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Part one: Theories and Basic Knowledge of International Trade

Unit 1
Specialization and Exchange”

I Resources are scare, all economic decisions involve trade-offs. This unit _'ll
. Shows many of the most basic ideas of economics, such as efficiency, division of :.
:‘ labor, comparative advantage, exchange, and the role of markets.
1 Tty to answer the following questions before and after reading the text; i
3 —What is the basis for trade? i
—How are gains from trade generated?
I —How large are the gains and how are they divided among the trading na- "
. tions? i
. —What commodities are traded and which commodities are exported and

L imported by each nation? "

The three coordination tasks of any economy

In deciding how to allocate its scarce resources, every society must somehow make three sorts
of decisions:

e First, as we have emphasized, it must figure out how to utilize its resources efficiently;
that is, it must find a way to reach its production possibilities frontier.

® Second, it must decide which of the possible combinations of goods to produce—how many
missiles, automobiles, and so on; that is, it must select one specific point on the production pos-
sibilities frontier.

® Third, it must decide how much of the total output of each good to distribute to each per-
son, doing so in a sensible way that does not assign meat to vegetarians and wine to teetotalers.

Societies can and do make each of these decisions—which economists often refer to as how,
what, and to whom—in many ways. For example, a central planner may tell people how to pro-
duce, what to produce, and what to consume, as the authorities used to do, at least to some ex-

tent, in the former Soviet Union. But in a market economy, no one group or individual makes all

1
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such resource allocation decisions explicitly. Rather, consumer demands and production costs allo-
cate resources automatically and anonymously through a system of prices and markets. As the for-
merly socialist countries learned, markets do an impressively effective job in carrying out these

tasks. To see how markets can do all this, let’s consider each task in turn.

The wonders of division of labor

Adam Smith, the founder of modern economics, first marveled at how division of labor raises
efficiency and productivity when he visited a pin factory. In a famous passage near the beginning of
his monumental book, The Wealth of Nations (1776) , he described what he saw:

One man draws out the wire, another straightens it, a third cuts it, a fourth points it, a fifth
grinds it at the top for receiving the head. To make the head requires two or three distinct opera-
tions; to put it on is a peculiar business, to whiten the pins is another; it is even a trade by itself
to put them into the paper.

Smith observed that by dividing the work to be done in this way, each worker became quite
skilled in a particular specialty, and the productivity of the group of workers as a whole was greatly
enhanced. As Smith related it:

I have seen a small manufactory of this kind where ten men only were employed...Those ten
persons...could make among them upwards of forty-eight thousand pins in a day...But if they had
all wrought separately and independently...they certainly could not each of them have made twen-
ty, perhaps not one pin in a day.

In other words, through the miracle of division of labor and specialization, the workers ac-
complished what might otherwise have required thousands. This was one of the secrets of the Indus-
trial Revolution, which helped lift humanity out of the abject poverty that had been its lot for cen-

turies.

The amazing principle of comparative advantage

But specialization in production fosters efficiency in an even more profound sense. Adam
Smith noticed that how goods are produced can make a huge difference to productivity. But so can
which goods are produced. The reason is that people (and businesses, and nations) have different
abilities. Some can repair automobiles, whereas others are wizards with numbers. Some are handy
with computers, and others can cook. An economy will be most efficient if people specialize in do-
ing what they do best and then trade with one another, so that the accountant gets her car repaired
and the computer programmer gets to eat tasty and nutritious meals.

This much is obvious. What is less obvious—and is one of the great ideas of economics—is
that two people (or two businesses, or two countries) can generally gain from trade even if one of

them is more efficient than the other in producing everything. A simple example will help

2



Unit 1 _Specialization and Exchange

explain why.

Some lawyer can type better than their administrative assistants. Should such a lawyer fire her
assistant and do her own typing? Not likely. Even though the lawyer may type better than the assis-
tant, good judgment tells her to concentrate on practicing law and leave the typing to a lower-paid
assistant. Why? Because the opportunity cost of an hour devoted to typing is an hour less time
spent with clients, which is a far more lucrative activity.

This example illustrates the principle of comparative advantage at work. The lawyer specializes
in arguing cases despite her advantage as a typist because she has a still greater advantage as an
attorney. She suffers some direct loss by leaving the typing to a less-efficient employee, but she
makes up more than that loss by the income she earns selling her legal services to clients.

Precisely the same principle applies to nations. Comparative advantage underlies the economic
analysis of international trade patterns. A country that is particularly adept at producing certain
items—such as aircraft manufacturing in the United States, coffee growing in Brazil, and oil ex-
traction in Saudi Arabia—should specialize in those activities, producing more than it wants for its
own use. The country can then take the money it earns from its exports and purchase from other na-
tions items that it does not make for itself.

