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TS
Internationa) Trade

International trade has always changed the way people live. Traders
throughout the history have helped transmit knowledge and inventions.
Today, foreign products from Sony, Mitsubishi, General Electric, IBM
are very familiar to us. International trade has the potential to benefit all

participating countries.

@& » Key terms.specialization ~ comparative advantage
absolute advantage opportunity cost

Since ancient times, people have expanded their trading as far as
technology allowed. Marco Polo opened up the silk route between Eu-
rope and China in the thirteenth century. Today, container ships laden
with cars and machines and Boeing 747s stuffed with farm—fresh foods
ply sea and air routes, carrying billions of dollars worth of goods. Why
do people go to such great lengths to trade with those in other nations?
All nations have particular talents and resources; like individuals, whole
nations can specialize in one or many activities. For example, the is—
lands of the Caribbean® have abundant sunshine and good weather year
round, and so these islands specialize in tourism. Specialization enables
nations to emphasize the activities at which they are most efficient and
at the same time gain certain advantages through trade.

But which goods should a country specialize in? What should it
export and what should it import? The answer is that it should special-
ize in those goods in which it has a comparative advantage.

Countries have different endowments of factors of production®. They
differ in population density, labor skill, climate, raw materials, capital
equipment, etc. These differences tend to persist because factors are rela-
tively immobile between countries. Obviously land and climate are totally
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immobile, but even with labor and capital there tend to be more restric—
tions ( physical, social, cultural or legal) on their international move-
ment than on their movement within countries. Thus the ability to supply

goods differs between countries.

What this means is that the relative costs® of producing goods will
vary from country to country. For example, one country may be able to
produce 1 fridge for the same cost as 6 tons of wheat or 3 compact
disc players, whereas another country may be able to produce 1 fridge
for the same cost as only 3 tons of wheat but 4 CD players. It is these
differences in relative costs that form the basis of trade.

At this stage we need to distinguish between absolute advantage and
comparative advantage.

When one country can produce a good with less resources than an—
other country it is said to have an absolute advantage in that good. If
France can produce wine with less resources than the UK, and the UK
can produce gin with less resources than France, then France has an
absolute advantage in wine and the UK an absolute advantage in gin.
Production of both wine and gin will be maximized by each country
specializing and then trading with the other country. Both will gain.

The above seems obvious, but trade between two countries can still
beneficial even if one country could produce all goods with less re-
sources than the other, providing the relative efficiency with which
goods can be produced differs between the two countries.

Take the case of a developed country that is absolutely more effi-
cient than a less developed country at producing both wheat and cloth.
Assume that with a given amount of resources (labor, land and capital )
the alternatives shown in Table 1 can be produced in each country.

Table 1: production possibilities for two countries

Kilos of wheat Meters of cloth
Less developed country Either 2 or 1
Developed country Either 4 or 8

2 O |International Trade
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Despite the developed country having an absolute advantage in both
wheat and cloth, the less developed country (LDC) has a comparative
advantage in wheat, and the developed country has a comparative ad—
vantage in cloth.

This is because wheat is relatively cheaper in terms of cloth in the
LDC. only 1 meter of cloth has to be sacrificed in the developed coun-
try to produce 2 kilos of wheat, whereas 8 meters of cloth would have
to be sacrificed in the developed country to produce 4 kilos of wheat. In
other words, the opportunity cost® of wheat is 4 times higher in the de-
veloped country (8/4 compared with 1/2).

On the other hand, cloth is relatively cheaper in the developed
country. Here the opportunity cost of producing 8 meters of cloth is only
4 kilos of wheat, whereas in the LDC 1 meter of cloth costs 2 kilos of
wheat. Thus the opportunity cost of cloth is 4 times higher in the LDC
(2/1 compared with 4/8).

If countries are to gain from trade, they should export those goods
in which they have a comparative advantage and import those goods in
which they have a comparative disadvantage. Given this we can state a
law of comparative advantage; provided opportunity costs of various
goods differ in two countries, both of them can gain from mutual trade
if they specialize in producing (and exporting) those goods that have
relatively low opportunity costs compared with the other country.

Before trade, unless markets are very imperfect, the prices of the
two goods are likely to reflect their opportunity costs. For example, in
Table 1, since the less developed country can produce 2 kilos of wheat
for 1 meter of cloth, the price of 2 kilos of wheat will roughly equal 1
meter of cloth.

