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Unit 1

Text A International Trade Theory
(B &HE®)

Charles W. L. Hill

MERCANTILISM

The first theory of international trade emerged in England in the mid-16th century.
Referred to as mercantilism, its principle assertion was that gold and silver were the
mainstays of national wealth and essential to vigorous commerce. At that time, gold
and silver were the currency of trade between countries; a country could eam gold and
silver by exporting goods. By the same token, importing goods from other countries
would result in an outflow of gold and silver to those countries. The basic mercantilist
argument was that it was in a country’s best interests to maintain a trade surplus, to
export more than it imported. By doing so, a country would accumulate gold and sil-
ver and, consequently, increase its national wealth and prestige. As the English
mercantilist writer Thomas Mun put it in 1630:

The ordinary means therefore to increase our wealth and treasure is by foreign trade, wherein

we must ever observe this rule: to sell more to strangers yearly than we consume of theirs in

value.
Consistent with this belief, the mercantilist doctrine advocated government interven-
tion to achieve a surplus in the balance of trade. The mercantilists saw no virtue in a

large volume of trade per se. Rather, they recommended policies to maximize exports
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and minimize imports. In order to achieve this, imports were limited by tanffs and
quotas, and exports were subsidized.

An inherent inconsistency in the mercantilist doctrine was pointed out by the
classical economist David Hume in 1752. According to Hume, if England had a bal-
ance-of-trade surplus with France (it exported more than it imported) the resulting
inflow of gold and silver would swell the domestic money supply and generate inflation
in England. In France, however, the outflow of gold and silver would have the op-
posite effect. France’s money supply would contract, and its prices would fall. This
change in relative prices between France and England would encourage the French to
buy fewer English goods (because they were becoming more expensive) and the Eng-
lish to buy more French goods (because they were becoming cheaper). The result
would be a deterioration in the English balance of trade and an improvement in
France’s trade balance, until the English surplus was eliminated. Hence, according
to Hume, in the long run no country could sustain a surplus on the balance of trade
and so accumulate gold and silver as the mercantilists had envisaged.

Hume’s critique apart, the flaw with mercantilism was that it viewed trade as a
zero-sum game (A zero-sum game is one in which a gain by one country results in a
loss by another. ). It was left to Adam Smith and David Ricardo to show the short-
sightedness of this approach and to demonstrate that trade is a positive-sum game in
which all countries can benefit, even if some benefit more than others. We shall dis-
cuss the views of Smith next. Before doing so, however, we must note that the mer-
cantilist doctrine is by no means dead. For example, Jarl Hagelstam, a director at
the Finnish Ministry of Finance and a participant at the Uruguay Round of negotiations
on the General Agreement on Tariffs and Trade (GATT), whose purpose is to create
a more open and fair trading system, has observed that:

The approach of individual negotiating countries, both industrialized and developing, has been

to press for trade liberalization in areas where their own comparative competitive advantages are

the strongest, and to resist liberalization in areas where they are less competitive and fear that
imports would replace domestic production.
Hagelstam attributes this strategy by negotiating countries to a neomercantilist belief
held by the politicians of many nations. This belief equates political power with eco-
nomic power, and economic power with a balance-of-trade surplus. Thus the trade

strategy of many nations is designed to simultaneously boost exports and limit imports.
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ABSOLUTE ADVANTAGE

In his 1776 landmark book The Wealth of Nations; Adam Smith attacked the mercan-
tilist assumption that trade is a zero-sum game. Smith argued that countries differ in
their ability to produce gbods efficiently. In his time, for example, by virtue of their
superior manufacturing processes, the English were the world’s most efficient manufac-
turers of textiles. On the other hand, due to the combination of favorable climate,
good soils, and accumulated expertise, the French had the world’s most efficient wine
industry. Put another way . the English had an absolute advantage in the production
of textiles, while the French had an absolute advantage in the production of wine.
Thus, a country has an absolute advantage in the production of a product when it is
more efficient than any other country in producing it.

