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Unit 1
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International Trade Theories

. What is international trade about

. What are the incentives for countries to engage in international trade

. What theories on international trade have you studied

. What theories do you think best explain the nature of international trade

. In what way have these theories helped you understand international trade

Text

International trade is a branch of economics. The theories on international trade

have evolved through centuries with the economic development.

In the seventeenth century the ideas of the Mercantilists predominated in Europe.
Their philosophy was that international trade is a zero sum game 1i.e. that the benefit
which one country gains from international trade means a corresponding detriment to
another country. If a country imported more than it exported there was a net outflow
of gold to other countries. This was seen as weakening national power and hence
wealth so that people were inclined to control international trade flows and arrange
things so that there would preferably be a net inflow of gold from abroad.

This idea was severely criticized in around by British economists such as



Hume Smith and Ricardo. They stressed that international trade is a positive sum
game and that the Mercantilists were thus fundamentally wrong. Their criticism fo-
cused on two points.

First the accumulation of gold. Hume argued that if economic activity does not
increase the extra stock of gold is mainly inflationary in its effects. This followed
from the general assumption prevailing at the time that although flows of goods and
money were in principle equivalent to one another what happened in the sphere of
money could not influence developments in the sphere of goods. More gold would not
then lead to more economic activity but to an increase in prices the quantity of gold
available per product . However such an inflationary trend weakens the ability to ex-
port and it becomes attractive not to buy goods from domestic suppliers but to obtain
them by importing from other countries where they are relatively cheap. Both effects
fewer exports and more imports contribute to the automatic outflow of the accumula-
ted gold to other countries. This was in fact experienced by countries such as Spain
and Portugal after they had plundered huge quantities of gold and silver from Latin
America. The Mercantilists expected the extra gold to depress interest rates while de-
mand for money remained the same. But inflation prevented this.

The second criticism of the Mercantilist view originated from Smith and Ricardo
among others. They advocated free international trade and thus the abolition of gov-
ernment interference. Smith stressed in particular that free international trade created
the opportunity for the optimum international division of labor from which everyone
could benefit. In Smith’s view each country ought to specialize in the product in which
it has an absolute cost and hence price advantage over its trading partners. He also
stated that international trade can help to break down national monopolies generating

sounder competitive relationships.

In an absolute cost model a country has the lowest production costs and supplies
foreign markets too as a result. Example say Turkey and Greece have the same av-
erage wage level. Turkey has higher productivity of labor than Greece in producing
leather clothing while Greece’s productivity of labor is higher in wine production the

value of the goods is deemed to depend only on labor costs . If Turkey concentrates



on producing and exporting leather clothing while Greece specializes in producing

and exporting wine consumers in both countries will have access to more of both

goods under free trade than without free trade.

The comparative cost model is based on two countries two products and one fac-
tor of production labor. Technical know-how or the state of technology is different in
the two countries. There are also constant returns to scale and perfect competition.

For example let us take Indonesia and Japan as countries and  and electron-
ics and rice as products x and y. It takes Japan hours of labor to produce one unit of
electronics and  hours to produce one sack of rice. It takes Indonesia hours of labor
to produce one unit of electronics and hours to produce one sack of rice. Since the
productivity of labor depends on production per hour worked this means that the grea-
ter the number of working hours needed to produce one unit of the product the lower

the productivity of labor.

Country Electronics Rice

Japan

Indonesia

If Japan produces one unit less of electronics then it can produce / of a unit
more rice in Indonesia the opportunity cost of electronics is / a unit of rice. Since
the local cost ratios comparative costs differ between the two countries the slope
of the pp curve production possibilities’ curve is also different.

This is usually also the case if the absolute production costs in hours of labor
are lower in both sectors in one country than in the other. In our example the abso-
lute production costs of both rice and electronics are lower in Japan. However since
the opportunity cost of electronics is lower in Japan than in Indonesia Japan has a
comparative cost advantage in producing electronics and Indonesia has a comparative
cost advantage in producing rice. If countries whose pp curves have different slopes
engage in free trade in the product in which they have a comparative advantage they

can both benefit. Since Japan has a comparative advantage in producing electronics



and Indonesia has an advantage in rice if international trade takes place Indonesia

will export rice and Japan electronics.