Assume, then, that the pre-trade exchange ratios of wheat for cloth
are as follows.

LDC. 2 wheat for 1 cloth

Developed country; 1 wheat for 2 cloth (i.e. 4 for 8)

Both countries will now gain from trade, provided the exchange ra-
tio is somewhere between 2 : 1 and 1 : 2. Assume, for the sake of argu-
ment, that it is 1: 1. In other words, 1 wheat trades internationally for
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1 cloth. How will each country gain?

The LDC gains by exporting wheat and importing cloth. At an ex-
change ratio of 1:1, it now only has to give up 1 kilo of wheat to
obtain a meter of cloth, whereas before trade it had to give up 2 kilos
of wheat.

The developed country gains by exporting -cloth and importing
wheat. Again at an exchange ratio of 1 : 1, it now only has to give up
1 meter of cloth to obtain a kilo of wheat, whereas before it had to
give up 2 meters of cloth.

Thus both countries have gained from trade.

Does the law of comparative advantage suggest that countries will
completely specialize in just a few products? In practice, countries are
likely to experience increasing opportunity costs. The reason for this is
that, as a country increasingly specializes in one good, it will have to
use resources that are less and less suited to its production and which
were more suited to other goods. Thus ever increasing amounts of the
other goods will have to be sacrificed. For example, as a country spe-
cializes more and more in grain production, it will have to use land that
is less and less suited to growing grain.

These increasing costs as a country becomes more and more spe-
cialized will lead to the disappearance of its comparative cost advantage.
When this happens, there will be no point in further specialization. Thus
whereas a country like Germany has a comparative advantage in capital-
intensive manufactures, it does not produce only manufactures. It would
make no sense not to use its fertile lands to produce food or its forests
to produce timber. The opportunity costs of diverting all agricultural labor
to industry would be very high.

Even if there are no initial comparative cost differences between two
countries, it will still benefit both to specialize in industries where e-
conomies of scale® can be gained, and then to trade. Once the e-
conomies of scale begin to appear, comparative cost differences will also
appear, and thus the countries will have gained a comparative advantage

in these industries.
This reason for trade is particularly relevant for small countries where
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the domestic market is not large enough to support large—scale industries.
Thus exports form a much higher percentage of GNP’ in small countries
such as Luxembourg than in large countries such as the USA.

Even with no comparative cost differences and no potential e-
conomies of scale, trade can benefit both countries if demand conditions
differ.

If people in country A like beef more than lamb, and people in
country B like lamb more than beef, then rather than A using resources
better suited for lamb to produce beef, and B using resources better suit—
ed for producing beef to produce lamb, it will benefit both to produce
beef and lamb and to export the one they like less in return for the one
they like more.

If a country trades, the competition from imports may stimulate
greater efficiency at home. This extra competition may prevent domestic
monopolies/oligopolies from charging high prices. It may stimulate greater
research and development and the more rapid adoption of new technolo-
gy. It may lead to a greater variety of products being made available to
consumers.

In a growing world economy, the demand for a country’ s exports is
likely to grow over time, especially when these exports have a high in-
come elasticity of demand®. This will provide a stimulus to growth in the
exporting country.

There may be political, social and cultural advantages to be gained

by fostering trading links between countries.

> Words and Expressions

(of ships, buses, etc. ) go regularly to and fro ( #§
At AHRES ) Bk ERHEER

endowment /in'daumant/ n. a natural talent or quality Xig; X%

measure of weight (2240 1b in GB, 2000 1b in the

US ) i ( 34224085 , 3 E% 200085 )
closely packed together; neatly fitted; (of literary

style ) condensed 43 #|'B % &9 ; KB I ; AW 89548
FAER (R0 ) BIER

ply/plai/ v.

ton/tan/ n.

