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YaUnit Onexe

International Trade

Nations engage in international trade for a variety of reasons. Due to climatic differences
some goods would not be available in many parts of the world without trade. For example,
coffee grows prolifically between the tropics, but not elsewhere. This is true of many natural
commodities; natural resources are not evenly distributed throughout the world, for exam-
ple, many countries have no coal or oil reserves whilst others have a surplus over their do-
mestic requirements; skills and technology are also not distributed evenly, and whilst some
countries have a high level of technological development others have a much lower level,
both will therefore tend to produce goods of a different nature; because factors of production
and natural resources tend to be immobile, it is more convenient to specialize in the produc-
tion of those goods in which there is a natural, or acquired advantage, and trade the surplus
not required for domestic consumption for those goods which cannot be produced.

Although it was stated above that certain crops would not grow naturally in some re-
gions of the world, it is not true that they could not be grown given sufficient diversion of re-
sources to their production. For example, bananas can be grown quite successfully in heated
greenhouses in the UK, but the cost would be very high and therefore the output would only
be available to the wealthiest people. It is far more efficient for each country to use its re-
sources in the production of those goods which are not produced. For example, the UK has
an advantage over the West Indies in the production of machinery whilst the West Indies for
climatic reasons can grow an abundance of bananas. It is therefore more efficient for Britain
to specialize in the production of machines and trade with the West Indies for bananas. Both
countries then enjoy the gains from trade which result from specialization.

Specialization and trade increase world output and enable everybody to enjoy a higher
standard of living than would be otherwise available. A wider variety of goods are made.
available to more people.

The law of comparative costs shows that countries can gain from specialization and trade
provided that there is some difference in the relative costs of producing those goods. The op-
portunity cost of producing a good domestically may be too high, for example the growing of

bananas in the UK quoted above.




To illustrate the law of comparative costs, suppose there are two countries X and Y.
Both produce just two goods, beef and cars. Both countries have an equivalent amount of
capital and labor but X has abundant grasslands and suitable climate for beef production
whilst Y has less favorable climate and agricultural conditions but a more highly skilled
workforce. There are no unemployed factors in either country. When both countries are
using their resources equally to produce both goods, the output is as follows:

Table 1-1 Output before specialization when X has advantage in beef while Y in cars

Country Beef (Units) Cars (Units)
X 1,000 200
Y 200 1,000
Total production before specialization 1,200 1,200

If each country specializes in the production of those goods at which they are most effi-

cient, i. e. X specializes in beef and Y in cars, then output is as follows:

Table 1-2 Output after specialization when X has advantage in beef while Y in cars

Country Beef (Units) Cars(Units)
X 2,000 0
Y 0 2,000
Total production after specialization 2,000 2,000

Note: It was originally assumed that each country was using half of its resources in the production of each kind
of goods, therefore if country X could produce 1,000 units with half its resources logically it could produce 2,

000 with all its resources.

The net gain from specialization are 800 units of beef and 800 units of cars (Note: in
specnahzmg X gave up the production of 200 cars and Y the production of 200 beef units leav-
ing a net gain of 800 of each). In this example each country specialized in the production of
goods in which they had a comparative advantage.

If one country is more efficient in the production of both goods, i. e. has an absolute ad-
vantage, then it may still be worthwhile engaging in trade if one country specializes in the
production of those goods in which its disadvantage is least; referred to as least comparative
disadvantage, and the other country those goods in which the comparative advantage is grea-
test.

Suppose that country X was more efficient in the production of both beef and cars, and

the positions before specialization are as follows:
Table 1-3 Output before specialization when X has an absolute advantage in beef & cars

Country Beef (Units) Cars (Units)
X 1,000 600
Y 900 200
Total production before specialization 1,900 800




Specialization is still worthwhile as X’s comparative advantage is greatest in car produc-
tion, i. e. three times as efficient whereas X is only 1. 1 times more efficient in production of
beef. Therefore if X specializes in cars and devotes nine-tenths of its resources to car produc-

tion and one-tenth to beef production, whilst Y specializes in beef, total production will be as

follows:
Table 1-4 Output after specialization when X has an absolute advantage in beef & cars
Country Beef (Units) Cars(Units)
X 200 1,080
Y 1,800 0
Total production after specialization 2,000 1,080
Gain 100 280

