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EJ Reasons for Interr

International trade is the exchange of
goods and services between countries. An
import is the purchase of a good or service
made overseas and an export is the sale of 2
good or service made at home.

There are a variety of reasons why nations
trade, but most importantly, there are two

reasons: domestic non-availability of resources

ational Trade

International Trade

and the principle of comparative advantage®. A
nation trades because it lacks the climate, raw
materials, specialist labor, capital, technology,
etc. needed to manufacture a particular good.
A nation also trades because it wants to
maximize its economic wellbeing even if it has
the resources for the goods and services they
need®.

Generally speaking, wealth is produced with three main resources, i.e., natural

resources, capital, and labor. Natural resources include land, raw materials, water, and

other natural things, such as living species in air, in sea, and on land. It is not difficult

to see that these resources are distributed unevenly around the world, and this uneven

distribution of resources is one of the basic reasons why nations began and continue to

trade with each other.

(1) Climatic conditions and terrain

Climatic conditions and terrain are very important for agricultural produce. The

difference in these factors enables some countries to grow certain plants and leaves

other countries with the only choice to import the produce they consume”. For

(@) The concept of comparative advantage will be explained in this chapter under the economic reasons of international

trade (P3).

@ The concept of comparative advantage explains how the wellbeing is maximized.
(3) The difference in these factors enables some countries to grow certain plants and leaves other countries with the

only choice to import the produce they consume.

enable: to make possible or easy, enable sb to do sth, {5 \RESE/ZF H S
leave sb with sth: 245 \¥3 TR, e.g., My experiences have left me with the impression that ...
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example, Colombia and Brazil have the ideal climate for growing coffee beans and
therefore have the opportunity to export coffee beans and coffee to other countries
worldwide. Another example is that the US Great Plains states” have the ideal climate
and terrain for raising wheat. This has made the US a big wheat exporter.

(2) Natural resources

Some countries are the major suppliers of certain natural resources because
the distribution of natural resources around the world is somewhat haphazard. The
Middle East, for instance, has rich oil reserves and is the main source of oil supply to
the world. It has close to 70% of the world’s total reserves and produces about 40% of
the world total output. Over 2/3 of the oil that Western Europe and Japan consume is
imported from the Middle East, and the US military oil consumption in Europe and
Asia is largely purchased from that area, too.

(3) Technologies and labor
The US, Japan, and many European countries have strong research and
development capabilities and advanced technologies. They also have skilled workers
who are able to manufacture sophisticated equipment and machinery such as jet
aircrafts. Other countries, who do not have enough number of well-trained engineers

and workers, must import equipment from these countries.

(4) Capital resources
Capital is in fact a produced wealth that has been cumulated over the years of
economic development. For many reasons, capital favors certain economies and
rejects others. Because of the lack of capital, many developing countries are unable
to modernize their industries and economies with advanced machinery, equipment,
and plant they are not yet able to manufacture. This has given rise to the need for
developing international trade®.

(5) Geographic location and transport costs
There are many examples of countries developing close economic relationships

chiefly because they are geographically close to each other. Sino-Japanese trade

@ Great Plains states (£3&H#8 K FJf): a central North America region that includes all or portions of 10 US states
(Montana, Wyoming, North Dakota, South Dakota, Nebraska, Colorado, Kansas, New Mexico, Oklahoma and
Texas) and 4 Canadian provinces, covering an area of about 2,900,000 sq km. A high plateau of semiarid grassland,
this region produces the major proportion of wheat grown in both the US and Canada and is also an important
cattle- and sheep-herding area.

5) This has given rise to the need for developing international trade.
give rise to: be the cause of, f& - HIJRH; 5lk; F3L
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relationship is to some degree determined by geographic proximity and low transport
cost despite the somewhat difficult political relationship due to historical reasons. The
US and Canada have a very close trade relationship because they share a long border
with each other. EU may be another example for us to understand how geographic
proximity contributes to the economic relationship between countries.

(6) Insufficient production
Some countries cannot produce enough items they need. The UK, for instance,
has only 1.2% of its labor force engaged in food production and produces roughly
60% of its food needs®. It has to import roughly US$25 billion annually, accounting
for 30%—40% of total food requirements, primarily fruits and vegetables.
Many developing countries do not have enough manufactured goods they need

and therefore have to import them.

In addition to getting the products they need, countries also want to gain
economically by trading with each other. This is made possible by varied prices for the
same commodity around the world, reflecting the differences in the cost of production.

(1) The principle of absolute advantage
In his work The Wealth of Nations (1776), Adam Smith® assumed that each
country could produce one or more commodities at a lower real cost than its trading
partners. It then follows that each country will benefit from specialization in those
commodities in which it has an “absolute advantage”®, (i.e., being able to produce
at a lower real cost than another country), exporting them and importing other

commodities which it produces at a higher real cost than another country.