A simple theoretical model that was developed at the beginning of last century by
the Swedes Eli Heckscher and Bertil Ohlin. It was in particular the American econo-
mist Paul Samuelson who further refined and developed the theoretical model. This
model was also based on the comparative cost concept and the idea that competitive
positions depend on the supply conditions in specific locations and are therefore linked
to countries rather than companies . On this basis an attempt was made to describe
in all their simplicity the principal adjustment processes which occur if two countries
decide to open their borders to one another’s products. This model is based far more
explicitly than the Ricardo model on the idea that a general equilibrium is established
in the economies in which the equilibria in the various sub-markets are in principle
inter-related if the balance shifts in one sub-market this affects the balance in other
sub-markets.

An important mechanism in the HOS model as in the Ricardo model is that free
international trade influences the prices of goods. However if product prices change
adjustment processes take place in the economy the sectors with a strong competitive
position on the international market will expand under free trade while others must
shrink under the impact of foreign competition.

However in contrast to Ricardo’s model there are simultaneous changes on the
markets in the factors of production as a result of the emphasis on general equilibrium.
Since the only distinction is between labor and capital these changes are expressed in
different wage and interest rates in the two countries. This in turn leads to a change in
the intensity of factors of production which means a change in the ratio between cap-

ital and other factors of production in the production process.

Empirical research conducted by Leontief quite soon after the Second World War
showed that the specialization process in the US for example did not correspond to

what HOS predicted and this was repeatedly found in later research . Where free



trade ought to have caused the Americans to concentrate increasingly on producing rel-
atively capital-intensive goods — the goods in which the US had a comparative advan-
tage — this did not appear to be what happened in practice the US imported relatively
capital-intensive goods instead of exporting them. From that time on people talked of
the Leontief paradox. It was pointed out that three factors of production needed to be
distinguished human capital as well as labor and capital. Human capital means invest-
ment in labor via education thus changing the quality of the labor. The fact that the
US exported relatively intensive — intensive goods can be explained by the fact that it
was mainly human capital that was concerned.

It was also stated that part of international trade results from the fact that people
cannot have access to certain goods themselves e. g. oil and other raw materials
Since raw materials are often capital-intensive to produce the necessary imports of
such materials into the US could also be a factor in the capital-intensive character of
US imports.

A fundamental criticism of the HOS model was that it assumes that the sectors can
be arranged in order of capital-intensity and that this arrangement is universal i.e. the
same in all countries. This does not appear to be so in reality for example where the
agricultural sector in the industrialized countries often has above average capital-inten-
sity in the developing countries it is often highly labor-intensive in comparison with
other sectors in those countries. Such a phenomenon is known in theory as factor in-
tensity reversal. In that case it is not possible to draw a strict dividing line between
goods which are relatively labor-intensive and those which are relatively capital-inten-
sive to produce but that is a central assumption in the HOS model. It should be clear
that if as some people think factor reversal is fairly widespread there is essentially
no foundation for the idea that hitherto prevailed in trade theory namely that countries
have a comparative cost advantage ’by nature’ 1i.e. because of prevailing conditions
of supply in a range of goods and services which can be specifically and objectively
specified in a universal manner.

As there was ever increasing doubt about whether there is in fact any systematic

pattern in the specialization processes of countries so the need arose for new trade



theories.

The new trade theories focused increasingly on the question what can we say a-
bout the business characteristics of exporting companies as opposed to companies
which do not or cannot export The idea is that it is not so much national factors —
or if you like locational factors — that explain in which goods a strong competitive
position can be developed but rather factors relating to specific sectors or companies.
Another important difference in relation to traditional trade theories is that modern
trade theories abandon the assumption of constant returns to scale and replace it with
the concept of economies of scale in production. For example this may mean that as
a company produces on a larger scale average costs fall internal economies of
scale  but also that costs will decline if numerous other businesses are established in
the vicinity external economies of scale  or both.

In the first case namely internal economies of scale average costs fall because an
individual company can produce more efficiently by expanding the scale of its produc-
tion. Economies of scale are external if an individual company cannot itself influence its
average costs by expanding production but the average costs depend on the scale and
structure of surrounding industry. This is the case if the industry reaches a size where all
kinds of facilities which reduce production costs become viable for instance educa-
tion infrastructure or component suppliers. Thus internal economies of scale arise at

company level and external economies of scale at industry level often by chance.