According to Smith, countries should specialize in the production of goods for
which they have an absolute advantage, and then trade these goods for the goods pro-
duced by other countries. In Smith’s time this suggested that the English should spe-
cialize in the production of textiles while the French should specialize in the production
of wine. England could get all the wine it needed by selling its textiles to France and
buying wine in exchange. Similarly, France could get all the textiles it needed by
selling wine to England and buying textiles in exchange. Smith’s basic argument,
therefore, is that you should never produce goods at home that you can buy at a lower
cost from other countries. Moreover, Smith demonstrates that by specializing in the
production of goods in which each has an absolute advantage, both countries benefit by
engaging in trade.

COMPARATIVE ADVANTAGLE

David Ricardo took Adam Smith’s theory one step further by exploring what might hap-
pen when one country has an absolute advantage in the production of all goods.
Smith’s theory of absolute advantage suggests that such a country might derive no bene-
fits from international trade. In his 1817 book Principles of Political Economy, Ricar-
do showed that this was not the case. According to Ricardo, it makes sense for such a
country to specialize in the production of those goods that it produces most efficiently
and to buy the goods that it produces less efficiently from other countries, even if this
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means buying goods from other countries that it could produce more efficiently itself.
The basic message of the theory of comparative advantage is that potential world
production is greater with unrestricted free trade than it is with restricted trade. More-
over, Ricardo’s theory suggests that consumers in all nations can consume more if there
are no restrictions on trade. This occurs even in the case of countries that lack an ab-
solute advantage in the production of any good. In other words, to an even greater de-
gree than the theory of absolute advantage, the theory of comparative advantage sug-
gests that trade is a positive-sum game in which all gain. As such, this theory pro-
vides a strong rationale for encouraging free trade. Indeed, so powerful is Ricardo’s
theory that it remains a major intellectual weapon for those who argue for free trade.

Some Simple Extensions of the Ricardian Model

Before moving on, let us explore the effect of relaxing two of the assumptions identified
above in the simple comparative advantage model. We shall relax the assumption of
constant retuns to specialization and the static assumption that trade does not change a
country’s stock of resources or the efficiency with which it utilizes those resources.
Diminishing Returns

The simple comparative advantage model developed in the preceding subsection as-
sumes constant returns to specialization. That is, the units of resources required to
produce a good (cocoa or rice) are assumed to remain constant no matter where one is
on a country’s production possibility frontier (PPF). Thus we assumed that it always
took Ghana 10 units of resources to produce one ton of cocoa. However, it is more re-
alistic to assume diminishing returns to specialization. The concept of diminishing
returns is simply that the more of a good a country produces, the greater the units of
resources that will be required to produce each additional item. In the case of Ghana,
for example, “whereas 10 units of resources may be sufficient to increase output of co-
coa from 12 tons to 13 tons, 11 units of resources may be needed to increase output of
cocoa from 13 to 14 tons, 12 units of resources to increase output of cocoa from 14
tons to 15 tons, and so on.

There are two reasons why it is more realistic to assume diminishing retums.
First, not all resources are of the same quality. As a country tries to increase its out-
put of a certain good, it is increasingly likely to draw upon more marginal resources
whose productivity is not as great as those initially employed. The end result is that it
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requires ever more resources to produce an equal increase in output. For example,
some land is more productive (fertile) than other land. As Ghana tries to expand its
output of cocoa, it might have to utilize increasingly marginal land that is less fertile
than the land it originally used. As yields per acre decline, Ghana must use ever
more land to produce one ton of cocoa.

A second reason for assuming diminishing returns is that different goods typically
use resources in different proportions. For example, imagine that growing cocoa uses
more land and less labor than growing rice, and that Ghana tries to transfer resources
from rice production to cocoa production. The rice industry will release proportionately
too much labor and too little land for efficient cocoa production. To absorb the addi-
tional resources of labor and land, the cocoa industry will have to shift toward more la-
bor-intensive methods of production. The effect is that the efficiency with which the
cocoa industry uses labor will decline; retums will diminish.

