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The Determinants of Trade

In the absence of international trade, a market generates a domestic price that equates the domestic
quantity supplied and domestic quantity demanded in that market. The world price is the price of
the good that prevails in the world market for that good. Prices represent opportunity costs.
Therefore, comparing the world price and the domestic price of a good before trade indicates
whether a country has the lower opportunity cost of production and, thus, a comparative advantage
in the production of a good or if other countries have a comparative advantage in the production of

the good.

If the world price is above the domestic price for a good, the country has a comparative advantage in

the production of that good and that good should be exported if trade is allowed.

If the world price is below the domestic price for a good, foreign countries have a comparative

advantage in the production of that good and that good should be imported if trade is allowed.

The Winners and Losers from Trade
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If the world price is below the domestic price for a good, foreign countries have a comparative

advantage in the production of that good and that good should be imported if trade is allowed.

The Winners and Losers from Trade

Assume that the country being analyzed is a small country and is, therefore, a price taker on world
markets. This means that the country takes the world price as given and cannot influence the world

price.

Exhibit 1 depicts a situation where the world price is higher than the before-trade domestic price.
This country has a comparative advantage in the production of this good. If free trade is allowed, the
domestic price will rise to the world price and it will export the difference between the domestic

quantity supplied and the domestic quantity demanded.
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With regard to gains and losses to an exporting country from trade, before-trade consumer surplus
was A + B and producer surplus was C, so total surplus was A + B + C. After trade, consumer
surplus is A and producer surplus is B + C + D (the area below the price and above the supply
curve). Total surplus is now A + B + C + D for a gain of area D. This analysis generates two

conclusions:

1. When a country allows trade and becomes an exporter of a good, domestic producers are
better off and domestic consumers are worse off.

2. Trade increases the economic well-being of a nation because the gains of the winners exceed
the losses of the losers.

Exhibit 2 depicts a situation where the world price is lower than the before-trade domestic price.
Other countries have a comparative advantage in the production of this good. If free trade is allowed,
the domestic price will fall to the world price, and it will import the difference between the domestic

quantity supplied and the domestic quantity demanded.

Exhibit 2
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the domestic price will fall to the world price, and it will import the difference between the domestic

quantity supplied and the domestic quantity demanded.
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With regard to gains and losses to an importing country from trade, before-trade consumer surplus
was A and producer surplus was B + C, so total surplus was A + B + C. After trade, consumer
surplus is A + B + D (the area below the demand curve and above the price) and producer surplus is

C. Total surplus is now A + B + C + D for a gain of area D. This analysis generates two conclusions:

1. When a country allows trade and becomes an importer of a good, domestic consumers are
better off and domestic producers are worse off.
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With regard to gains and losses to an importing country from trade, before-trade consumer surplus
was A and producer surplus was B + C, so total surplus was A + B + C. After trade, consumer
surplus is A + B + D (the area below the demand curve and above the price) and producer surplus is

C. Total surplus is now A + B + C + D for a gain of area D. This analysis generates two conclusions:

1. When a country allows trade and becomes an importer of a good, domestic consumers are
better off and domestic producers are worse off.

2. Trade increases the economic well-being of a nation because the gains of the winners exceed
the losses of the losers.

Trade can make everyone better off if the winners compensate the losers. Compensation is rarely

paid, so the losers lobby for trade restrictions, such as tariffs.

“Tariffs restrict international trade. A tariff is a tax on goods produced abroad and sold domestically.
Therefore, a tariff is placed on a good only if the country is an importer of that good. A tariff raises
the price of the good, reduces the domestic quantity demanded, increases the domestic quantity
supplied, and, thus, reduces the quantity of imports. A tariff moves the market closer to the no-trade

equilibrium.

Atariff increases producer surplus and government revenue but reduces consumer surplus by a
greater amount than the increase in producer surplus and government revenue. Therefore, a tariff
creates a deadweight loss because total surplus is reduced. The deadweight loss comes from two
sources. The increase in the price due to the tariff causes the production of units that cost more to

produce than the world price (overproduction) and causes consumers to fail to consume units
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where the value to the consumer is greater than the world price (underconsumption).

An import quota sets a limit on the quantity of a good that can be produced abroad and sold
domestically. To accomplish this, a government can distribute a limited number of import permits.
As with a tariff, an import quota reduces the quantity of imports, raises the domestic price of the
good, decreases the welfare of domestic consumers, increases the welfare of domestic producers,

and causes deadweight losses. It moves the market closer to the no-trade equilibrium.

Note that the results of a tariff and an import quota are nearly the same except that the government
collects revenue from a tariff. If the import permits are given away, the permit holders earn the
surplus generated from the world price being below the domestic price. If the government sells the
import permits for the maximum possible amount, it will collect revenue equal to the tariff revenue
and a tariff and a quota become identical. If quotas are “voluntary” in the sense that they are
imposed by the exporting country, the revenue from the quota accrues to the foreign firms or

governments.

Tariffs cause deadweight losses. Therefore, if economic efficiency is a policy goal, countries should

allow free trade and avoid using tariffs.

Free trade offers benefits beyond efficiency. Free trade increases variety for consumers, allows firms
to take advantage of economies of scale, makes markets more competitive, increases productivity,

and facilitates the spread of technology.