® The UK, for instance, has only 1.2% of its labor force engaged in food production and ...

be engaged in: work at, be busy with, %+ {EH -89

Adam Smith, £ - ## (1723-1790), Scottish political economist and philosopher

Adam Smith has become famous by his influential book An Inquiry Into the Nature and Causes of the Wealth
of Nations (The Wealth of Nations) (1776) ( { EIRW & BITEFAEK R ) . &k (EEi) ). The book
has become so influential since it did so much to create the subject of political economy and develop it into an
autonomous systematic discipline. It was the first and remains the most important book on the subject of political
economy until present day.

It then follows that each country will benefit from specialization in those commodities in which it has an “absolute
advantage” ...

follow: to result as an effect, occur as a consequence, {Eh%E 5% 4%

Note the construction of the sentence: the notional subject (that each country ... an “absolute advantage”) is placed
at the end of the sentence, and the nominal subject position is filled by the anticipatory pronoun “it”.

@

)



Absolute Cost Example

] § bor Reg d to Prod
Cloth (1 bolt) Wine (1 barrel)

30 120

100 20

From this example, we can see clearly that Scotland should specialize in the
production of cloth on which it has a cost advantage. Instead of spending 120 days
of labor to produce a barrel of wine, Scotland should import wine from Italy where
a barrel of wine is produced with only 20 days of labor. Similarly, Italy should

concentrate on the production of wine and import cloth from Scotland.

(2) The principle of comparative advantage

David Ricardo®, in his work On the Principles of Political Economy and Taxation
(1817), showed that absolute cost advantages are not a necessary condition for two
nations to gain from trade with each other. Instead, trade will benefit both nations
provided only that their relative costs, that is, the ratios of their real costs measured
by labor-hour or another commodity, are different for two or more commodities®.
In short, trade depends on differences in comparative cost or opportunity cost, and
one nation can profitably trade with another even though its real costs are higher (or
lower) in every commodity.

A country has a comparative advantage if it can make a product relatively more
cheaply than other countries. A country should make the product that yields it the
greatest advantage or the least comparative disadvantage. This theory is the basis of
specialization and trade.

)

David Ricardo, KT - Z=5Z[&] (1772-1823), British economist who gave systematized, classical form to the rising
science of economics in the 19th century

Ricardo formalized the “classical” system of political economy more clearly and consistently than anyone before
had done and took economics to an unprecedented degree of theoretical sophistication. In arguing for free trade,
Ricardo formulated the idea of comparative costs, today called comparative advantage. Comparative advantage —
a very subtle idea — is the main basis for most economists’ belief in free trade today. In fact, the international trade
theory was Ricardo’s greatest contribution. In his formidable treatise, On the Principles of Political Economy and
Taxation (1817) ( (BLIGZHr: BIRELERE Y ), Ricardo articulated and integrated a theory of value into his theory of
distribution.

Instead, trade will benefit both nations provided only that their relative costs, that is, the ratios of their real costs
measured by labor-hour or another commodity, are different for two or more commodities.

Note that when we say that commodities are cheap or expensive in the context of comparative advantage, we mean
in comparison to the prices in some other countries whose resource endowment is different from that of the first
country. That is, we are comparing relative prices, or price ratios, in the two countries.



Comparative Cost Example

Rice (R)

Dutp
~ Copper (C) |

2

4
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1R:2C or 1/2R:1C

1

1

1R:1C

]

Assuming that both countries spend the same amount of labor (cost of

production) for both products, we can see clearly that Country A is more efficient in

both products than Country B. However, as we have seen, the price of one product

in terms of the other or the opportunity costs of rice and copper are different in A

and B. In such a case, there should be a gain for both countries if they trade with

each other.

Suppose that Country A concentrates on producing copper and Country B on

rice. Country A produces eight units of copper and Country B two units of rice.

Further assume that they will use half of their output to exchange for the other

commodity they need but do not produce. If we look at the costs of each country, it

seems both of them, as the following table shows,

produce themselves.

can get twice as much as they can

Qua O ed Atte ading
: Rice (R) Copper (C) — 4
(4) 4 1R:1C
1 (2) 1R:2C or 1/2R:1C

But a second look reveals that the transaction cannot be concluded since these

two countries are using two different rates of exchange. It is likely that a buyer wants
to pay $50 for a watch while the seller asks for $100. However, the trade can still be
meaningful as long as the following is achieved.

Qua Owned A ading
; Rice Copper
2<X<4 4
i) 1<¥=2 —'

And in order to conclude the deal, there should be one common rate: X/4="1/Y or XY=4.

For example, if X=3, then Y=1.33, meaning Country A gets 1.0 more of rice and

Country B gets 0.33 more of copper; if Y=1.5, then X=

2.67, meaning Country B gets
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0.5 more of copper and Country A gets 0.67 more of rice.

There can be many other combinations for X and Y, but both Country A and
Country B can gain by trading with the other country. Note in particular that Country
B, which is less efficient in both products, also gains from the trade. In conclusion,
the principle of comparative advantage holds that each country will specialize in the
production and export of those goods it can produce at relatively low cost (in which it
is relatively more efficient than other countries); conversely, each country will import
those goods it produces at relatively high cost (in which it is relatively less efficient
than other countries).

