Names (print):_________________________ ____________________________

Three Goods Worksheet – Version 1
Due: ____________________



Please refer to pages 26-30 of the Krugman/Obstfeld text.
	Unit Labor Requirements in Three Industries (hours/unit)

	 
	Shoes
	Tea
	Umbrellas

	Home
	2
	3
	4

	Foreign
	8
	6
	5

	Relative prod: a*L/aL
	4
	2
	1.25


1. Use the Ricardian model of international trade to answer the following questions. The table above shows the number of hours of labor necessary to produce one unit of each good.
a. Which country has absolute advantage in which good and why?

Home has an absolute advantage Shoes, Tea, and Umbrellas because they can produce them more efficiently (fewer hours per unit or greater output per hour).
b. Complete the Chain of Comparative Advantage by listing the goods in ascending order of relative productivity: Compute the relative productivities (a*L/aL) for each good as shown.
	The Chain of Comparative Advantage

	Goods 
	Umbrellas
	Tea
	Shoes

	Relative prod: a*L/aL
	1.25
	2
	4


c. The Relative Demand (RD) for Labor shown below has horizontal segments at certain relative wages. Label these. Assume that Home has 2 billion hours of labor per year and that Foreign has 10 billion hours of labor per year. Use this information to draw the Relative Supply line below. What is the equilibrium relative wage? Which country has comparative advantage in each good? 


Next, as in Figure 2.5, page 30, the relative supply of labor is L/L* = 2/10 = 0.2
This vertical RS of labor will cut the RD for labor on the downward sloping segment between T and S. 
Hence w/w* = 3 (approximately); the wage rate in Home is three times the wage in Foreign. 
The relative wage divides the chain of comparative advantage into groups of goods that Foreign will export and the goods that Home will export. 

For example, in Umbrellas Home’s productivity is 1.25 times Foreign’s. However, Home’s absolute advantage in Umbrellas is offset by Foreign’s lower wage (1/3 of Home’s), so Foreign has a comparative advantage in U. In Shoes, however, Home’s productivity is 4 times Foreign’s; this absolute advantage exceeds Home’s higher relative wage (3 times Foreign’s), so Home has a comparative advantage in S.
As shown, Foreign has a comparative advantage in T, and U. Home has CA in S.

d. Assume that Foreign’s labor drops to 5 billion hours of labor per year while Home’s labor remains constant at 2 billion hours of labor per year. Describe the two reasons that the relative quantity of labor demanded in Home will increase. 

The relative supply of labor (L/L*) shifts to the right, which will decrease the relative wage (w/w*). As  w/w* falls, goods produced in Home decline in relative price. This price decrease will cause consumers to purchase relatively more of the now less expensive shoes. If the shift in RS (L/L*) is large enough, then Home will gain comparative advantage in Tea, causing a large increase in the quantity of labor demanded in Home (and a correspondingly large decrease in Foreign). If drawn carefully, your graph should show that comparative advantage in Tea has shifted to Home due to the increase in RS.

The two reasons for the increase in relative demand for labor in Home are: (1) Shoes are now relatively less expensive. People buy relatively more S. Home needs more S workers. (2) Home is now producing ( and even exporting) T. There is a large increase in the relative quantity of labor demanded in Home.
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