17-4

1. In 2002 Canadian steel producers were adversely affected when the United States imposed
tariffs on steel imports. These imports are an input in a large number and variety of U.S.
industries. Explain why political lobbying to eliminate these tariffs is more likely to be
effective than political lobbying to eliminate tariffs on consumer goods such as sugar or
clothing.

2. Over the years, the WTO has increasingly found itself adjudicating trade disputes that involve
not just tariffs or quota restrictions but also restrictions based on quality, health, and envi-
ronmental considerations. Why do you think this has occurred? What method would you, as a
WTO official, use to decide whether a quality, health, or environmental restriction is in viola-
tion of a free-trade agreement?

Solutions appear at back of book.

® A LOOK AHEAD

As we move ahead to new topics, it is important that we carry with us the insights
learned here about the logic of comparative advantage and the gains from interna-
tional trade. They will provide us with a deeper understanding of what drives the
world economy and of the reasons countries differ economically. In addition, the
study of international trade teaches us how economic policies can create both win-
ners and losers despite the fact that society as a whole gains, an important consider-
ation in any study of how policies are actually made.

o
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SUMMARY

1. International trade is of growing importance to Canada
and of even greater importance to most other countries.
International trade, like trade among individuals, arises
from comparative advantage: the opportunity cost of pro-
ducing an additional unit of a good is lower in some
countries than in others. Goods and services purchased
abroad are imports; those sold abroad are exports.

2. The Ricardian model of international trade assumes
that opportunity costs are constant. It shows that there
are gains from trade: two countries are better off with
trade than in autarky.

3. In practice, comparative advantage reflects differences
between countries in climate, factor endowments, and
technology. The Heckscher-Ohlin model shows how
differences in factor endowments determine comparative
advantage: goods differ in factor intensity, and coun-
tries tend to export goods that are intensive in the factors
they have in abundance.

4. The domestic demand curve and the domestic supply
curve determine the price of a good in autarky. When
international trade occurs, the domestic price is driven to
equality with the world price, the price at which the
good may be bought or sold abroad.

5. If the world price is below the autarky price, a good is
imported. This leads to an increase in consumer surplus,
a fall in producer surplus, and a gain in total surplus. If
the world price is above the autarky price, a good is
exported. This leads to an increase in producer surplus, a
fall in consumer surplus, and a gain in total surplus.

6. International trade leads to expansion in exporting
industries and contraction in import-competing
industries. This raises the domestic demand for abun-
dant factors of production, reduces the demand for
scarce factors, and so affects factor prices.

7. Most economists advocate free trade, but in practice
many governments engage in trade protection. The two
most common forms of protection are tariffs and quo-
tas; in rare instances, export industries are subsidized.

8. A tariff is a tax levied on imports. It raises the domestic
price above the world price, hurting consumers, benefit-
ing domestic producers, and generating government rev-
enue. As a result, total surplus falls. An import quota is
a legal limit on the quantity of a good that can be
imported. It has the same effects as a tariff, except that
the revenue goes not to the government but to those who
receive import licenses.

9. Although several popular arguments have been made in
favour of trade protection, in practice the main reason
for protection is probably political: import-competing
industries are well organized and well informed about
how they gain from trade protection, while consumers
are unaware of the costs they pay. Still, Canadian trade is
fairly free, mainly because of the role of international
trade agreements, in which countries agree to reduce
trade protection against each other’s exports. Trade nego-
tiations are overseen, and the resulting agreements are
enforced, by the World Trade Organization.

KEY TERMS

Imports, p. ?2?

Exports, p. ?2?

Ricardian model of international trade, p.
??

Autarky, p. ??

Factor intensity, p. ??

Heckscher-Ohlin model, p. ??

Free trade, p. ??

Domestic demand curve, p. ??
Domestic supply curve, p. ??
World price, p. ??

Exporting industries, p. ??
Import-competing industries, p. ??

Trade protection, p. ??

Protection, p. ??

Tariff, p. ??

Import quota, p. ??

International trade agreements, p. ??
World Trade Organization, p. ??
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PROBLEMS

1. Assume Saudi Arabia and Canada face the production possi- b. In autarky, if the U.S. wants to consume 500 CDs, how

bilities for oil and cars shown in the accompanying table.