The underlying logic is precisely the same as in our lawyer-typist example. The United States
might, for example, be better than Japan at manufacturing both computers and television sets. But
if the United States is vastly more efficient at producing computers, but only slightly more efficient
at making TV sets, it pays for the United States to specialize in computer manufacture, for Japan
to specialize in TV production, and for the two countries to trade.

This principle, called the law of comparative advantage, was discovered by David Ricardo,

one of the giants in the history of economic analysis, almost 200 years ago.

Specialization leads to exchange

The gains from specialization are welcome, but they create a problem: with specialization,
people no longer produce only what they want to consume themselves. The workers in Adam
Smith’s pin factory had no use for the thousands of pins they produced each day; they wanted to
trade them for things like food, clothing, and shelter. Similarly, the administrative assistant has no
personal use for the legal briefs she types. Thus, specialization requires some mechanism by which
workers producing pins can exchange their wares with workers producing such things as cloth and
potatoes, and office workers can turn their typing skills into things they want to consume.

Without a system of exchange, the productivity miracle achieved by comparative advantage
and the division of labor would do society little good. With it, standards of living have risen enor-
mously...

Although people can and do trade goods for other goods, a system of exchange works better

3
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when everyone agrees to use some common item (such as pieces of paper with unique markings

printed on them) for buying and selling things. Then workers in pin factories, for example, can be

paid in money rather than in pins, and they can use this money to purchase cloth and pota-

toes. Textile workers and farmers can do the same.

Words, Phrases & Terms

a central planner

allocation of resources

anonymously adv.
authority n.
comparative advantage

consumer demands

distribute V.

division of labor

efficiency n.
explicitly adv.
figure out

foster vt.
gain V., n
handy adj.
international trade patterns

lot n.
manufactory n.
marvel V.
missile n.
monumental [ monjumentl ] adj.
output n.
pay V.

production costs

production possibilities frontier

productivity n.
scarce resources

specialization n.
teetotaler [ ti‘toutalo (r) ] at

the Industrial Revolution
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Unit 1 Specialization and Exchange

opportunity cost Pl A
underlying adj. WIER, RAR
wizard n. =l

* The text is excerpted from Economics: Principles and Policy, by William Baumol, Alan Blind-

er, Ninth Edition, Princeton University Press, 2004.

Knowledge Directory

® Adam Smith and “The Wealth of Nations”

Economics, as an organized science, originated with the publication of The Wealth of Nations
in 1776 by Adam Smith. According to Adam Smith, trade between two nations is based on absolute
advantage. When one nation is more efficient than (or has an absolute advantage over) another in
the production of one commodity but is less efficient than (or has an absolute disadvantage with re-
spect to) the other nation in producing a second commodity, then both nations can gain by each
specializing in the production of the commodity of its absolute advantage and exchanging part of its
output with the other nation for the commodity of its absolute disadvantage. Absolute advantage,
however, can explain only a very small part of world trade today, such as some of the trade be-
tween developed and developing countries. Most of world trade, especially trade among developed
countries, cannot be explained by absolute advantage.

® David Ricardo and “The Law of Comparative Advantages”

In 1817 Ricardo published his Principles of Political Economy and Taxation, in which he
presented the law of comparative advantage. This is one of the most important and unchallenged
laws of economics, with many practical applications. According to the law of comparative advan-

tage , even if one nation is less efficient than (has absolute disadvantage with respect to) the other

nation in the production of both commodities, there is still a basis for mutually beneficial trade.

1. Questions for critical thinking
1) What are the three basic questions that every economic system must find a way to answer?
2) If you were to leave college, what things would change in your life? What, then, is the
opportunity cost of your education?
3) “A country needn’t trade with others if it is inferior at producing everything. ” Do you

agree with this opinion?
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4) What is the international trade pattern? From the text, what determines international trade
patterns of nations?

5) Think of a recent case in which the decisions of Chinese government were severely influ-
enced by the hope of exporting certain commodities. Describe the trade-offs that were involved.

6) How would you counter the argument that the United States needs to restrict textile im-

ports in order to save American jobs?

2. Translate the following sentences into Chinese

1) Second, it must decide which of the possible combinations of goods to produce—how
many missiles, automobiles, and so onj that is, it must select one specific point on the production
possibilities frontier.

2) But specialization in production fosters efficiency in an even more profound sense. Adam
Smith noticed that how goods are produced can make a huge difference to productivity. But so can
which goods are produced.

