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In the real world today, it seems that there
is no such thing as a national economy any
more. Virtually everything depends on the
smooth functioning of the -international econo-
my. We produce things and trade them to other
countries, other countries do the same, and ev-
erybody gains. What is directly related with
trade is the manner in which this process is fi-
nanced. This is what is known as international fi-
nance , which is one of the most complicated ar-
eas in all of economics. ‘International finance af-
fects our lives in many ways when international
trade takes place. As the world has become in-
creasingly internationalized and interdependent.
no one nowadays can escape the unpredictable

changes of international finance.

[. WHY WE NEED INTERNA-
TIONAL TRADE

International trade has a long history. As
far back as ancient times, nations have traded.
There are several reasons for trade. One is, o

course, that everyone gains or at least perceive:
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that they gain from the process. Otherwise, it
wouldn’t happen. Perhaps a more important rea-
son is that all nations are interdependent. No na-
ilon can be self-sufficient —independent from in-
ternational trade—without great sacrifices.

Although the United States ,for example,
is one of the more self-sufficient countries in the
world, it depends on imports to a large extent.
About nine percent of the goods and services
used by Americans in 1975 were imported. These
imports came to nearly $ 127 billion, and in-
cluded much of the oil and many of the metals
and raw materials needed to run the economy.
They also included many of the foods and many
of the cheaper consumer goods ( toys. shirts,
motorcycles. and small cars) needed to keep the
cost of living under control.

Every nation needs imports, some albeit
more than others, It follows then that if a nation
needs imports. it also needs exports because
there is no other way to pay for imports. All na-
tions, therefore, need imports and exports. In
other words, they need international trade. This
sort of trade is based on international specializa-
tion —one country producing more of a commodi-
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ty than it uses itself and selling the remainder to
other countries. The gains from international
trade are the same as the gains from any other
kind of trade. When people specialize , productivi-
ty is increased. And when they trade, their in-
comes are higher as is overall consumption.

In one sense, international trade is very
simple: each nation specializes in whatever it can
produce the most efficiently and trades the re-
sulting product to someone else for whatever it
does best.- Given that the distribution of skills
and national resources is not the same through-
out the world, everyone gains from the process.
But in another sense, the process is quite com-
plicated. That’s because everyone’s self-interest
is involved.

Chances are you don’ t make your own
shoes or clothing. Instead ,you specialize in doing
whatever you can do best and you sell your ser-
vices (your labor) or your product in the market-
place. So either directly or indirectly, you trade
with others and both you and they are presum-
ably better off for it. Almost no one —neither na-
tion nor individual —is self-sufficient, and no na-
tion these days tries to get along without inter-
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national trade.

International specialization is based on abso-
lute advantage and comparative advantage,
which are the two alternative theories of interna-
tional specialization. Both theories explain how
international trade does — or should — function,
1. e, attempting to determine which goods a coun-
try should produce for itself and export to other
countries and which goods it should import from
other countries.

The theory of absolute advantage holds that
a good will be produced in that country where it
costs least in terms of real resources. If a country
exports wheat, it is because the resource costs of
producing wheat ( capital, land and labor) are
lower there than in the countries with which the
country trades.

With rare exceptions, almost any nation can
produce any two given products. Steel and
wheat, bananas and refrigerators, and guns and
butter are but a few of the more obvious exam-
ples. The same nation can also choose to produce
steel or wheat, bananas or refrigerators, or guns
or butter. The problem comes in deciding on
what combination to produce.
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Obviously, if you are efficient at producing
steel and need wheat (as, for example, Ger-
many, Japan, and South Korea do), then you
should produce steel and trade it to someone (for
example, the United States, Canada, or Ar-
gentina, who are efficient at producing wheat).
Or if (like Central America) you are efficient at
producing bananas, but need refrigerators, then
you’ll certainly want to leave the production of
refrigerators to someone else ( such as the Uni -
ted States, which is good at it) and put your ef-
forts into bananas. These are examples of what
is called absolute advantage. In such a case, ev-
eryone gains from specializing and trading inter-
pationally.