Using the same example the gains from trade can be illustrated by the use of production

possibility curves (or boundaries) as in Figure 1-1.
Beef
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Figure 1-1 Production possibility curve
The production possibility boundaries are linear because it is assumed the diminishing
returns do not occur as resources are transferred from one use to another. In the figure the
lines Y-Y and X-X are the production possibility boundaries of both countries prior to spe-
cialization and trade. The line T-T is the total production possibility boundary for both coun-
tries after specialization and prior to trade. Although specialization has brought gains in total
production trade must occur. The terms of trade, i. e. beef : cars must lay between the two
sets of (internal) domestic opportunity cost ratios which are:
InX1.6:1 (beef ¢ cars)
Y4.5:1 (beef ¢ cars)
Hence the terms of trade must lay between 1.6 : 1 and 4.5 ¢ 1, for example 3 ¢ 1. If the




terms of trade are 3 ¢ 1, X can trade 1 unit of car with Y and receive 3 units of beef in re-
turn, whereas to transfer resources domestically X would only gain 1. 6 units of beef. Con-
versely Y can gain 1 unit of car in exchange for 3 units of beef by trading, whereas to gain 1
unit of car by transferring resources domestically it would give up 4. 5 units of beef. Both
countries will therefore gain from specialization and exchange providing the terms of trade lie
between the two domestic (non-trading) opportunity costs ratios.

Trade will continue as long as the domestic opportunity cost ratios in the two countries
are different. Trade would cease when it costs more in terms of resources for X to import
beef than to produce it. If X could produce beef more cheaply in terms of cars than Y by
transferring resources to beef production then trade would cease.

Trade theory must be qualified however to allow for the fact that there may be some loss
of efficiency when transferring production from one kind of goods to another. Also, trans-
port costs will be incurred, which may outweigh a marginal cost advantage.

The terms of trade refer to the rate at which one nation’s goods can be exchanged for
those of others. In the example above it is 3 ¢ 1. In reality physical goods are not exchanged
but prices are paid in various currencies. The terms of trade is measured by means of a terms
of trade index which is calculated as:

index of export prices
index of import prices

Terms of trade=

The index of the base year is 100. An improvement in the terms of trade is said to be fa-
vorable and shows as an increase in the index, indicating that a given volume of exports can
be exchanged for a greater volume of imports. A fall in the index is said to be unfavorable as
a given volume of exports can only be exchanged for a smaller volume of imports.

Despite the gains from free international trade, nations have frequently attempted to re-
strict the amount of trade in order to protect their domestic economies from the effects of for-
eign competition. The competition may be from lower cost producers due to either, or both,
greater efficiency and lower wage costs. Such an attitude is referred to as “protectionism”
and restrictions on trade may take a variety of forms: tariffs, quotas, subsidies, exchange
control regulations, and physical controls.

The arguments generally put forward in favor of restrictions on trade are to protect a
new or developing industry—the “infant industry case”, to assist in the elimination of a
balance of payments deficit, to protect the domestic economy against unemployment caused
by too many imported goods, to protect strategically important industries such as iron, steel
and shipbuilding, to protect the domestic economy from “unfair” competition, in particular
“dumping” where excess production is sold abroad at cost in order to cover marginal costs
only, and allow profits to be made on the domestic market; or where “cheap” labor is being
used (e. g. child labor).

Protecting domestic industries from competition in order to ensure their survival is a du-

bious argument. In the long run protection from competition results in a loss of efficiency




and inventiveness, and when eventually industries have to face international competition
again they will be weak and ill-equipped to do so.

The costs of protection however are generally borne by consumers who are forced to pay
higher prices and have a restricted choice of goods. Also, trade is possibly the best way of
forging links between countries and promoting international co-operation. Attempts to inter-
fere with trade generally result in some form of retaliation which may lead to a disastrous
trade war where everybody loses.

Despite the many barriers to international trade, which are mainly used to discourage
imports, most countries have also made special efforts to promote trade. These efforts con-
sist of creating free-trade zones, constructing trade agreements, and providing financial sup-
port.

It cannot be assumed that because a country has a comparative advantage in the produc-
tion of a particular kind of goods that it will retain that advantage indefinitely. The centers of
comparative advantage in production tend to change over time, particularly with changes in
technology and the growth of capital resources, for example, Britain’s comparative advan-
~ tage in the production of cotton textiles has shifted towards the cotton producing countries.

Changes in comparative advantage can be a major cause of structural unemployment.

currency n. e

dubious adj. AT BERY

equivalent adj. HER  HYE M

forge ut. BRI B T B
immobile adj. AEEBE; A3
incur L. EECY L

prolifically adv. S KB4 T
retaliation n. BE;#h

surplus n. B

tariff n. E3:]

unit n. BALITERENERE
absolute advantage 2 R B

diminishing returns 412 B 28 o

exchange control SMCE ‘

factors of production EFEER

laws of comparative costs - LB AR A AR 2 38
marginal cost ih Br LA

net gain #F B

opportunity cost a4
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I . Fill in the blanks with technical terms appeared in the text,

1. Some people may ask why, in practice, ( ) is bowed outward, rather than fol-
lowing a straight line. This shape of the curve reflects the changing efficiency of resources as
they are shifted from one use to another, a constant trade-off between cars and sugar produc-
tion,

2. Your time is a scarce resource that must be figured into the calculation. Both the
money and the time represent opportunities forgone in favor of going to the movie, or what
economists refer to as the ( ) of the movie. ‘

3. Another aspect of the cost that economists emphasize is the extra cost, or what econ-
omists call the ( ). The most difficult decisions are not whether to undertake some-
thing or not, they are whether to do a little more or a little less of something.