Saudi Arabia Canada

Quantity of oil Quantity of oil

(millions of  Quantity of (millions of Quantity of

barrels) cars (millions) barrels) cars (millions)
0 4 0 10.0
200 3 100 7.5
400 2 200 5.0
600 1 300 2.5
800 0 400 0

a. What is the opportunity cost of producing a car in Saudi
Arabia? In Canada? What is the opportunity cost of pro-
ducing a barrel of oil in Saudi Arabia? In Canada?

b. Which country has the comparative advantage in produc-
ing 0il? In producing cars?

¢. Suppose that in autarky, Saudi Arabia produces 200 mil-
lion barrels of oil and 3 million cars; and that Canada
produces 300 million barrels of oil and 2.5 million cars.
Without trade, can Saudi Arabia produce more oil and
more cars? Without trade, can Canada produce more oil
and more cars?

2. The production possibilities for Canada and Saudi Arabia are
given in Problem 1. Suppose now that each country specializes
in the good in which it has the comparative advantage, and
the two countries trade. Also assume that for each country the
value of imports must equal the value of exports.

a. What is the total quantity of oil produced? What is the
total quantity of cars produced?

b. Is it possible for Saudi Arabia to consume 400 million bar-
rels of oil and 5 million cars, and for Canada to consume
400 million barrels of oil and 5 million cars?

¢. Suppose that, in fact, Saudi Arabia consumes 300 million
barrels of oil and 4 million cars and Canada consumes
500 million barrels of oil and 6 million cars. How many
barrels of oil does Canada import? How many cars does
Canada export? Suppose a car costs $10,000 on the world
market. How much, then, does a barrel of oil cost on the
world market?

. Both Canada and the United States produce lumber and
music CDs with constant opportunity costs. The U.S. can pro-
duce either 10 tons of lumber and no CDs, or 1,000 CDs and
no lumber, or any combination in between. Canada can pro-
duce either 8 tons of lumber and no CDs, or 400 CDs and no
lumber, or any combination in between.

a. Draw the U.S. and Canadian production possibility fron-
tiers in two separate diagrams, with CDs on the horizon-
tal axis and lumber on the vertical axis.

much lumber can it consume at most? Label this point A
in your diagram. Similarly, if Canada wants to consume 1
ton of lumber, how many CDs can it consume in autarky?
Label this point C in your diagram.

¢. Which country has the absolute advantage in lumber
production?

d. Which country has the comparative advantage in lumber
production?

Suppose each country specializes in the good in which it has
the comparative advantage, and there is trade.

e. How many CDs does the U.S. produce? How much lumber
does Canada produce?

f. Is it possible for the U.S. to consume 500 CDs and 7 tons
of lumber? Label this point B in your diagram. Is it possi-
ble for Canada at the same time to consume 500 CDs and
1 ton of lumber? Label this point D in your diagram.

. For each of the following trade relationships, explain the like-

ly source of the comparative advantage of each of the export-

ing countries.

a. Canada exports software to Ecuador, and Ecuador exports
roses to Canada.

b. Canada exports executive airplanes to China, and China
exports clothing to Canada.

¢. Canada exports wheat to Colombia, and Colombia exports
coffee to Canada.

. Shoes are labour-intensive and satellites are capital-intensive

to produce. Canada has abundant capital. China has abun-
dant labour. According to the Heckscher-Ohlin model, which
good will China export? Which good will Canada export? In
Canada, what will happen to the price of labour (the wage)
and to the price of capital?

. Before the North American Free Trade Agreement (NAFTA)

gradually eliminated import tariffs on goods, the autarky price
of tomatoes in Mexico was below the world price and in
Canada was above the world price. Similarly, the autarky price
of beef in Mexico was above the world price and in Canada
was below the world price. Draw diagrams with domestic sup-
ply and demand curves for each country and each of the two
goods. As a result of NAFTA, Canada now imports tomatoes
from Mexico and Canada now exports beef to Mexico. How
would you expect the following groups to be affected?
a. Mexican and Canadian consumers of tomatoes. Illustrate
the effect on consumer surplus in your diagram.
b. Mexican and Canadian producers of tomatoes. Illustrate
the effect on producer surplus in your diagram.

€. Mexican and Canadian tomato workers.

d. Mexican and Canadian consumers of beef. Illustrate the
effect on consumer surplus in your diagram.

e. Mexican and Canadian producers of beef. Illustrate the
effect on producer surplus in your diagram.

f. Mexican and Canadian beef workers.

o



500_12489_CH17

3/16/05 3:17 PM Page 17-31

7. The accompanying table indicates the Canadian domestic

demand schedule and domestic supply schedule for executive
jet airplanes. Suppose that the world price of an executive jet
airplane is $10 million.