The significance of diminishing returns is that it is not feasible for a country to
specialize to the degree suggested by the simple Ricardian model outlined earlier. Di-
minishing returns to specialization suggest that the gains from specialization are likely to
be exhausted before specialization is complete. In reality, most countries do not spe-
cialize, but instead, produce a range of goods. However, the theory predicts that it
is worthwhile to specialize up until that point where the resulting gains from trade are
outweighed by diminishing returns. Thus the basic conclusion that unrestricted free
trade is beneficial still holds, although due to diminishing returns, the gains may not

be as great as suggested in the constant retumns case.

Dynamic Effects anil Fconomic Growth
Our simple comparative advantage model assumed that trade does not change a
country’s stock of resources or the efficiency with which it utilizes those resources.
This static assumption makes no allowances for the dynamic changes that might result -
from trade. If we relax this assumption, it becomes apparent that opening up an econ-
omy to trade is likely to generate dynamic gains. These dynamic gains are of two sorts.
First, free trade might increase a country’s stock of resources as increased supplies of
labor and capital from abroad become available for use within the country. This is oc-
curring right now in Eastem Europe, where many Westem businesses are investing
large amounts of capital in the former Communist bloc countries.

Second, free trade might also increase the efficiency with which a country utilizes

its resources. Gains in the efficiency of resource utilization could arise from a number
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of factors. For example, economies of large-scale production might become available
as trade expands the size of the total market available to domestic firms. Trade might
make better technology from abroad available to domestic firms. In tum, better tech-
nology can increase labor productivity or the productivity of land. (The so-called green
revolution had just this effect on agricultural outputs in developing countries. ) It is al-
so possible that opening up an economy to foreign competition might stimulate domestic
producers to look for ways to increase the efficiency of their operations. Again, this
phenomenon is arguably occurring currently in the once protected markets of Eastern
Europe, where many former state monopolies are having to increase the efficiency of

their operations in order to survive in the competitive world market.

HECKSCHER-OHLIN THEORY

Ricardo’s theory stresses that comparative advantage arises from differences in produc-
tivity (the efficiency with which a country utilizes its resources to produce outputs) .
Thus, whether Ghana is more efficient than South Korea in the production of cocoa de-
pends upon how productively it uses its resources. Ricardo himself placed particular
stress on labor productivity and argued that differences in labor productivity between
nations underlie the notion of comparative advantage. Swedish economists Eli
Heckscher (in 1919) and Berti! Ohlin (in 1933) put forward a different explanation
of comparative advantage. They argued that comparative advantage arises from differ-
ences in national factor endowments. By factor endowments they meant the extent to
which a country is endowed with such resources as land, labor, and capital. Differ-
ent nations have different factor endowments, and different factor endowments explain
differences in factor costs. The more abundant a factor, the lower its cost. The
Heckscher-Ohlin theory predicts that countries will export those goods that make inten-
sive use of those factors that are locally abundant, while importing goods that make in-
tensive use of factors that are locally scarce. Thus the Heckscher-Ohlin theory attempts
to explain the pattern of intemational trade that we observe in the world economy. Like
Ricardo’s theory, the Heckscher-Ohlin theory argues that free trade is beneficial. Un-
like Ricardo’s theory, however, the Heckscher-Ohlin theory argues that the pattemn of
international trade is determined by differences in factor endowments, rather than dif-
ferences in productivity .

The Heckscher-Ohlin theory also has common-sense appeal. For example, the
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United States has long been a substantial exporter of agricultural goods, reflecting in
part its unusual abundance of large tracts of arable land. In contrast, South Korea has
excelled in the export of goods produced in labor-intensive manufacturing industries,
such as textiles and footwear. This reflects South Korea’s relative abundance of low-
cost labor. The United States, which lacks abundant low-cost labor, has been a pri-
mary importer of these goods. Note that it is relative, not absolute, endowments that
are important; a country may have larger absolute amounts of land and labor than an-
other country, but be relatively abundant in one of them.