4. More often, a nation has a ( ) it can sell certain products for relatively
less than most other nations can. The reasons for this include cheap labor, abundant natural
resources, a favorable climate, and an abundance of technical skill.

5. One of the most common government-imposed trade barriers is a ( ). Thisis a
restriction on the quantity or value of an item that may be imported.

6. A ( ) discourages imports by making them more expensive in the hope that
more consumers will switch to domestic brand.

7. Each nation issues its own ( ), and the complications that results are another
type of barrier to international trade. International business involves the extra task of con-
verting money from the ( ) of one nation to that of another.

8. A( ) is a geographic area into which foreign goods can be imported without
payment of duties.

9. The Common Market is a group of European countries organized to eliminate ( )
between all members.

10. This means that ( ) offers both the additional opportunity of new markets and

the additional challenge of new competition.
. Supply a synonym.

S €excess

1 . stationary



o product
p supposing
e equal

a fruitful

o initially
p ahead of
d internal
e barter

t shift

c quit

i induce

i inference
d doubtful
i aptitude
f hammer
r revenge

M. Questions for discussion.

1. What would give a country’s international trade an absolute advantage? A compara-
tive advantage? How would such advantages influence a decision to sell to foreign markets ?

2. How is the “terms of trade index” calculated?

3. Why do governments restrict imports? Who benefits from such actions?

4. Imagine a country with few natural resources and land that is not particularly fertile.
What advantages could such a country develop as a trading partner?

5. How can businesses take advantage of free—tradézones?

6. Gather information on the most popular types df Chinese exports and imports. How

does comparative advantage help explain why China either exports or imports these goods?

IV. Case study.

Divide the class into groups and let each group choose a topic on unique problem in

international trade. Say, for instance, cultural problem, monetary conversion, and tariff.

Trade Frictions and Protectionism

Ominous signs of trade frictions and protectionism are the ultimate challenge to global

rebalancing. They are a by-product of a.gatentially lethal interplay between politics and the




economics of jobless recoveries in the developed world. Several developments point to an
intensification of global trade frictions.

First, the recent breakdown of talks at the WTO ministerial meetings in Cancun was a
major setback for trade liberalization. Tensions between rich and poor countries came out
into the open on such long-standing issues as agricultural subsidies, investment and competi-
tion rules, and financial market transparency.. The failure of this meeting of the World Trade
Organization is reminiscent of the fiasco in Seattle in 1999 and raises serious questions about
the successful completion of the so-called Doha Round of trade liberalization slated for 2004.

Second, America is now at risk of imposing protectionist sanctions on China. In mid-
September, legislation was introduced in both houses of the US Congress that threatens
large across-the-board tariffs on all Chinese exports to the US if the Renminbi currency peg
is not abandoned. At present, I would assign no higher than a one in five chance of this leg-
islation being enacted. Yet those odds will likely to rise as the US political cycle heats up,
especially if America remains stuck in a jobless recovery. Significantly, this action is biparti-
san—sponsored by Democrats and Republicans alike. It also has broad appeal by ideology,
geography, and industrial orientation. Moreover, unlike the protectionist drift of the recent
past, there is no political counterweight in the White House to this senti;nent; after all, the
current Bush administration led the charge in boosting steel tariffs in 2002, All this under-
scores the breadth of political support for the assault on China—an especially worrisome por-
tent of more protectionist forays to come from the United States.

Third, Japan has continued its campaign of leaning against market-driven economic
forces. So far this year, Japanese authorities appear to have spent a record US $ 125 billion
intervening in foreign exchange markets in an effort to stem the depreciation of the yen. This
has been a key force in shifting the burden of the dollar’s adjustment to other currencies, es-
pecially the Euro. Moreover, the Japanese have led the way in China bashing over the past
year, arguing — erroneously, in my view—that China is to blame for exporting global defla-
tion and for the “hollowing out” of Corporate Japan.

Fourth, European leaders have also joined the fray, aiming to protect their sluggish
economy. Their concern is that the Euro has borne too much of the burden of the dollar’s re-
cent depreciation. This has led European officials to point the finger at Asian countries
whose currency pegs are perceived to insulate them from adjustments in the dollar. This sen-
timent, which came to a head in a mid-September meeting of European finance ministers in
Stresa, Italy, appears to have formed the basis of a more formal protest that was registered
at the recent G-7 meeting in Dubai.

As I see it, all of these examples are part of the same mosaic—by-products of an increas-
ingly treacherous interplay between a tough global economic climate and the mounting pres-
sures of the political cycle. In the context of jobless recoveries in the developed world, this
interplay has assumed even greater importance, with politicians increasingly taking the lead

in shaping the outcome as elections draw near. The conclusion is inescapable, in my view:




