International business chapter 5

AN OVERVIEW OF TRADE THEORY.

· Free trade: Refers to a situation where a government does not attempt to influence (through quotas or duties) what its citizens can buy from another country, or what they can produce and sell to another country. 
· Mercantilism advocated that countries should simultaneously encourage exports and discourage imports. 
· Adam Smith argued that the invisible hand of the market should determine what a country imports and exports.
· David Ricardo built on this with his theory of comparative advantage.
· Further on this, was Eli Heckscher and Bertil Ohlin built on, known as the Heckscher-Ohlin theory. 

The benefits of trade.

· Smith, Ricardo, and Hecksher’s theories explain why its advantageous for countries to engage in international trade, but they also show why its beneficial for a country to engage in international trade even for products it is able to produce for itself. 
· The gains arise because it allows a country to specialize in the manufacture and export of products that can be produced most efficiently in that country, while importing products that can be produced more efficiently in other countries. 

The pattern of International Trade.

· These theories also help explain the patterns of international trade that we can observe in the world economy. 
· Ricardo’s theory provides an explanation in terms of international differences in labor productivity.
· Heckscher’s theory emphasizes the interplay between the proportions in which the factors of production are available in different countries and the proportions in which they are needed for producing particular goods. 
- One early response to the failure of the Heckshcer-Ohlin theory to explain the observed pattern of international trade was the Product life cycle theory. 
· The product life cycle theory (introduced by Raymond Vernon) suggests that early in their life cycle most new products are produced in and exported from their country of origin – as the product becomes internationally accepted, production starts in other countries, and as a result, the theory suggests, the product may ultimately be exported back to the country of its original origin. 
· New trade theory (Paul Krugman) suggests that countries specialize in production and exporting not because of underlying factors of endowment, but because in certain industries the world market can support only a limited number of firms. 
- Firms who enter the market first gain a first mover advantage. 
· Theory of national competitive advantage (Michael Porter):  attempts to explain why particular nations achieve international success in certain industries. Like other theories, he stresses the importance of factor endowments, but also country factors such as domestic demand, and domestic rivalry.

MERCANTILISM

· Mercantlism: principle assertion was that gold and silver were the main national wealth and essential to commerce.
· Main concept is that it is good to limit imports and maximize exports – trade surplus.
· By doing this a country will maximize its gold and silver, and increase its national wealth.
· Advocated government intervention to achieve a surplus in the balance of trade. 
· Imports were limited by tariffs and quotas, while exports were subsidized.

· Flaw:
- Pointed out by David Hume, that if one country exports more than it imports and another country (that is consistently trading with first country) is constantly importing more than its exporting the resulting inflow of gold and silver would swell country a’s domestic money supply and create inflation.
- In country B, the opposite would happen, the domestic supply of money would fall, and so would prices. 
- The change in relative prices in country a and b would encourage country a to begin buying from country b, and eventually they would switch situations, where country B had a large money supply and inflation, and country A had a low money supply and lower prices. 

· The problem with mercantilism is that it was viewed as a Zero sum game (situation where which a gain by one country results in a loss by another)
· Adam Smith and David Ricardo showed why it is actually a Positive sum game (Where all countries benefit)
· A common trend is still noticed in trade talks, by which countries push for trade liberalism in products they have a comparative advantage in, while push for tighter restrictions on imports of products they don’t, likely to avoid domestic firms being shut down. 




	ABSOLUTE ADVANTAGE (Adam Smith)

· Absolute advantage means that a country is more efficient at producing a product than any other country producing it. 
· Adam Smith: Suggested that countries should specialize in the production of goods for which they have an absolute advantage and then trade these for goods produced by other countries.
- His basic argument was that a country should never produce goods at home that they can buy at a lower cost from other countries. 


COMPARATIVE ADVANTAGE (David Ricardo) 

· Ricardo explored what would happen if a country had an absolute advantage in producing all goods. 
· Comparative advantage: Suggests a country should specialize in producing the goods it makes most efficiently, and should buy goods that it produces less efficiently from other countries, even if it produces them more efficiently itself. 

The gains from trade.

