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Lesson 2:  Free Trade, Theory and Evidence 
 
I. Mutually Beneficial Specialization & Trade 
 A. Positive, zero, & neg sum games 
 B. If voluntary & informed 
 C. The def of wealth – things of value 
 D. Direct vs. indirect (roundabout) production 
  1. Wealth from exchange – reflects others’ wealth 
  2. Costs of production 
  3. Imports & exports 
  4. Wealth does not stop at the border 
 E. Invisible Hand – Adam – 1776 
  1. Productive vs. unproductive activities – serving others or working to take 
  2. Motives vs. outcomes 
  3. Extended the individual situation of trade and wealth to countries 
  4. The issue of productivity and wealth 
 
II.  Comparative Advantage – Ricardo 
 A. What if a country can produce more of everything? 
  1. Are they therefore more efficient at everything? 
  2. Efficiency def 
   a. absolute or comparative? 
   b. technical vs. economic 
 B. Absolute vs. comparative advantage – an example 
 C. Everyone is more efficient at something! 
 D. China and comparative advantage 
  1. Even though China’s labor is less productive in ALL industries, their labor costs… 
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  2. They export the items where they have the least disadvantage. 
  3. Rising labor costs are causing China to lose its comp ad in labor intensive goods to other 

countries. 
  4. And Japan 



 
  
US vs. Japan Productivity Levels 1990 
 
 E. Higher labor productivity determines real incomes, not trade patterns!!!!! 

 
III. Gains From Trade 
 A. J. S. Mill’s (1)gains from trade: direct 
  1. Specialization & trade, wealth creation, static gains. 
 B. Other gains 
  1. Scale 
  2. Competition – affects pricing behavior, quality, innovation and variety. 
  3. Variety.  E.g., Fruit, vegetables & shoes in the Czech Republic after the fall. 
 C. J.S. Mill’s (2) indirect effects - productivity gains. 
  1. Transfer of foreign technology 
   a. Import capital 
   b. Import R & D (by reverse engineering 
  2. Increased competition 
   a. Meet higher efficiency standards (low efficiency firms exit) 

Large Percent of the labor force 
is in lower productivity areas, 
therefore japan has lower 
average living standards. 

China faces rising labor 
costs! 



   b. With productivity up, wages up 
  3. An aside:  tariffs on consumer goods have some effects, but tariffs of capital goods have the 

effect of reducing productivity and wages. 
 D. Other matters 
  1. Incomes increase because productivity is higher – more and better capital 
  2. Free trade and growth, a link?  Yes, but tenuous.  More clear when trade in intermediate goods 

is free. 
 E. Additional benefits – Mill’s “intellectual and moral” benefits. 
  1. Successful interactions between people when they trade – harmony and reduced prejudice  
  2. The best characteristics spread – restrooms, friendly service at McDonalds – lines for crowd 

control 
  3. “Reciprocally dependent” – Montesquieu – “Commerce cures destructive prejudices.” 
   Promotes peacy – maybe, there are statistical problems. 
  4. Free trade tends to reduce corruption. 
IV. Trade and the Environment 
 A. Questions 
  1. Does more trade mean more production and therefore more environmental degradation? 
  2. Is there a “race to the bottom” – i.e., will the dirty production move to the most lax countries 

and increase pollution? 
  3. Does trade improve the environment? 
  4. Would restricted trade improve the environment? 
  5. What is the “correct” quantity of pollution? 
 B. Bad environmental policies produce environmental problems. 
  1. Some of the worst environmental problems occurred in state-run places 
   a. Lake Baikal 
   b. Coal burning plants 
   c. Capital intensive industries that produced pollution 
  2. Some pollution unrelated to trade – Mexico city & Delhi, terrible pollution before trade 

liberalization 
   b. Amazon forest destruction – largely home grown – clearing the forest for local purposes? 
 C. The issue of property rights, policies and incentives 
  1. The buffalo 
  2. Elephants in Namibia 
   http://www.econtalk.org/archives/2008/09/karol_boudreaux_1.html 
  3. Property rights assign both rights and responsibilities. 
  4. Pollution tends to occur in areas where ownership is not assigned – the air vs. my front yard. 
 D. Race to the bottom?  Does polluting activity migrate to low income countries with lax 

 environmental rules? 
  1. Empirical studies don’t support this. 
   a. Clean environment is a superior good, income up, abatement up. 
   b. With industrialization, as production increases, at first more pollution, but then less 
   c. Pollution abatement is not a significant cost factor. 
 E. Generally, good environmental policies are more effective than trade restrictions for reducing 

