Chapter 16 - Creating an Environment for Growth and Prosperity

®  ruleof 70 - if a variable grows at a rate of x percent per year, 70/% will approcdimate the year's required for the variable to

double

*  major sources of economic growth - gains from trade, entrepreneurial discowvery, investmeant in physical and human capital, and
favorable institutional environments

o

gains from trade - trade moves itemis from people who value them less to people whio value them more; allows for
division of labor, specialization, and mass production; more trade means maore cutput and growth

entreprensurship and technology - technological advancement and innovation allows us to produca more; the markst
rewards good ideas and puts a stop to resowrce draining products

ineestments in physical and human capital - investments in machines and people with skl knoededge will pay off in
the long run

imstitutional environments - insbitutions - legal, regulatory, and social constraints that impact property rights and
enforcement of contracts

L the insttubtonal environment__.

o
O

o

minimal regulation - regulations make starting a business difficult, regulations often have unintended consequences
awgidance of high tax rates - high taxes reduce efficient use of resources, high taxes increase underground actvity and

labor force dropout
open international trade - avoid tariffs, avoid quotas

#  gother factors that may affect economic growth

0
o

population growth - people produce, not just consume (Thomas Malthus)

natural resowrces - institutions more important than natural resources, natural rescurces do not guarantes growth (e
lapan vs Nigeria)

foreign aid - agricultural and monetary donations; aid can have unintendsad conseguences

dimate and location - far fromn major markets, tropical climate; insbtubions are more important than location
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Chapter 18 - Gaining from International Trade

®  comparative advantage - the ability to produce a good at a lower opportunity cost that others
*  relative costs - determine the comparative advantage; as long as comparative costs differ, gains from trade are possible!
®  zbszolute advantage - 3 mation can produce more of a good than another nation; trade isn't based on absolute advantage
®  trade betwesn nations leads to: an expansion in total output, gains for each trading partrer, and higher incomes for both
naticns
*  g3ins from intermational trade: (1) gains from large-scale production, (2) gains from more competitive markets, and (3) more
prassure to adopt sound instibutions
®  impact of exporting
0 domestic price will rise to world price
0 domestic producers of good =*winners; domestic consumers of good =*losers
0 oountry overall =* gains to producers are greater than losses to consumers
® f the world price is greater than the domestic price, another country has a comparative advantsge in producing the good; the
dormestic country will benefit if they export the good

Mo trade outcome 1 Trade ocutcome

Price

Frice

el v b Price

Thizariny

= | JE%
L Y

5 & .
D A “ LY

®  impact of e:q:-url:i'lg
0 domestic price will rise to world price
0 domestic producers of good =*winners; domestic consumers of good =*losers
0 oountry overall =*gains to producers are greater than losses to consumers
® f the world price is less than the domestc price, amother country has a comparative advantage in producing the good; the
domestic country will benefit if they import the good
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*  impact of importing
0 domestic price will fall to world price
0 domestic producers of good =*losers; domestic price of good =*winners
0 oountry overall =+winners; gains to consumers are greater than losses to producers, but producers losses are visible
(consumer gains are harder to see)
*  tfrade openness index - measures income levels and growths of countries (mote: LS. is rated #14)
®  fariff - a tax leveled on goods imported into a country; benefits domestic producers and government; hurts domeastic
Consumers; causes deadweight loss; encourages lobbying by domestic producers
*  import quota - a specific limit or maximum guantity of a good permitted to be imported into a country during a given period,;
benefits domestic and some foreign producers; hurts domestic consumers; causes deadweight loss; encourages lobbying by
praducers
*  {rads restrictions creste special interast groups, prevent voluntary exchanges, and reducse owerall cutput, and causes
deadweight loss; trade restrictions provide visible benefts for a few while spreading the costs over many
#  national defense argument against free-trade
0 trade opponants s3y: certain industrias are vital to our national defense
0  reality: this argument is often abused; the government could buy and store resources during pescetime; economic
growth of a strong defenss=
® infant-industry argument against free trade
0 trade opponants say: new domestic industries just need a chance to develop
0 reality: once protection is granted, it is difficult to remowe; over 100 years ago sugar quotas, manufacturing tariffs, and
steel tariffs were put into place
#  antdumping argument against fres trade
0 dumping - s2lling 3 good in a foreign country at a lower price than its sold for in the domestic market
0 trade opponents say: foreign producers will oot prices to drive cut competition, then use power to gauge consumers
0  reality: firms can resnter the industry, competition keeps prices low
*  trade fallacies
0  myth: trade restricbons that limit imports save jobs
=  reality: trade restrictions increasa employment in protected industries, trade restrictions destroy jobs in
dornestic sactors that export, trade restrictions hurt domestic consumers and producers via higher prices, and
restrictions reshuffle jpobs/reduce incomes
Q0  myth: free trade with low-wage countries will reduce LS. wages
= reality: lower prices increase consumers purchasing power and productivity difference is the source of wage
differences
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