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Name: __________________________________Block: __________Date: ________ 
 

Unit 4: International Economics 
 
The key to trade, whether among people, states or countries is ________________. 
 
Different regions of a country specialize in certain economic activities in much the same  
way. 
 Examples 
New York-  ___________________ 
Detroit-       ___________________ 
Midwest-   ___________________ 
Florida-       ___________________ 
 
If you want to find out what a nation specializes in, look at its _____________. 
 
Exports: the goods and services that one nation produces and then _________ other 
nations. 
 
Imports: the goods and services that one nation ____________ other nations. 
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Balance of Trade: is the ____________ between exports and imports. 
 
Exports > Imports = ______________ 
 
Exports < Imports = ______________ 
 
The sheer volume of trade between nations of such different geographic, political and 
religious characteristics is proof that trade is beneficial. Without trade, many products 
would not be available on the world market. 
 
The Basis of trade 
 
Absolute Advantage: when a nation can produce a product ______________ than can 
another nation. This means producing more output per unit of input. 
 
See figure 17.2 
 
                                             Coffee                  Nuts 
Alpha                                       40                        8 
Beta                                          6                         6 
 
The production possibilities frontier shows that Alpha can produce 40 coffee or 8 nuts. 
Beta can produce 6 coffee or 6 nuts. Alpha then has an absolute advantage in both 
coffee and nuts. It won’t always work out where one nation has an absolute advantage 
in both goods. 
 
Even when one nation enjoys an absolute advantage in the production of all goods as in 
this case, trade between it and another nation is __________________. 
 
Comparative Advantage: the ability to produce a product relatively more efficiently, or 
at a ______________________. 
 
                                          Coffee           Nuts 
Alpha                                    40                  8 
Beta                                       6                   6 
 
Alpha gives up ⅕ of a nut for each coffee produced. Beta gives up 1 nut for each coffee 
produced. Which nation gives up fewer nuts for each coffee? 
 
Answer- _________ 
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On the other hand, Alpha gives up 5 coffee for each nut whereas Beta gives up 1 coffee 
for each nut. Which nation gives up fewer coffee for each nut? 
 
Answer-__________ 
 
Therefore Alpha should produce coffee and Beta should produce nuts. 
 
The only reason 2 nations would not trade with each other is if their opportunity costs 
are the same. 
 
Comparative advantage is based on the assumption that everyone will be better off 
producing what they do relatively best. The final result is that specialization and trade 
________________________. 

 

 
 

 
 
 

Figure 17.2a Figure 17.2bFigure 17.2aFigure 17.2a Figure 17.2bFigure 17.2b
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Try this example and see if you can solve it. 
 
                                       Wheat            coffee 
U.S.                                     3                     1 
Brazil                                  1                     4 
 
Which nation has the absolute advantage? 
 
Which nation has the comparative advantage? 
 
 
Barriers to International Trade 
 
Although international trade can bring many benefits, some people object to it because 
it can displace selected industries and groups of workers in the U.S. Historically, trade 
has been restricted in 2 major ways. 
 

 
 
1. Tariff: a ______ placed on imports to increase their price in the domestic market. 
 
2. Quota: a _________ placed on the quantities of a product that can be imported. 
 
 
The government levies 2 kinds of tariffs. 
 
Protective tariff: a tariff high enough to protect less efficient domestic industries. 
 
Example 
 
If a U.S. pencil costs $1 to make and a foreign pencil costs 35¢, then the foreign 
company has a cost advantage. A tariff of 95¢ raises its cost to $1.30 which is now more 
than the American pencil. The result is that the domestic pencil industry is protected 
from being undersold by the foreign one. 
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Revenue tariff: a tariff high enough to generate revenue/money for the government 
without actually prohibiting imports. 
 
Example 
 
If the tariff on the imported pencil was 40¢, the price of the import would now be 75¢, 
or 25¢ less than the American pencil. In this case the tariff raises revenue rather than 
protects the domestic producer. 
 
Traditionally, tariffs were used more for revenue than for protection. From the Civil war 
to 1913 tariffs provided about ½ of the government’s total revenue. In 1913, the federal 
income tax was passed which gave the government a new and more lucrative source of 
revenue. Modern tariffs, also called ______________, now account for a small portion 
of total government revenue. 
 
Dumping: selling products abroad at less than it cost to produce them at home. This 
tactic can be used to gain a foothold in the other countries domestic market. This is 
illegal in the U.S. 
 
Other barriers include: 
 

 ________________________________ 
 

 _______________________ 
 

 _______________________ 
 

 _________________________________________________ 
 

 ___________________ 
 
 
People will typically fall on one side or the other when it comes to trade. 
 
Protectionists favor trade barriers that protect domestic industries. 
 
Free traders favor fewer or even no barriers or restrictions on trade. 
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Arguments For Protection 
 
1. National Defense: protectionists argue that without barriers a country could become 

so specialized that it would end up becoming ______________ on other nations for 
things it needs during times of crisis. 

 
2. Infant Industry: the belief that a _____ or emerging  industry should be protected 

from foreign competition until it can gain strength and experience. Many people are 
willing to accept this argument, but only it protection is eventually removed. 

 
3. Protecting Domestic Jobs: this argument is used more than any other. Tariffs and 

quotas must be used to protect domestic jobs from __________________. In the 
short run this might provide temporary protection, but in the long run industries that 
find it hard to compete today will find it even harder to compete in the future unless 
they change the way they do business. Our profit and loss system rewards the 
efficient and well managed, while eliminating the inefficient and the weak. 

 
4. Keeping Money at Home: protectionists argue that limiting imports will keep 

American money in the U.S. instead of allowing it to go abroad. Free traders point 
out that dollars that go abroad generally come back again from U.S. exports. 