3) Political reasons

Political objectives can sometimes outweigh economic considerations between
countries. One country might trade with another country in order to support the
latter’s government which upholds the same political doctrine. Trade with some
countries might be banned or restricted just not to benefit a government with political
disagreements.

Even within a country, domestic political reasons can provide an important motive
for leaders to promote international trade and abide by international trade rules. For
example, too much protection may negatively affect the economy and lead voters to seek
new leaders while the economic gains from international trade, on the other hand, can
help leaders gain support among the social groups and remain in power. '

In short, motivations for countries to trade or not to trade with each other and to
maintain lower or higher trade barriers can come not just from economic factors or
international pressures, but also from international and domestic political needs.

For one thing, countries trade because there is a cost advantage from production
efficiency as demonstrated in the principle of comparative advantage. Further, the prices
fall because trade allows firms to produce further down along the average cost curve” and

@ Average cost is equal to total cost divided by the number of goods produced. It is also equal to the sum of average
variable costs (total variable costs divided by Q) plus average fixed costs (total fixed costs divided by Q). Because
fixed costs are all incurred before any production takes place, a typical average cost curve will have a U-shape due
to economies of scale before a certain quantity of production (as the fixed cost is allocated to more number of
goods produced) and diseconomies of scale after that quantity of production as marginal costs increase.
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that means a lower per unit cost of production. This implies that each product is being
produced more efficiently. In addition, competition in the world market remains strong
and constant and it forces profit to zero® for each firm and that implies that the efficiency

improvements are passed along to consumers in the form of lower prices.

2) Greater variety with goods coming from more countries

Anyone who has experienced China’s trade development in the past decades can tell
the changes in the variety of both capital goods and consumer goods. These changes have
not only increased the productivity of our industries but also improved the quality of our
life. Consumers have a more satisfying collection of goods and services from which they
can choose and consumption efficiency is thus improved.

3) Wider market with increasing number of trading partners

International trade can greatly expand the market. The expansion enables
manufacturers to take advantage of economies of scale in both research and production.
Besides, since markets around the world are often in different development stages, newly
expanded markets can help extend the life of products. A product outdated in one market
may be sold like hot cakes in another.

4) Growth of economy

Foreign trade has become more and more important for many countries as it creates
jobs that have economic, social, and political significance. Thus, countries have attached
increasing importance to foreign trade. For economies that are highly dependent
on foreign trade, it is crucial for them to keep foreign trade growing to ensure the
development of the economies, the creation of jobs, and the stability of political situation.

1) Trade protectionism

Despite the benefits that all countries can receive from international trade, free trade

@@ it forces profit to zero
“Zero” here means “the lowest point or degree”, not “nothing”.



never comes easy and protectionism is not uncommon despite the cost. The argument
against trade protectionism is based on the benefits of international trade we just discussed.

Here are some of the arguments and practices that support trade protectionism.

(1) Reasons for trade restrictions

First, many countries want a diversified economy to be less dependent on foreign
countries both economically and politically. In addition, it is crucial for countries to
protect their vital industries, which are strategically related to stability and economic
development. For instance, during 18th and 19th centuries, Britain’s production cost
of cotton products was greater than that of China and India, but Britain protected and
continued to develop its textile industry. Right after World War 11, Japan’s cost of steel
industry was greater than that of the US. Now the US’ cost of steel production is bigger
than Japan’. Yet neither of them has allowed free competition in this crucial industry.

Second, there is an infant industry argument which maintains that a new industry
needs to be protected until the labor force is trained, the production techniques are
mastered and the operation becomes large enough to enjoy the economies of scale
and to be able to compete in the market™. It is not fair to let an industry in its infant
stage in one country to compete with a mature industry in another country.

Third, the unfair competition argument claims that protection is needed when
foreign firms receive subsidies or other government benefits and sell goods abroad at
below-cost price to capture a market.

Fourth, domestic jobs need to be protected from cheap foreign labor, especially
for labor-intensive” industries such as textile industry, since employment is crucial to
a country’s stability.

Fifth, some countries impose restrictions on import in order to maintain a
balance of trade and balance of payments. This is important to the country’s stability
in their financial markets.

Last, there are pure political reasons. There have been always examples that some
countries refuse to do business with other countries because of political reasons. Arab
nations, for instance, did not trade with Israel for many years in history. Today, only

13 Second, there is an infant industry argument which maintains that a new industry needs to be protected until the

labor force is trained, the production techniques are mastered and the operation becomes large enough to enjoy
the economies of scale and to be able to compete in the market.

Infant industry: newly begun or formed industry

Infant industry argument came into existence in the US in the 18th century. It was later used by developing countries
in protecting their manufacturing industries from imports during the early stages of industrialization.

labor-intensive: a word used to describe a process or industry that requires large amounts of human effort to
produce goods. A good example is the hospitality industry such as hotels and restaurants. On the other hand, the
word capital-intensive is used to describe industries that require large investments in capital assets to produce their
goods, such as the automobile industry.



