3. Gains from trade Aa AA e

Consider two neighboring island countries called Arcadia and Euphoria. They each have 4 million labor hours available that they
can use to produce jeans, corn, or a cambmation of both. The following table shows the quantity of jeans or com that can be
produced using one hour of labaor.

Jeans Corn
(Pairs per hour of labor)  (Bushels per hour of labor)
Arcadia L 16
Euphoria 5 20

Initially, suppose Arcadia uses 1 milllon hours of labor to produce jeans and 3 million howrs to produce com, while Euphoria uses
3 million hours of labor to produece jeans and L milllon hours to produce corn. Conseguently, Arcadia produces 8 million pairs of
jeans and 48 milion bushels of corn, and Euphora produces 15 milion pairs of jeans and 20 million bushels of com, Assumae
there are no other countries willing to trade goads, s¢ in the absence of trade between these bwo countries, each country
conswnas the guantity of jeans and com it produces,

Arcadia's opportunity cost of producing one pair of jeans is 2 bushels « of corm, and Euphoria’s opportunity cost of
producing one pair of jeans s 4 bushels ' of corn. Therefore, Arcadia + has a comparative advantage in the
production of jeans and  Euphoria + has a comparative advantage In the production of com,

Explanatan: Clase A

Using an hour of labor, Arcadia can produce B pairs of jeans or 16 bushels of corn, Therefore, the opportunity cost of a pair of
jeans is 2 bushels per pair (16 bushels / 8§ pairs). Using an haur of |abor, Euphora can produce 5 pairs of jeans or 20 bushets of
carn, Therefore, the opportunity cost of & pair of jeans is 4 bushels per pair (20 bushels [ 5 pairg). Since Arcadia has & |ower
opportunsty cost of producing a pair of jeans, It has a comparative advantage in the prodection of jeans.

You can compute Arcadia’s oppartunity cost of & bushel of corn by taking the reciprocal of the opportunity cost of a pair of jeans.
That is, the opportunity cost of a bushel of corn, in this case, is 1/2 of a pair per bushel, Similarly, Euphoria’s opportunity cost of
& bushel of corn is equal to 1/4 of a pair per bushel. Since Euphoria has a lower opportunity cost of producing a bushed of corn, Rt
has & comparative advantage in the production of comn.

Suppase that each country completely specializes in the production of the gead in which it has a comparative advantage,
producing onby that good, In this case, the country that produces jeans will produce 32 million «  pairs, and the country
that produces corn will produce B0 milllon « bushels. In the table at the end of this problem, enter each country's
production decision on the second row (marked "Production”).

Explanaiian- Close ~

Arcadia has a comparative advantage in the production of jeans, whereas Eupharia has a comparative advantage in the
production of corn, IF Arcadia completely specializes in the production of jeans, it produces 32 milllon pairs of jeans (4 million
hours x 8 palrs of jeans per how), Similarty, If Euphoria completely specializes in the production of com, It produces 80 million
bushels of com (4 million haurs x 20 bushels of Corn per howr),

Suppose the country that produces jeans trades LB million pairs of jeans to the other counbry In exchange for 54 milkon bushels
of corm. In the table at the end of this problem, select the quantity of each good that each country exports and imparts in the



boxes across the row marked "Trade,” and enter each country’s final consumption of each good on the line marked
"Consumption,”

Explanatson: Close ~

When they specialize, Arcadis produces 32 millien pairs of jesns and Euphoria produces &0 million bushels of comn. If Arcadia
trades 18 milion pairs of jeans for 54 million bushels of com from Euphona, Arcadia will consume 14 million pairs of jeans and
54 milkion bushets of corn, and Euphoria will consurme LB million pairs of jeans and 26 million bushels of corn.

When the two countries did not specalize, the total production of jeans was 23 million pairs and the total production of corm was
68 milbon bushels. Because of specialization, the total production of jeans has increased by 9 milllon ' pairs per week, and
the total preduction of com has increased by 12 million + bushels per week, Because the bwo countries produce more jeans
and more corn under specialization, each country Is able to gain from trade. Calculate the gains from trade—that is, the amount
by wihich each country hat increaed it consumption of each good relative to the first row of the table. [n the table, enter thic
difference in the boxes across the last row (marked "Increasa In consumption™),

Explanatson: Close ~

Initially, before the bwo countries specialized, Arcadia produced (and consumed] B million pairs of jeans and 48 milion bushels
of com per week, and Euphoria produced (and consumed) 15 millian pairs of jeans and 20 million bushels of cormn per week.

With specalization, Arcadia produces 32 million pairs of jeans and Euphoria produces B0 million bushels of corn, This is an
Increase of 9 milllen palrs of jeans and 12 milllon bushels of cormn. I Arcadia trades 18 milon pairs of jeans for 54 milkoan
bushels af corn frem Eupharia, bath countries will end up consuming more of bath goads. In particular, there will b an increase
af & milllon palrs of eans and & millicn busheds of corn for Arcadia, and an Increase of 2 million pairs of jeans and & million
bushels of com for Euphoria.



Arcadia Euphoria
Jeans

(Millians of pairs]

Cinrn
[(Milligns of bushels)

Jeans
(Millions of pairs )

Corn
(Millions of bushels)

Without Trade

Prod, and consumption a8 4B 15 20
With Trade

Production 32 o o v 0 o 80 v
Trade Gives 1B+ | |Gets 54+ | | Gets 1B | | Glves 54 o |

Consumprion 14 v 54 v 16 v 26 v
iGains from Trade

Increase in consumgtion & v & v 3 o & v
Explanation, Cleen ~
Inserting the relevant information from the preceding questions and answers produces the following tabde:

Arcadia Euphoria
Jeans Corm Jeans Corn
{Millrons of pairs]  (Millions of bushels] (Millions of pairs)  (Millions of bushels)

Without Trade

Prad. and consumption A 4R 15 20
with Trade

Production 2 i} o By
Trade Gives 18 Gets 54 Gets 18 Gives 54

Consumption 14 54 18 26
Galng from Trade

Increass in consumption f & 3 £

¥You can also see how each country gains from trade using a PPF diagram, The blue Ines on the following diagrams show the

PPFs of Arcacia (on the left) and Euphosia (on the Aght), The black points (X symbals) show thelr intal consumption of jeans
and carn. The red paints (cross symbols) show the quantity of jeans and cormn each country consumes after specializatian and
trade,
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fote that the tokal gains from trade are 9 milllon pairs of jeans and 12 million bushels of cormn, which is the total increase in
production you caloulated sarlier.