compact / keam'paekt/ a.
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gin /d3in/ n. A FE

maximize / 'maeksimaiz/ v. to make as high or great as possible; increase to a maxi-
mum AR ERE ;B ERARE

divert /dai'vat/ v. tumn in another direction {3 %% i ; 7 8t

monopoly / ma'nopali/ n. complete possession of trade, talk, etc. Bl . iRTE S M
o s ZEWr

oligopoly /,oli'gopali/ n. a market situation in which control over the supply of a
commodity is held by a small number of producers % 3k ;
X

elasticity / elee'stisiti/ n. capability of being adapted to meet the demands of a par-
ticular situation ik

foster /'fasta/ v. care for; help the growth and development of; nurture #&
R SR E S

w Notes

1.1BM.International Business Machines: (£ H ) Er & VLA A #

2.the islands of the Caribbean: ). 8¢5

3.factors of production, #=E XK. WFLH. 3551 HAREWF T

4.relative cost; #f3f A

5.opportunity cost: Hl& A . FHEHFAN B FAFBROBARA RN, AR 6
T PR G = A T o FEX LT R ERARE R SR B ETH—
PR R PR R B TR T A T B — R S AT R R R MR TR AW R LS
BA. B, —NREERLH, MG EFEME , B4 7R 60003 TR KA s E A
X MRk S, T B4 1t 4 S 70003 TE B HEA o X #E , 60003 T Pl & A £70003%
TR T AR FITE S 3, X MR RIZSFHR K N1000E T X MR R EFMERE, M
AR EME, BT WMEBARBH EHEF M EERS ENSREFBRHEST .
AU RAARYEEEEERBANKE. X—BeHEEHTAS, ABEATHR;
BEEAF AN FNEFED CHEATEHLNEFRES. AMESER ILERE
FaENEEE BE, FEFERTATERNRRERERNGEEN.

6.economies of scale; R T, RIGHIE BRI R, I KA, FHIRA T BEHCR

7.GNP. £ Jgross national product, ER%:> S, REARBR—BLFRBAFHNE
BRFHFZ—. —EE—EH P GER R —F)RPTAE = R4 & (final goods)#i2
SHHHNEGBA, EXHERSFEVWRESBIINA=HE BER~FA FYHRE
PRI B A A =3B R

8.income elasticity of demand. R AL A Bk, B4 HHE WRAZLMTRETHKE
MRE. HERBTHNE LB URAZ ST S H . ER K, BB RER K, TR0
AFEAL K R B R
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I. Comprehension

Answer the following questions.

DIn nation H, the opportunity cost of tables is 5 chairs, while in
nation B, the opportunity cost of tables is only 1 chair. Which
country should produce tables, and which should produce chairs?

2)Nations H and B split the difference between the willingness to pay
for tables and the willingness to accept. What are the terms of
trade?

3)Why does the United States produce automobiles for export and at
the same time import large quantities of them from Canada, Japan,
Korea, and Western Europe? Wouldn’t it make more sense to
produce all the cars that they buy in the United States? After all,
they have access to the best technology available for producing
cars. Autoworkers in the United States are surely as productive as
their fellow workers in Canada, Western Europe, and Asian coun-
tries.  So why does the United States have a comparative advantage
in some types of cars and Japan and Europe in the others?

What are the reasons of international trade? (name at least four rea-

sons )

1)

2)

3)

4)

5)

6)

Il. Vocabulary
Fill in the blanks with the appropriate terms from the text.
1)A country has a (n) over another in the production of a

good if it can produce it with less resources than the other country.
2)Trade can benefit all countries if they specialize in the goods in

which they have a
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3)With increasing there will be a limit to specialization and
trade. As a country increasingly specializes, its comparative advan-

tage will eventually disappear.

4)Americans buy TVs and VCRs from Korea, machinery from Europe,
and fashion goods from Hong Kong. We sell machinery, grain and
lumber, airplanes, computers and financial services. All this interna-
tional trade is generated by

5) according to the law of comparative advantage permits
the production possibilities and hence the rate of sustainable con-
sumption of nations to expand. That is, the parties to trade may
obtain more of both traded goods after and trade.

2. Give the antonym.

scarce mobile
loose minimize
harmful/detrimental efficient
absolute export
single perfect
precisely appear
extensive fertile

final relevant
active discourage

8 . Translation
1.Translate the following phrases and sentences from Chinese into English.

)R A fERE #

D) A REHARZE

3R L B A

4) 3T B

5)RA®E T T

6)URAT— EHEBX MR L REH

7) T EERMERBUFHE L

8) AF/ER, RETAHILXTE.

9) #ARILMTE b RFAREER 2 T 4 AR Z AR R
10) EATATFRITERMEREREBAKLMATHLET
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