THE PRODUCT LIFE-CYCLE THEORY

Raymond Vernon initially proposed the product life-cycle theory in the md-1960s.
Vemon’s theory was based on the observation that for most of the 20th century a very
large proportion of the world’s new products had been developed by U. S. firms and
sold first in the U. S. market (e.g., mass-produced automobiles, televisions, in-
stant cameras, photocopiers, personal computers, and semiconductor chips). To
explain this, Vemon argued that the wealth and size of the U. S. market gave U.
S. finms a strong incentive to develop new consumer products. In addition, the high
cost of U. S. labor gave U. S. fimns an incentive to develop cost-saving process in-
novations.

Just because a new product is developed by a U. S. firm and first sold in the
U. S. market, it does not follow that the product must be produced in the United
States. It could be produced abroad at some low-cost location and then exported back
into the United States. However, Vemon argued that most new products were initially
produced in the United States. Apparently, the pioneering firms felt that it was better
to keep production facilities close to the market and to the fimm’s center of decision
making, given the uncertainty and risks inherent in new-product introduction. More-
over, the demand for most new products tends to be based on nonprice factors. Con-
sequently, firms can charge relatively high prices for new products, which obviates
the need to look for low-cost production sites in other countries.

Vernon went on to argue that early in the life cycle of a typical new product,
while demand is starting to grow rapidly in the United States, demand in other ad-
vanced countries is limited to high-income groups. The limited initial demand in other

advanced countries does not make it worthwhile for firms in those countries to start
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producing the new product, but it does necessitate some exports from the United
States to those countries.

Over time, however, demand for the new product starts to grow in other ad-
vanced countries (e.g., Great Britain, France, Gemmany, and Japan). As it
does, it becomes worthwhile for foreign producers to begin producing for their home
markets. In addition, U. S. firms might set up production facilities in those ad-
vanced countries where demand is growing. Consequently, production within other
advanced countries begins to limit the potential for exports from the United States.

As the market in the United States and other advanced nations matures, the
product becomes more standardized, and price becomes the main competitive weapon.
As this occurs, cost considerations start to play a greater role in the competitive pro-
cess. One result is that producers based in advanced countries where labor costs are
lower than in the United States (e.g., Italy, Spain) might now be able to export to
the United States. '

If cost pressures become intense, the process might not stop there. The cycle by
which the United States lost its advantage to other advanced countries might be repeat-
ed once more, as developing countries (e.g., South Korea and Thailand) begin to
acquire a production advantage over advanced countries. Thus, the locus of global
production initially switches from the United States to other advanced nations, and
then from those nations to developing countries.

The consequence of these trends for the pattern of world trade is that over time
the United States switches from being an exporter of the product to an importer of the

product as production becomes concentrated in lower-cost foreign locations.

THE NEW TRADE THEORY

The new trade theory began to emerge in the 1970s. At that time a number of e-
conomists were questioning the assumption of diminishing retumns to specialization used
in intemational trade theory. They argued that in many industries, because of the
presence of substantial economies of scale, there are increasing returns to special-
ization. Put another way, as output expands with specialization, the ability to realize
economies of scale increases and so the unit costs of production should decrease. E-
conomies of scale are primarily derived by spreading fixed costs (such as the costs of

developing a new product) over a larger output. As an illustration, consider the
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commercial jet aircraft industry. The fixed costs of developing a new commercial jet
airliner are astronomical. It has been estimated that Boeing will have to spend $ 3
billion to develop its new 777 before it sells a single plane. The company will have to
sell at least 300 777s just to recoup these development costs and break even. Thus,
due to the high fixed costs of developing a new jet aircraft, the economies of scale in
this industry are substantial .