In order to demonstrate absolute advantage
in a more specific way, let us assume that both
the United States and Chile can choose to pro-
duce wheat and copper. if all U. S. resources
went into wheat production, then it could pro-
duce 12 units of wheat, whereas Chile could only
produce 3 units. On the other hand,Chile, with
its abundant resources, could produce 12 units
of copper. But even if it gave up completely on
copper and put all of its efforts into producing
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wheat, it could only produce 3 units of wheat.
We can easily see that the United States has a
clear absolute advantage over Chile in wheat
production.

Now, since both countries need wheat and
copper, if no trade exists and each is going it
alone, they would have to divide their efforts be-
tween the two, let’s say, for simplicity, into a
50-50 split. Under those conditions, the United
States would be producing 6 units of wheat and
1. 5 units of copper. Chile would produce the op-
posite: 1.5 units of wheat and 6 units of copper.
Between the two 7. 5 units of wheat and 7. 5 u-
nits of copper would be produced.

It’s obvious by now that each country can
gain a lot by specializing in what it does best and
trading to the other. If the United States puts all
of its effort into wheat production,it can produce
12 units, while if Chile produces only copper, it
can produce 12 units. Then they do a bit of trad-
ing. The total production of wheat and copper is
now 12-+12,0r 24 units, whereas without trade,
it was only 7. 54 7. 5,0r 15 units, So clearly it
would seern that everyone is better off when the
two countries specialize and trade.
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The point of all this is that countries can
gain from specializing and trading. Productivity
is increased, incomes are higher because more is
sold, costs are lower,and consumption is high-
er. Everybody gains {from international trade
when absolute advantages exist, or at least that
would certainly seem to be the case.

The theory of comparative advantage, how-
ever, challenges this idea. It states that a-good
will be produced in that country where its cost is

least in terms of the other goods that might have
been produced with the same resources. Given
the poor quality of much of its soil, little capi-
tal, and the low technical skills of its agricultur-
al works, an African country may actually not
be very good at growing peanuts by current
world standards. But it may have almost no ca-
pability at all in producing steel, so that it must
give up the production of only a small proportion
of steel in order to grow lots of peanuts. Under
these circumstances, it makes sense far the
country to export peanuts and to use the earn-
ings to import steel: The country produces
peanuts rather than steel not because it is more
productive than the rest of the world in growing
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peanuts (or has an absolute advantage), but be-
cause it is relatively more productive in growing
peanuts than in producing steel (or has a com-
parative advantage).

But what if a country is efficient at produc-
ing both peanuts and steel?Is there then any rea-
son for it to trade with another country? In fact,
both countries can still gain from trade so long
as even just a comparative advantage exists. Let
us think, for example, about trade between the
United States and Argentina. Both are good at
producing beef and wheat, yet the two countries
still trade beef and wheat , even though the
United States is more efficient at producing
both. Why? Because with specialization, there
are still advantages in trading;otherwise, trade
obviously wouldn’t occur.

Assume that the United States can produce
12 units of beef or 3 units of wheat. Argentina,
however, can produce 2 units of beef or 1 unit of
wheat. So if the United States specializes in beef
and sells it to Argentina and Argentina special-
izes in wheat and sells some to the United
States, both countries still gain. We can best
think of comparative advantage in terms of op-
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portunity cost—the amount of one good that has
to be given up in order to produce the other
good. The relative prices of beef and wheat in the
two countries are different. In the United States,
beef and wheat trade at a 4 : 1 ratio, while in
Argentina the beef-wheat cost ratiois 2 : 1, so
—compared to wheat —beef is more expensive in
Argentina than in the United States. Therefore,
trade still makes sense. By trading, Argentina
gets a unit of beef at the U.S. cost of 1/4 unit of
wheat, whereas, by producing it at home, it
would have cost 1 / 2 unit of wheat . And the
United States gets each unit of wheat at a cost of
2 units of beef whereas producing it at home
costs 4 units of beef.

This example illustrates a general rule of in-
ternational trade, Where comparative advantage
exists, two trading partners are both able to
share in the gains from trade. That is, there will
always exist some ratio of exchange between
products that will permit both countries to con-
sume more of one commodity without having to
consume less of the other. The exact ratio at
‘which trade will actually occur depends on many
factors—the full range of production conditions,
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