 
Balance of Payments: the difference between the money a country pays out to, and 
receives from, other nations when it engages in international trade. 
 
Free Trade Movement 
 
In 1930 the U.S. passed the ___________________, one of the most restrictive tariffs in 
history. When other nations retaliated, trade nearly came to a halt. In 1934 the U.S. 
passed the Reciprocal Trade Agreements Act which allowed it to reduce tariffs up to 
50% if other nations agreed to do the same. 
 
In 1947, 23 nations signed the General Agreement on Tariffs and Trade (GATT). It 
worked to do away with import quotas and increase free trade. More recently, GATT 
has been replaced by the WTO or World Trade Organization. 
 
World Trade Organization: an international agency that administers previous GATT 
trade agreements, settles trade disputes between governments, organizes trade 
negotiations and provides technical assistance and training for developing nations. 
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In recent years regional trade agreements or trading blocs have developed. Here are 3 
examples. 

 
1. North American Free Trade Agreement (NAFTA): this is an agreement to liberalize 

trade by reducing tariffs among the U.S., Canada and Mexico. 
 

 
 
2. European Union (EU): a group of European nations banding together to reduce trade 

barriers. The EU is a single market where workers, money and goods and services can 
move between borders. Citizens hold common passports, can vote in European 
elections, and can travel anywhere in the EU to work, shop, save or invest. In 2002 
the EU introduced a single currency, called the euro, to replace the majority of 
individual currencies. 
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3. Association for Southeast Asian Nations (ASEAN): a 10 nation group working to 

promote regional peace and stability, and accelerate economic growth and liberalize 
trade policies. 

 

 
 
Financing and Trade Deficits 
 
Trade between nations is similar to exchange between individuals. The major difference 
is that each nation has its own __________________ which makes the exchange more 
complicated. 
 
Foreign Exchange: foreign currencies used to facilitate trade are bought and sold in the 
foreign exchange market. The market includes banks that help secure foreign currencies 
for importers, as well as banks that accept foreign currencies from exporters. 
 

 
 
The ________________ is the price of one nation’s currency in terms of another 
nation’s currency. 
 
The best place to find exchange rate information is in a large daily newspaper or on the 
internet. 
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See figure 17.4  for an exchange rate table example. 

 

 
 

 

vs.     
Example 
 
If 1 British pound = $1.58, then business suits valued at 1,000 pounds in London would 
cost an American importer $1580 each. The U.S. firm would go to an American bank and 
buy 1,000 pounds for $1580 plus a small service fee. 
 
A Short History on Exchange Rates 
 
Today, 2 kinds of exchange rates exist- fixed and flexible. For most of the 1900’s the 
world depended on fixed exchange rates. This system was popular when the world was 
on a gold standard. A certain amount of a nation’s money supply was backed by gold 
deposits. If a country allowed its money supply to grow too fast and its money was 
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spent on imports, the country receiving the currency had the right to demand that it be 
converted into gold. 
 
Because no country wanted to lose its gold reserves, each country worked to keep its 
money supply from growing too fast. This worked until the 1960’s when the U.S. 
developed a huge appetite for imports. As dollars began to pile up in the rest of the 
world, many countries wondered whether the U.S. would honor its promise. 
 
France and several other countries started redeeming their dollars for gold which 
drained our gold reserves. In 1971 President Nixon announced the U.S. would no longer 
redeem foreign held dollars for gold. At this point, the world monetary system went to a 
floating or flexible rate system. 
 
Fixed Exchange Rate: a system under which the price of one currency is ________ in 
terms of another currency, so that the rate does not change. 
 
Flexible Exchange Rate: a system that uses the forces of __________________ to 
establish the value of one nation’s currency relative to another nation’s currency. 
 

 
 
Example 
 
Suppose initially that 4DM = $1.00 or conversely 1DM = 25¢. This is the exchange rate. 
Say that an American car dealer wants to import Volkswagens that can be bought for 
12,000 DM in Germany. To obtain 1 car the American importer would have to sell 
$3,000 in the foreign exchange market to obtain the 12,000 DM needed to buy the car. 
 
This will increase the __________ of dollars and increase the ___________ for DM’s. 
Eventually, the U.S. demand for foreign goods will push the value of the dollar down to 
say 2 DM = $1.00. Likewise, the price of Dm’s will rise to 50¢. Now the price of each 
Volkswagen has risen to $6,000 making it much less competitive. 
 
Excessive imports will cause the value of the dollar to decline, making imports cost 
more. At the same time American goods will become cheaper to people in Germany. 
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1Dm = 25¢ now becomes 1DM = 50¢ so Germans can buy more dollars with each DM 
and therefore more of our stuff. 

 
 
Key Point- When the dollar _________ or ______________, U.S. exports will _______ 
and imports will _______. 
 
Conversely, when the dollar ___________ or ______________, U.S. exports will ______ 
and imports will _______. 
 
A weak dollar then moves the U.S. toward a trade surplus, (X > M). 
 
A strong dollar moves the U.S. toward a trade deficit, (X < M). 
 
A weaker dollar causes unemployment to rise in import industries as imports become 
more expensive. It also causes unemployment to fall in export industries as their goods 
become more competitive. Eventually, the dollar will get stronger again as foreigners 
sell their currencies in order to buy dollars thereby reversing the pattern of 
unemployment. 
 
Factors Causing Changes in Exchange Rates 
 

 Tastes and preferences 
 National income 
 Relative price levels 
 Relative interest rates 

Figure 17.5a Figure 17.5bFigure 17.5aFigure 17.5a Figure 17.5bFigure 17.5b