· The basic message of comparative advantage is that potential world production is greater with unrestricted free trade than it is with restricted trade. 
· The theory of competitive advantage suggests that trade is a positive sum game in which all countries that participate realize economic gains. 

Qualifications and assumptions.

Our model that free trade is universally beneficial is rather bold, as it draws these following assumptions.
1. We have assumed a simple world in which there are only two countries and two goods.
2. We have assumed away transportation costs.
3. We have assumed away the prices of different resources in each country. We have ignored exchange rates and assumed that item A and item B could be swapped 1 to 1.
4. We have assumed that resources can move freely from the production of one good to another within a country. In reality, this is not always the case.
5. We have assumed constant returns to scale, that is, specialization by a country in one product constantly produces the same results, realistically if a country put all its resources into one product, there would be diminishing returns to scale. 
6. We have assumed that each country has a fixed stock of resources and that free trade does not change the efficiency with which a country uses its resources. 
7. We have assumed away the effects of trade on income distribution within a country. 

Trade and simple extensions of the Ricardian model.

· We now explore the possibility that:
a) Resources cannot flow freely from one product to another within a country.
b) Trade may change the country’s stock of resources, or the efficiency by which those resources are utilized. 

Immobile Resources.

· We assumed that farmers could easily change land from production of cocoa to rice. 
· In reality, resources do not always move easily from one economic activity to another.
· The theory of free trade assumes that the benefits to those who gain outweigh the losses of those who lose, this is little comfort to the losers.
· Political opposition to free trade often comes from those whose jobs are most at risk. 

Diminishing Returns.

· Constant returns to specialization: are assumed in our previous model.
· By this we mean the units of resources required to produce one product, are assumed to remain constant no matter where on a country’s production possibility frontier. 
· Diminishing returns to specialization: occurs when more units of resources are required to produce each additional unit of output.
· It is more realistic to assume diminishing returns for two reasons:
1) not all resources are of the same quality.
2) different goods use different resources in different quantities.
- Growing cocoa may use less land than growing rice. 

Dynamic effects and economic growth.

· If we relax the assumption that trade does not change a country’s stock of resources or the efficiency by which it utilizes those resources, it becomes apparent that opening an economy to trade is likely to generate dynamic gains of two sorts.
1) Free trade may increase a country’s stock of resources as increased supplies of labor and capital become available for use.
2) Free trade might also increase the efficiency by which a country uses its resources.
- Trade to economies of large scale may become available due to free trade.
- Better technology may become available from abroad, increasing productivity of labor or land.
- Opening an economy to foreign competition might stimulate domestic producers to improve efficiency. 
· Bottom line is that the theory suggests opening the economy to free trade may not only produce static gains, but also result in dynamic gains that stimulate economic growth.


The Samuelson Critique.

· Looks at what happens when a rich country like the US enters into a free trade agreement with a poor country like China – and that rapidly improves china’s productivity after the introduction of a free trade regime. 
· His model suggests that the lower prices that US consumers pay for goods imported from China may not be good enough to produce a net gain for the US economy if the dynamic effect of free trade is to lower real wages in the US.
· Notes he is concerned about the ability to offshore service jobs that used to not be internationally mobile. 
- It will lower the market clearing wage rate, by perhaps enough to outweigh the positive benefits of international trade.
· He does concede however, that implementing measures such as trade barriers to guard against the theoretical possibility that free trade may harm the US could make the situation worse than the drop of real wage rates. 
· Economists often argue that the work skills in developing nations will not rise fast enough to harm the US, they will face diminishing returns. 

Evidence for the link between trade and growth.

· The message of a recent study by Jeffrey Sachs and Andrew Warner shows that adopting an open economy and embracing free trade will over time, reward your nation with higher economic growth rates.
- Higher economic growth rates will raise income levels and living standards.
- For every 10% increase in the importance of international trade in an economy, average income levels will rise by at least 5%.

HECKSCHER – OHLIN THEORY.

