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Unit 1 Reasons for International Trade

The volume of international trade has been growing more
quickly than the volume of world production since World War
II. Economists and other observers have proposed a variety of
reasons that countries would trade with each other. The rea-
sons generally focus on fundamental differences in supply and
demand between countries. The role of governments is usually
ignored. After the fundamental reasons are discussed, the role
of governments, especially in providing protection from im-
ports or subsidies to local production or export, is added.

The reasons for trade can be divided into those that focus
on supply differences between countries and those that focus
on the role of demand patterns. Differences in supply are cap-
tured in the various bases of comparative cost advantages. The
role of demand is most pronounced in the theory that focuses
on the importance of consumer preferences and differentiated

products.
Law of Comparative Advantage

The Law of Comparative Advantage was first formulated
1




in the nineteenth century by David Ricardo, building on work
by Adam Smith. The law states that production will be locat-
ed where it is relatively the cheapest. According to the Law of
Comparative Advantage, a country will specialize in producing
and will export those goods that it can produce cheaply rela-
tive to the costs of producing the goods in foreign countries
and will import those goods that it can produce only at rela-
tively high cost. Countries specialize somewhat in producing
various goods and then trade among themselves to satisfy local
consumption demands.

The initial applications of the Law of Comparative Ad-
vantage focused on the importance of climate and the availabil-
ity of natural resources as the basis for trade. Portugal would
be expected to export wine to England, and to pay for the
wine England might export cloth to Portugal. Zambia would
be expected to export copper ore, and the United States to
export wheat.

Heckscher-Ohlin Theory  Modern applications of the
Law of Comparative Advantage find the basis for trade in dif-
ferences in the availability of factors of production, such as
land, labor, and capital. Factors that are relatively abundant
in one country should tend to be relatively cheap in that coun-
try. Goods that use these abundant factors should then be re-
latively cheap to produce in that country. A modern statement
of the LLaw of Comparative Advantage is the Heckscher-Ohlin
Theory: a country tends to export those goods that are pro-
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duced with relatively intensive use of those factors of produc-
tion that are found in abundance in that country relative to
other countrics. Goods that require relatively intensive use of
relatively scarce factors are imported.

Although modern theories often consider the most impor-
tant productive factors to be capital and labor, empirical stud-
ies indicate that the availability of skilled labor, as distin-
guished from unskilled labor, appears to be the most impor-
tant factor in explaining observed patterns of trade. The
United States tends to export goods intensive in the use of
skilled labor and to import goods intensive in unskilled labor.
The availability of land and the climate also determine the
comparative advantage of a country, along with the availabil-
ity of natural resources.

Differences in the Technology Available A further re-
finement of the Law of Comparative Advantage is based upon
the observation that differences between countries in the costs
of producing goods can also arise because of differences in the
availability of technology. For instance, immediately after the
development of the black and white television set, the United
States was the only country with access to this technology.
The United States soon became an exporter of sets. Over time
the production technology became available in foreign coun-
tries, the basis for comparative advantage shifted, and the
United States became a net importer of sets. This process of

dynamic comparative advantage based on new technologies is
3
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called the Product Life Cycle Theory of Trade. Closely related
is the Technology Gap Theory.

Economies of Scale A final refinement of the Law of
Comparative Advantage is based upon the importance of
economies of scale in some industries. Where scale economies
are important, the lowest unit costs are likely to be achieved
by the largest producers. These producers are also likely to be
exporters, especially to smaller markets that cannot support
producers of minimum efficient scale. Countries in which the
large producers exist then have comparative advantage in these
products. For instance, the United States is a leading ex-
porter of aircraft in large part because economies of scale re-
quire centralized production to achieve low unit costs. The US
comparative advantage in aircraft is also based on intensive use

of skilled labor in the production process.
Consumer Preferences and Product Differentiation

Although the Law of Comparative Advantage explains
many of the observed patterns of international trade, a major
portion of trade seems inconsistent with the “law”. For in-
stance, the United States both exports and imports significant
numbers of automobiles. This aspect of international trade is
often called two-way trade or intraindustry trade. Intraindus-
try trade appears to account for the large volumes of interna-
tional trade in manufactured products that exist between the
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developed countries.

The basis for most intraindustry trade is found in the na-
ture of consumer preferences and the existence of differentiat-
ed products. Although local producers may satisfy most local
consumers with the products offered, some consumers in each
country prefer imported varieties, because of physical differ-
ences or differences in image or perception. l.ocal producers
both export to satisfy segments of foreign demand and face
import competition in some parts of the local market. Intra-

industry trade is the result.
Transport Costs: A Natural Impediment to Trade

International trade generally incurs a cost not borne by
purely domestic commerce, such as the cost of international
freight and insurance. Even for easily transported products,
this cost can easily reach 5-10 percent of the value if the prod-
ucts are shipped across an ocean, and for bulky or perishable
items may equal or exceed the value of the products shipped.
Because transport costs raise the prices of imports, they tend
to reduce the volume of trade, and to act as a natural impedi-

ment to international trade.
Gains from Trade

The gains from trade depend upon the basis for the
5



trade. Where trade is based upon. production specialization in
countries according to the LLaw of Comparative Advantage,
the gains from trade are due to the benefits to consumers (or
industrial users) of purchasing low-priced imports and the
benefits to export producers of a wider market for their prod-
ucts and favorable international prices. Where trade is based
upon consumer preferences and the existence of differentiated
products, the gains from trade accrue as the benefits to con-
sumers of an increased variety of products from which to
choose. An additional benefit to consumers in this latter case
may also accrue if the market power of local firms is reduced
and imports make pricing and other aspects of market conduct
more competitive.

The gains accruing to a country from international trade
depend on two factors: the country’s terms of trade and the
volume of trade that occurs. The terms of trade can be
thought of as the purchasing power of a country’s exports on
international markets, and the phrase is defined formally as
t.he price (index) of a standard unit of exports relative to the
price (index) of a standard unit of imports.

As a country’s terms of trade improve, the purchasing
power of its exported products increases. The welfare of the
country increases because the same volume of exports buys a
larger volume of imports. On the other hand, given the terms
of trade, there is some best volume of trade for the country.
Trading a lesser volume reduces the welfare of the country,

6
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because of insufficient specialization in production. Trading a
greater volume—for instance, by subsidizing exports—can
also reduce welfare, because the country becomes excessively

specialized in production.

Words and Phrases

abundant adj. FHH
accrue v. MR

bulky adj. KK

dynamic adj. ZHEH
empirical adj. PAZE AW
factor »n. EBE

formulate wv. HfiE
impediment ». [H#§
inconsistent adj. A—EH
incur v. {H

perception n. WM&
perishable adj. SIERH
pronounced adj. BERJ
segment n. w5

subsidy n. #%M§
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1. Economy of Scale