JAPAN THAILAND
Number Average Global Number Average Global
X costs  demand costs  demand x

price x price X




Both Japan and Thailand can produce calculators. Let us assume that external econo-

mies of scale apply to calculator production and this production takes place under per-
fect competition so that the price is equal to the average cost. The economies of scale
cause the aggregate average cost curve to fall. Japan is the first to set up a calculator
industry. Initially the calculators cost an average of £ per unit. Since de-
mand exceeds supply the supply will be increased. This may lead to each company
producing more internal economies of scale but it may also cause more and more
such firms to be set up in the neighborhood of the company that had begun producing
calculators external economies of scale . This causes average costs to fall. The
process continues so long as there is excess demand on the market and will result in a
situation in which calculators are produced in Japan at an average cost of
£ each unit. If at that stage another supplier say Thailand wants to penetrate the
market the only way to achieve it is by launching production in that country straight
away on a massive scale of at least units because it is only if production ex-
ceeds units that Thailand can undercut Japan’s unit production costs for

calculators we assume that the average cost curve in both countries is con-
stantly falling . If the industry were to be transferred in this way then in view of the
size of the market it is clear that Japan will also loose the remaining production to
Thailand which produces more cheaply and will eventually be producing

units.
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predominate v. to have or gain controlling power or influence prevail
philosophy n. a basic theory a viewpoint
detriment n. harm damage or loss

corresponding adj. agreeing in amount magnitude or degree
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outflow n. the act or the process of flowing out

inflow n. the act or the process of flowing in

fundamentally adv. basically at bottom or by one’s or its very nature

accumulate v. get or gather together

stock n. a supply of something available for future use

inflationary adj. associated with or tending to cause increases in inflation

assumption n. a statement that is assumed to be true and from which a con-

clusion can be drawn

prevailing adj. most frequent or common

equivalent adj. equal in amount or value

sphere n.

available adj.

domestic adj. of concern to or concerning the internal affairs of a nation
plunder v. to take illegally

originate from v. come into existence

advocate v. speak plead or argue in favor of

abolition n. the act of abolishing a system or practice or institution
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interference n. the act of hindering or obstructing or impeding

optimum adj. most desirable possible under a restriction expressed or im-

plied

specialize in  v. devote oneself to a special area of work

monopoly n. a market in which there are many buyers but only one seller

productivity n. the rate of output per unit of input

concentrate on  v. direct one’s attention on something

know-how n. a procedure process knowledge of doing things or a for-

mula to prepare something that cannot be patented

slope n. the property possessed by a line or surface that departs from the

horizontal

theoretical adj. of relating to or based on theory

adjustment n. the act of adjusting or the state of being adjusted

process n. a particular course of action intended to achieve a result
explicitly  adv.

equilibrium pl. equilibria ~ n. a stable situation in which forces cancel one

another

inter-related adj. reciprocally connected
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sub-market n. part or a category of a market

mechanism n. the sequence of steps by which reactants are converted into

products

simultaneous adj. occurring at the same time

distinction n. the condition or fact of being dissimilar or distinct difference

intensity n. the amount or degree of strength of electricity light heat or

sound etc. per unit area or volume

empirical adj. derived from experience or experiment

conduct v. to carry out or perform a task

paradox n. a seemingly contradictory statement that may nonetheless be true

increasingly adv. advancing in amount or intensity

distinguish v.  to perceive as being different or distinct

concerned adj. in relation or in regard to

universal adj. including or covering all without limitation or exception ex-

istent and operating everywhere

sector n. a group of companies that have shared characteristics usually op-

erating in a common industry
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industrialized adj. made industrial converted to industrialism

phenomenon n. an unusual or remarkable fact or event

reversal n. a change from one state to the opposite state

hitherto adv. until this time

prevail v. to be most common or frequent be predominant

characteristics n. being a feature that helps to distinguish a person or thing

distinctive

abandon v. stop maintaining or insisting on of ideas claims etc

pattern n. a perceptual structure

internal adj. occurring within an institution community or country

vicinity n.  a surrounding or nearby region

surrounding adj. closely encircling

infrastructure n.  physical structures that form the foundation for develop-

ment. Infrastructure includes wastewater and water works electric power

communications transit and transportation facilities and oil and gas pipelines

and associated facilities

exceed v. Dbe or do something to a greater degree or of a greater amount
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