· Swedish economists Heckscher and Ohlin put forward a different explanation of comparative advantage.
- Argue that comparative advantage arises from differences in national factor endowments. Land, labor, capital, etc.
· Predicts that countries will export those goods that make intensive use of factors that are locally abundant, and import goods where the factors are scarce. 
· Agrees that international trade is a good thing, but that the pattern of international trade is determined by differences in factor endowments, rather than productivity. 

The Leontief paradox.

· Using the Hecksher-Ohlin theory, Leontief proposed that since the US was abundant in capital compared to other nations, that it would export capital intensive goods and import labor intensive goods.
· His findings were different: found that exports were less capital intensive than US exports – hence the paradox.
· Possible explanation: US has advantage in producing new products or goods made with innovative technologies.
· Such products may be less capital intensive than products whose technology has had time to mature and become suitable for mass production. 

THE PRODUCT LIFE CYCLE THEORY (Raymond Vernon)

· Based on the observation that for most of the twentieth century a very large proportion of the worlds new products had been developed by  US firms and sold in US market. 
· Explanation: 
- Wealth and size of US market gave incentive for US firms to develop new consumer products.
- Also, the high cost of US labor gave US firms and incentive to develop cost-saving process innovations. 

· Went on to argue that:
- Product begins with high demand in the US, limited demand to high income population of other countries.
- Limited demand in other countries makes it a bad idea for firms abroad to produce, but still advantageous for US firms to export.
- Over time demand grows in other advanced countries – becomes worthwhile for foreign companies to begin producing for their home markets.
- US firms begin opening production in different countries – less demand for exports from US.
- As market matures, everyones selling, price becomes main competitive weapon. 
- Producers in advanced countries where labor costs are lower than in the US might now be able to export to US. 

AND POSSIBLY.

- If cost pressures become intense, developing countries may begin to acquire an advantage over advanced countries.
- Global production switches from US – Advanced countries – Developing countries. 

Evaluating the product life cycle theory.

· Historically seems to be accurate.
· However, viewed from Asian or European perspective, seems ethnocentric.
- Many new products now first introduced in Japan.
- With globalization, many new products now introduced in multiple countries at once.
- Global production can occur, with different parts of product being spread to most advantageous parts of the world.
· Summing up:  Seems like a good theory during brief period of American dominance, its relevance to the modern world seems limited. 

THE NEW TRADE THEORY.

· Began to emerge in the 1970’s when a number of economists were arguing that increasing returns to specialization might exist in some industries.
· Economies of scale: are unit cost reductions associated with large scale output.
- If there are economies of scale in producing a good, then as output expands unit costs will fall. In such a case there will be increasing returns to specialization.
· Also suggests that if output required to realize significant scale economies represents a substantial proportion of total world demand for that product, the entire world market may only be able to support a limited number of firms.
· Country can dominate in the export of a particular product where scale economies are important. 

The Aerospace example.

· If Boeng only makes 100 airplanes, the fixed cost will amount to 50 million per unit. (5 billion divided by 100) 
- It’s variable costs such as labor, equipment, and parts equal 80 million per aircraft + another 50 million = 130 million per aircraft.
- If Boeng makes 500 of these aircraft, the fixed cost per aircraft drops to about 10 million, for a 90 million dollar total per airplane.
- The economies of scale here are significant, as unit costs fall 40 million.
· Learning effects also exist in this industry. They are cost savings that come from learning by doing.
- Labor becomes repetitive, and productivity increases over time and costs fall as people learn how to do a task most efficiently. 
- Learning effects are more significant in production of something that takes many complex steps as opposed to a few simple ones, building an airliner has many complex steps. 

Implications.

· New trade theory suggests that a country may predominate in the export of a good simply because it was lucky enough to have one or more firms among the first to produce it.
· Because they are able to gain economies of scale and learning effects, early entrants in an industry may get a lock on the world market, discouraging subsequent entries. 
· Heckscher Ohlin theory suggests a country will export a product when it is particularly well endowed with those factors used in its manufacture.
· New trade theorists argue that the US leads in exports of jets not because it is well endowed with the factors of production, but because it became one of the first movers in the industry. 
· The new trade theory is not at variance with the theory of competitive advantage, as economies of scale and learning effects both increase the efficiency of resource utilization, and hence increase productivity. 
- Thus the new trade theory identifies an important source of comparative advantage. 
· Perhaps most important point of new trade theory is the argument that it generates for government intervention and strategic trade policy. 
- Governments can aid in creating economies of scale by giving large subsidies to firms to help them gain first mover advantage. 