3) This example illustrates the principle of comparative advantage at work. The lawyer spe-
cializes in arguing cases despite her advantage as a typist because she has a still greater advantage
as an attorney. She suffers some direct loss by leaving the typing to a less-efficient employee, but
she makes up more than that loss by the income she earns selling her legal services to clients.

4) If the United States is vastly more efficient at producing computers, but only slightly more
efficient at making TV sets, it pays for the United States to specialize in computer manufacture, for
Japan to specialize in TV production, and for the two countries to trade.

5) Without a system of exchange, the productivity miracle achieved by comparative advan-
tage and the division of labor would do society little good. With it, standards of living have risen e-

normously.

3. Key terms quiz
Directions: Match the following terms with the correct definition from the list that fol-

lows. After checking your answers with your teacher, restate the definition of each term in English.

division of labor comparative advantage %1
efficiency gains from trade _
productivity opportunity cost
- specialization production possibilities frontier E
-‘ standard of living absolute advantage -
T e o P O T T S A P T ST
1) the amount of output per unit of input achieved by a firm, in-

dustry, or country.

6



Unit 1 Specialization and Exchange

23 getting any given results with the smallest possible inputs, or

getting the maximum possible output from given resources.

39) ) concentration on providing particular types of goods and serv-

ices, and relying on others to provide what one does not produce.

4) the amount of other goods and services which could have been

obtained instead of any good.

5) a diagram showing the maximum output of one good or service

possible with the available resources, given the output of other goods.

6) the improvement in welfare possible as the result of countries

being able to trade with one another.

70) the greater efficiency that one nation may have over another in

the production of a commodity.

8) one country is said to have such an advantage over another in

the production of a particular good relative to other goods if it produces that good less inefficiently
than it produces other goods, as compared with the other country.

9) the economic component of people’s welfare. This is often meas-

ured by consumption per head, or by consumption per equivalent adult, counting children as frac-
tions of adults.

10) breaking up a task into a number of smaller, more specialized

tasks so that each worker can become more adept at a particular job.

4. Word study

Directions : Clarify the meanings and usages of the word in different sentences.

specialize

1) This shop specializes in chocolates. XRjIE %] HEIT T,

2) I specialize in the sale of cotton piece goods. May I act as your agent? F%& & Hi i L3k,
AL A RAT A RE N 2

3) He specializes in oriental history. fth& | JHF9EA T E,

4) After his first degree he hopes to specialize. f7EIRIFHE— NG, HEBIER,

5) Her lectures are meaningless to anyone outside her specialization. i ()i REXHATfa] JE&
W N EHRBAF Lo

6) It’s a specialized skill. X2 TE&\WF AR,

7) The work is highly specialized. X T /EEA & &M,

pay

1) It’s a part-time job, but it pays well. XE&—33H, (H2MRBMER.

2) Tt pays to prepare for recession. NZ¥ i Sl A A .
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3) We must make this factory pay. I TAMLEXFE T Ffl.

4) T'll pay you a visit next week. " JEAFKFEHIR.

5) He thinks he can get away with cheating me, but I'll make him pay. {4 iK% 17 Kb
AL, ikt S

make up

1) Pay increases will not always make up for poor working conditions. fill T. %% 3/ ELAEE
PRANG L TAERAFIA R

2) This discount should make up for the delay you’ve made in the shipment. ASHrH1/E R4
5 FER %I R AME

3) Farm workers make up only a small section of the population. 4% H & A 0 —/h
11573 8

4) Let’s make up. 1EFRATHHTHME,

5) This company made up a wonderful story to explain their non-payment. %X ZZ/\ %% | —
AT I R AR RN AT AT T 3K

6) We still need USD 5000 to make up the sum of fine. FRAJiAHkE 5000 3EICA fEE L 514
FAI B

7) The actors were making up when we arrived. FA1Z (1B A EG N o

8) She made up a parcel of disused clothing for distribution to the poor. Iififd T —fI AN ZE
KIRELHTFN o

9) I haven’t made up my shopping list yet. F& A BT 2= W 75 B VR .

10) Nine players make up a team. JUNEF-ZHR—BA .

11) The firm’s make-up is complex and involves an elaborate hierarchy of management. %
ARG E S, HERRREIE B0,

Fill in each blank of the following sentences

1) We the production of sweaters for export.

2) A few employees had come for more training.

3) In collage I organic chemistry.

4) Is there any factory here that computer hardware?

5) At school his was economics.

6) It run the plant for irregular small orders.

7) It’s Jerry’s error, and he’ll the consequences.

8) So sorry I can’t accept your price increase in this order, but I’ll in
next order.

9) We recruited locally to our full complement of laborers.

10) What are the qualities that ideally should an entrepreneur?

11) There are plans to change of the Board.