pollution. 
 F. Trade may help the environment 
  1. If trade increases wealth, as wealth increases, generally abatement increases. 
   a. Inverted U – pollution increases as with industrialization, income rises but then pollution 

   decreases (after about $5000) 
   b. The threshold, if incomes fall below the $5000, lower incomes do not mean less pollution 

   sand higher incomes do not mean more pollution. 
  2. Trade tends to improve production techniques. (It also increases production the scale of  

  production and can alter the composition of production toward more industrial activities.) 
  3. Generally, the cleaner techniques effect outweighs the dirtier scale and composition effects. 
 G. In the last 30 years, production up 70% but pollution has fallen significantly in the US. (SO2 & NO2) 
 



V. The Environment and Special Interests 
 A. Introduction 
  1. Environmental problems are tenuously related to trade. 
  2. Instances of more trade (and growth) but less pollution. 
  3. Environmental degradation tends to be governance related. 
   a. Soviet & Chinese environmental problems – unresponsive bureaucracies.  
   b. Property rights issues – the tragedy of the common. 
 B. Ethanol 
  1. Corn based in the US, sugar based in Brazil. 
  2. US ethanol has a $0.54/gallon tax credit, imported sugar based ethanol has a 2.5% & $0.54/gal tax. 
  3. Sugar based ethanol has 8 times more energy per unit  of input – clearly more energy efficient 
  4. Higher US corn prices. 
 C. China’s growth & pollution 
  1. Despite more trade, China’s pollution intensity has decreased. 
  2. Polluting industries have a small and decreasing percent of total production 
  3. The state owned heavy industries (steel, petrochemicals) are the dirtiest.  They are inefficient 

  and heavily subsidized.  Open trade would cause these industries to shut down or modernize. 
 D. Governments often resist attempts to limit trade policies that are harmful to the environment. 
  1. Fishing 
   a. Fish are a common resource & therefore prime for the tragedy of the commons, yet 
   b. 80% of the world’s harvested fish (by value) are subsidized! 
   c. Subsidies lead to excess capacity and over fishing. 
   d. Some countries (US, NZ, Australia, Iceland) have asked the WTO to limit fishing subsidies. 
  2. Agriculture 
   a. DevCos have price supports, export subsidies and import restrictions. 
   b. Has the effect of maintaining production in countries w/o a comparative advantage in ag. 
   c. Subsidies encourage high yields.  To get high yields, artificial fertilizers & chemicals 
   d. Countries better suited to ag and meat production use fewer chemicals. 

 
Protection & Fertilizer Use 2000 
 
   e. Opening trade would move ag to lower chemical areas and meat production to less grain 

   based areas – the environment would improve. 
  3. “Food miles” – the idea that locally produced items would be less polluting because there is  

  less transportation pollution. 
   a. Greenhouse gas emissions are primarily the result of the production phase, not the  

   transport phase. 

In agriculture, when countries do 
not have comparative advantage but 
do have government subsidies, more 
chemicals are used.  This harms the 
environment. 



   b. Examples 
    i. Roses purchased in England from Holland or Kenya?  Kenya  Holland uses hothouses. 
    ii. New Zealand spring lamb vs. British lamb?  NZ – much more efficient and less CO2 
    iii. New York – buy wine from Calif or France?  France – boat transport vs. truck transport. 
  4. Forestry – outlawing the export of trees reduces the value of forests and increases the risk that 

the forests will be taken out and used for other things. 
  5. 70-80% of deforestation in Asia, Africa & South America is for heat and fuel, not trade.  (These 

are the cheapest fuel sources.  Freer trade would increase the value of the forests, and allow 
lower cost fuel sources. 

 E. NAFTA 
  1. It did not increase pollution in Mexico (didn’t help much either) 
  2. Old, dirty, protected industries now had competition from cleaner northern companies. 
 E. Conclusion:  trade is not the greatest factor causing environmental problems – more free trade may 

help. 
 
VI.  To Conclude… 
 A. Free trade will increase real incomes. 
 B. It makes available better goods, better medical care, better education, better technology 
 C. It is not a panacea.  Prosperity and rising incomes require much more than just free trade. 
 D. Like… 
 
Terms: 
final vs. intermediate goods 
“robust” results 
positive and negative sum games 
autarky 
imperfect competition 
economies of scale 
static vs. dynamic 
welfare 
 
Tools: 
Comparative advantage 
trading ratio 
Gains from trade 
Hecksher-Olin? 