NATINOAL COMPETITIVE ADVANTAGE: PORTERS DIAMOND.

· Porter believed that existing theories of international trade only told part of the story, he wanted to explain why a nation achieves international success in a particular industry. 
· This cannot be answered by Heckscher-Ohlin theory, and the theory of competitive advantage offers only a partial explanation. 
· Porter theorizes that four broad attributes of a nation shape the environment in which local firms compete and these attributes promote or impede the creation of competitive advantage.
1) Factor endowments: a nations position in factors of production such as skilled labor or the infrastructure necessary to compete in a given industry.
2) Demand conditions: The nature of home demand for the industry’s product or service.
3) Relating and supporting industries: The presence or absence of supplier industries and related industries that are internationally competitive. 
4) Firm strategy, structure, and rivalry: The conditions governing how companies are created, organized, and managed and the nature of domestic rivalry. 

· Porter says these attributes make the Diamond. 
· Porter argues that firms are most likely to succeed in industries or industry segments where the diamond is most favorable. 
- The diamond is a mutually reinforcing system. The effect of one attribute is contingent on the state of others.
· Porter maintains that two additional variables can influence the national diamond:
1) Chance: Events such as major innovations, can reshape industry structure and provide the opportunity for one nation’s firms to supplant anothers.
2) Government: By it’s choice of policies, can detract from or improve national advantage. 


Factor endowments.

· Porter recognizes hierarchies among factors, distinguishing between basic factors (eg natural resources, climate, location, and demographics) and advanced factors (communication infrastructure, sophisticated and skilled labor, research facilities, tech know how).
· He argues that advanced factors are the most significant for competitive advantage, as they are the product of investment by individuals, companies, and governments – When the government invests in education it encourages general skill and knowledge of population and stimulates research at higher education institutions – upgrading a nations advanced factors.
· The relationship between advanced and basic factors is complex.
- Basic factors can provide an advantage that is reinforced and extended by investment in advanced factors.
- Disadvantages in basic factors can create pressures to invest in advanced factors. 

Demand conditions.

· Porter emphasizes the role domestic demand plays in upgrading competitive advantage. Firms are typically most sensitive to the needs of their closest customers – characteristics of home demand will shape attributes of domestic products, and create pressures for innovation and quality. 
· Porter argues a firm will gain competitive advantage if their domestic consumers are sophisticated and demanding. 
- consumers pressure firms to meet high standards. 

Related and supporting industries.

· Third broad attribute is having suppliers or related industries that are internationally competitive. 
· The benefits of investment in advanced factors of production by related and supporting industries can spill over into an industry helping it to achieve a strong competitive position. 
· Characteristic of this is that successful industries in a country tend to be grouped into clusters of related industries. 
· Clusters are important – valuable info flows between each firm. 
- Knowledge flows when employees move between firms within a region and when national industry associations bring employees from different companies together for conferences or workshops. 


Firm strategy, structure, and rivalry.

· Fourth attribute of national competitive advantage is strategy, structure, and rivalry of firms within a nation.
- First different nations are characterized by different management ideologies, which either help or harm them gain competitive advantage.
- Second, there is a strong association between vigorous domestic rivalry and the creation and maintaining of competitive advantage in an industry – domestic rivalry creates pressures to innovate, improve quality, reduce costs, etc. 


Evaluating Porters theory.

· Argues that degree to which nation achieves international success in an industry is combined impact of
- Factor endowments
- Domestic demand conditions
- Related and supporting industries
- Domestic rivalry 
· Argue that all four components is usually required for this diamond to boost competitive performance.
· Argues government can influence all four factors either positively or negatively.


IMPLICATIONS FOR BUSINESS.

· Three main implications for international business. 
- Location implications
- First-mover implications
- Policy implications
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