The new trade theorists further argue that due to the presence of substantial scale
economies, in many industries world demand will only support a few firms. This is
the case in the commercial jet aircraft industrv; estimates suggest that, at most,
world demand can profitably support only three major manufacturers. For example,
the total world demand for 300-seater commercial jet aircraft similar to Boeing’s 777
model will probably be only 1 500 aircraft over the 10 years between 1995 and 2005 .
If we assume that firms must sell at least 500 aircraft to get an acceptable retum on
their investment (which is reasonable, given the breakeven point of 300 aircraft),
we can see that, at most, the world market can profitably support only three finns!

The new trade theorists go on to argue that in those industries where the existence
of substantial economies of scale imply that the world market will profitably support on-
ly a few firms, countries may export certain products simply because they have a firm
that was an early entrant into that industry. Underpinning this argument is the notion
of first-mover advantages. Because they are able to gain economies of scale, the
early entranis into an indusiry may get a lock on the world market that discourages
subsequent entry. In other words, the ability of first-movers to reap economies of
scale creates a barrier to entry. In the commercial aireraft industry, for example,
the fact that Boeing, Airbus, and McDonnell Douglas are already in the industry and
have the benefits of economies of scale effectively discourages new entry.

This theory has profound implications. The theory suggests that a country may
predominate in the export of a good simply because it was lucky enough to have one or
more firms among the first to produce that good. This is at variance with the Hecksch-
er-Ohlin theory, which suggests that a country will predominate in the export of a
product when it is particularly well endowed with those factors used intensively in its
manufacture. Thus, the new trade theorists argue that the United States leads in ex-
ports of commercial jet aircraft not because it is better endowed with the factors of pro-
duction required to manufacture aircraft, but because two of the first movers in the in-
dustry, Boeing and McDonnell Douglas, were U. S. firms. It should be noted,
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however, that the new trade theory is not at variance with the theory of comparative
advantage. Since economies of scale result in an increase in the efficiency of resource
utilization, and hence in productivity, the new trade theory identifies an important
source of comparative advantage .

How useful is this theory in explaining trade patterns? It is perhaps too early to
say; the theory is so new that little supporting empirical work has been done. Consis-
tent with the theory, however, a recent study by Harvard business historian Alfred
Chandler does suggest that the existence of first-mover advantages is an important fuc-
tor in explaining the dominance of firms from certain nations in certain industries.
Moreover, it is true that the number of firms is very limited in many global industries.
This is the case with the commercial aircraft industry, the chemical industry, the
heavy construction-equipment industry, the héavy truck industry, the tire industry,
the consumer electronics industry, and the jet engine industry, to name but a few ex-
amples.

Perhaps the most contentious implication of the new trade theory, however, is
the argument that it generates for government intervention and strategic trade policy .
New trade theorists stress the role of luck, entrepreneurship, and innovation in giving
a firm first-mover advantages. According to this argument, the reason why Boeing
was the first mover in commercial jet aircraft manufacture—rather than firms like Great
Britain’s DeHavilland and Hawker Siddely, or Holland’s Fokker, all of which could
have been—was that Boeing was both lucky and innovative. One way Boeing was
lucky is that DeHavilland shot itself in the foot when its Comet jet airliner, introduced
two years earlier than Boeing’s first jet airliner, the 707, was found to be full of seri-
ous technological flaws. Had DeHavilland not made some serious technological mis-
takes, Great Britain might now be the world’s leading exporter of commercial jet air-
craft! Boeing’s innovativeness was demonstrated by its independent development of the
technological know-how required to build a commercial jet airliner. Several new trade
theorists have pointed out, however, that Boeing’s R&D was largely paid for by the
U. S. government; that the 707 was in fact a spinoff from a government-funded mil-
itary program. Herein lies a rationale for government intervention. By the sophisticat-
ed and judicious use of subsidies, might not.a government be able to increase the
chances of its domestic firms becoming first movers in newly emerging industries, as
the U. S. government apparently did with Boeing? [f this is possible, and the new

trade theory suggests it might be, then we have an economic rationale for a proactive