Price of jet Quantity of jets Quantity of jets
(millions) demanded supplied
$12 100 1,000
11 150 900
10 200 800
9 250 700
8 300 600
7 350 500
6 400 400
5 450 300
4 500 200

a. In autarky, how many executive jet airplanes does Canada
produce, and at what price are they bought and sold?

b. With trade, what will the price for executive jet airplanes
be? Will Canada import or export airplanes? How many?

8. The accompanying table shows the Canadian domestic

demand schedule and domestic supply schedule for apples.
Suppose that the world price of apple is $0.30 per apple.

Quantity of Quantity of

apples apples
Price of demanded supplied
apple (thousands) (thousands)
$1.00 2 11
0.90 4 10
0.80 6 9
0.70 8 8
0.60 10 7
0.50 12 6
0.40 14 5
0.30 16 4
0.20 18 3

a. Draw the Canadian domestic supply curve and domestic
demand curve.

b. With free trade, how many apples will Canada import or
export?

Suppose that the Canadian government imposes a tariff on

apples of $0.20 per apple:

¢. How many apples will Canada import or export after
introduction of the tariff?

d. In your diagram, shade the gain or loss to the economy as
a whole from the introduction of this tariff.

9. The Canadian domestic demand schedule and domestic sup-

ply schedule for apples was given in Problem 8. Suppose that
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10.

11

12,

13.

14,
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the world price of apples is $0.30. Canada introduces an

import quota of 3,000 apples. Draw the domestic demand and

supply curves and answer the following questions.

a. What will the domestic price of apples be after introduc-
tion of the quota?

b. What is the value of the quota rents that importers of
apples receive?

The accompanying diagram illustrates the Canadian domestic
demand curve and domestic supply curve for textiles.

Price of )
textiles Domestic
supply
PT .......... - P
A S
T e
X : X Domestic
X demand
QZ 01 C1 CZ

Quantity of textiles

The world price of textiles is Py, Canada currently imposes
an import tariff on textiles, so the price of textiles is Pr. The
Canadian government decides to eliminate the tariff. In
terms of the areas marked in the diagram, answer the fol-
lowing questions.

a. What is the gain/loss in consumer surplus?

b. What is the gain/loss in producer surplus?
¢. What is the gain/loss to the government?

d. What is the gain/loss to the economy as a whole?

. As Canada has opened up to trade, it has lost many of its low-

skill manufacturing jobs, but it has gained jobs in high-skill
industries, such as the software industry. Explain whether
Canada as a whole has been made better off by trade.

Canada is extremely protective of its agricultural industry,
imposing very high tariffs on imports of milk products and
poultry. This chapter presented several arguments for trade
protection, amongst which were: to protect domestic jobs, to
protect an infant industry, and to protect national security.
For each of these arguments, discuss whether it is a valid jus-
tification for trade protection of Canadian agricultural
products.

Producers in import-competing industries often make the fol-
lowing argument: “Other countries have an advantage in pro-
duction of certain goods purely because workers abroad are
paid lower wages. In fact, Canadian workers are much more
productive than foreign workers. So import-competing indus-
tries need to be protected.” Is this a valid argument? Explain
your answer.

In World Trade Organization (WTO) negotiations, if a coun-
try agrees to reduce trade barriers (tariffs or quotas), it usual-
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ly refers to this as a concession to other countries. Do you
think that this terminology is appropriate?

The WTQO'’s dispute-settlement mechanism overturned a
European ban on imported beef from the United States (the
Beef Hormone Case, 1998). However, the European Union
ignored the ruling and has continued to refuse U.S. beef.
Therefore, the WTO granted the United States the right to
impose retaliatory tariffs of equivalent worth. (The estimated
value of the lost U.S. beef exports is $117 million annually.)
Therefore, the United States imposed 100% duties on a vari-
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ety of European products, including European pork, French
mustard, truffles, Roquefort cheese, and fruit juices.

Now suppose the WTO had overturned the European ban on
asbestos products (produced mainly in Canada), but the
European Union had continued to refuse these products. If
Canada were given the right to impose retaliatory tariffs,
would this hurt the European Union? Could it hurt Canada?
Does this imply that the WTO should be strengthened, rather
than weakened as some of its critics suggest?

>web... To continue your study and review of concepts in this chapter, please visit
the Krugman/Wells website for quizzes, animated graph tutorials, web links to

helpful resources, and more.

www.worthpublishers.com/krugmanwells




