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Today’s Plan

• Housekeeping

• No reading quiz today

• Law of One Price

• Barriers to Trade
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Not a Quiz

• How long did the homework take you to complete:

• A. Less than 1 hour

• B. 1-2 hours

• C. 2-3 hours

• D. 3-4 hours

• E. 4-5 hours

• F. More than 5 hours

• G. I didn’t complete it.
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Housekeeping

• This is the last of our four classes on the economics of trade.  

• Four classes coming up on the politics of trade.


• No homework due on Wednesday
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Globalization: What is it?

• Free(ish) movement of goods and services (and other stuff) 
between countries.

!

• Law of One Price: “In an efficient market, all identical goods must 
have the same price.”

!

• Arbitrage: Buying something in one market (at a low price) at the 
same time you’re selling it (at a higher price) in another market. 
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Supply, Demand, and Trade
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Source: http://tutor2u.net/economics/content/topics/trade/free_trade.htm

http://tutor2u.net/economics/content/topics/trade/free_trade.htm


Supply, Demand, and Trade
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Source: http://welkerswikinomics.com

http://welkerswikinomics.com/


How Much Coffee Does the US Import after the 
FTA?
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Source: http://welkerswikinomics.com

• A. Q1

• B. Q2

• C. Q3 

• D. Q3-Q2

• E. Q2-Q1

• F. Q3-Q1

• Note: Assume the US 

imported no coffee before 
the FTA and that the U.S. 
and Columbia are the only 
2 countries in the world.


http://welkerswikinomics.com/


What caused globalization over the last 50 years?

• Cost of shipping and communicating fell

• International phone calls, the internet

• Containerization


• Tariffs fell worldwide

• General Agreement on Tariffs and Trade (GATT) and World Trade 

Organization

!

• Looking forward: Formerly poor countries becoming major 
consumers.
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Why does a big mac cost so much in Norway?

• Because labor is expensive, real estate is expensive, and 
ingredients are expensive.

!

• But why are these things expensive?  Why doesn’t the law of one 
price hold?
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Why doesn’t the law of one price hold?

• Why do things cost more in one country than in another?

A. Because of tariffs and import quotas and capital restrictions

B. Because shipping costs money

C. Because migration is restricted

D. A and B

E. All of the above
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The Basic Tools of Trade Protection

• Tariffs: Taxes on imports (or sometimes, but only rarely, on exports)

• Domestic Price > World Price


• Quotas: Limits on the amount of foreign goods that can be imported

• Domestic Price > World Price


• Subsidies: Artificially raise prices paid to farmers

• Domestic Taxes go up, world price goes down (a little)


• Domestic content requirements (some of the product must be made 
domestically)

• Local price goes up, world price is mostly unaffected


• These are all substitutes for one another

• They all help producers (specifically, owners of scarce factors) and 

harm consumers
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How Tariffs Work
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How Subsidies Work
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Examples of US Tariffs
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Examples of US Quotas
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How does the US compare?
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Industrial Products vs. Agricultural Products
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Why doesn’t the law of one price hold?

• Lets assume French and US sales tax are the same and tariffs on 
French wine are 0.  How much would a bottle of French wine cost 
in the US?

A. The same as in France

B. The French price + shipping costs 

C. The French price + shipping costs - a little bit because the 

labor in the US wine shop is cheaper

D. The French price + shipping costs - shop labor difference - a 

little bit more because demand in the US is lower.   
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Who benefits from tariffs?

• In the country that implements the tariffs, who benefits from tariffs 
on agricultural goods and textiles?

A. Unskilled workers and people who own farmland 

B. Skilled workers and people who own farmland 

C. People without farmland land and skilled workers

D. People who eat food and people who buy clothes
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Tariffs are also an easy tax handle
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Developing*Countries* Percentage* Industrial*Countries** Percentage*

The$Bahamas$
Guinea$
Ethiopia$
Ghana$
Sierra$Leone$
Madagascar$
Dominican$Republic$
Jordan$

51.2$
47.9$
33.5$
28.5$
27.6$
26.9$
20.9$
11.3$

New$Zealand$
Australia$
Japan$
Canada$
Switzerland$
United$States$
United$Kingdom$
Iceland$

2.6$
2.5$
1.2$
1.2$
1.2$
1.1$
1.0$
1.0$

• Tariffs as a share of government revenues



Trade and income distribution

• Free trade makes a country richer in total

• But it hurts some people and helps others

!

• Government redistribution can help even this out and get everyone 
to support free trade

• Tax beneficiaries of free trade, give it to those who lose out

• Unemployment benefits, job training, etc.
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Source:	  Rodrik	  1998	  “Why	  Do	  More	  Open	  Economies	  Have	  Bigger	  Governments?



Trade and income distribution

• What is the effect of trade on inequality?

• Depends on who owns the scarce factors

• Should (generally) reduce inequality in poor countries and 

increase inequality in rich countries

• This is empirically muddy
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The effect of tariffs on consumers

• What do tariffs on textiles and agriculture do to prices in the US?

• Whom does that hurt?  

!

• What do tariffs on textiles and agriculture do to prices in 
developing countries?

• Whom does that hurt?
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