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M.A. ECONOMICS (FINAL)
Course - 8
THEORIES OF INTERNATIONAL TRADE

BLOCK -1 INTRODUCTION

There are certain basic differences between internal trade externational trade. It was
on the basis of these differences that the old classical economists built up a separate theory
known as the classical theory of comparative costs and other modern theories to explain the
emergence of international trade.

The capital and labour between two contries are not so mobile as between two different
parts of the same country. It is on account of the greater mobility of labour and capital within
the country that there is a tendency for the equalization of interest and wage rates.
Consequently, there comes to be established an equality in the production costs of a
commodity in different parts of the country. But due to the comparatively less mobility of
labour and capital, the production costs of the same commodity become different in the two
countries. It is account of the differences in production costs that international trade takes
place.

The Block 1 has six Units, Unit -1 explains the salient features and determinants of
the process of international trade. Unit - 2 studies comparative cost theory of International
trade, Unit - 3 throws light on modern theory of International trade, Unit - 4 deals with
Heckscher-Ohlin theory of trade, Unit - 5 discusses Kravis and Linder’s theory of trade, and
Unit - 6 focuses on Rybczynski theory.

BLOCK -2 INTRODUCTION

The terms of trade refer to country’s exports exchange for its imports. The teams of
trade are naturally governed by the prices of exports and imports entering into international
trade. They indicate the relationship between the prices of exports and prices of
imports of a country. The terms of trade are said to be favourable to a country
when the price of its exports are high relatively to the prices of its imports. In the
same manner, the terms of trade are said to be unfavourable to a country when the
prices of its imports are high relatively to the prices of its exports.

The imposition of tariff duties and tariff restrictions has the effect of
improving the country’s terms of trade, the reason being that tariff restrictions
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reduce the country’s demand for imports, As a result, a given quantity of exports
fetches now a larger quality of imports than before, registering an improvement in
the country’s terms trade.

The Block - II consists of eight units. The Unit-7 throws high on gains from
International trade, Unit-8 deals with gains from trade in case of Big and small
countries, Unit-9 Studies about terms of trade, Unit-10 discusses on tariff and its
effects, Unit 11 explains on optimum tariffs and welfare, Unit-12 talks about quotas
and their effects, Unit-13 concertrates on tariff Vs quotas and Unit-14 focusses its
attention on non-tariff barriers.

BLOCK -3 INTRODUCTION

Free trade refers to that state in which there is unrestricted exchange of goods and
services among the various contries of the world.Prof. Ellsworth is perfectly correct when
he says that free trade will bring to the world all the advantages of geographical specialization.
Under free trade, each country would tend to produce those goods in which it enjoys
comparative advantages. The whole world would thus be benefited as a result of the supply
of cheap goods. For arguments in support of free trade will be of good response from classical
school of economists.

We would not advocate this policy for India because it is harmful for less developed
countries. In case, this policy is adopted, the vast Indian market would be flooded with cheap
goods from abroad. Indian industries would not be able to stand the un equal competition.

Protecion refers to that policy of the government under which a number of restrictions
are imposed on import trade with a view to giving protection to home industries.

The Block-11I consists of two units. The unit - 15 deals with free trade policy and
arguments in favour of trade protection and arguments forwarded against to it. Unit - 16
throws light on trade protection policy.

BLOCK -4 INTRODUCTION

Block IV delas with certain fundamentals aspects of balance of payments analysis. It
has three unit of study.

The Unit 17 explains the meaning and various components of balance of payments
account and schedule. In this unit we study the concept and types of accounts of balance of
payments of a country. Further an attempt is also made to explain the concepts of equilibrium



and disequilibria of balance of payment and other related key phrases. On the whole the Unit
17 provides an introduction to a balance of payments (BOP) analysis.

Unit 18 provides an analysis of the meaning and working of a typical foreign excahnge
market and the meaning and determinations of exchange rates.

Unit 19 describes the theories of foreign exchange rates. There are three theories
viz., (1) the merit par theory, (2) the purchasing power parity theory: and (3) the balance of
payments theory.

Together the three units of study in Block IV enable a student the fundamental concepts,
accounting procedures, and determinants of balance of payments as well as foreign exchange
rated.

BLOCK -5 INTRODUCTION

Block V delas with balance of payments and adjustment process. In this block there
are Four Units of study.

The Unit- 20 deals with balance of payments adjustment process in an international
open macro economy. This unit explains BOP adjustment process under fixed and floating
exchange rate systems, on one hand and the adjustment process through changes in income.
capital market mechanism oromiyion of exports, on the other hand.

The Unit-21 explains the relationship between the exchange rate adjustment and balance
of payments mechanism. This unit provides an analysis of major approaches to balance of
payments correction and the economic policy instruments used in this regard.

Unit-22 analyses the interal and external equilibrium in balance of payments this unit
provides a descriptive as well as critical review of Income Absorption approach, Swan
approach and Mundell’s monetary approach to balance of payments adjustment.

Unit-23 Provides an analytical account of the concept of foreign trade multiplier and
its algebraic derivation; it also explains the working of foreign trade multiplier with the help
of graphs which will enable students to understand in precise terms the close relationship
between the process of economic growth and foreign trade.

BLOCK -6 INTRODUCTION

The Block V1 delas with the Theory and practice of regional trade blocks, which is an
important branch of the study of International economics during the last five decades It had
received impetus on account of the setting up of European Common Market in 1958.



Block V1 has Five Units. The Unit 24 deals with various kinds of economic cooperation
which is in effect the study of theory of free trade areas and customs unions. The ibjectives,
functions and performance of the European Economic Community (ECM) and NAFTA are
explained in Unit 25. Thus, the Unit 25 provides an empirical framework for the theory of
economic cooperation / integration. The Unit 26 provides an analysis of economic
cooperation among developing countries, particularly of asia. Further, Unit 27 deals with
multilateralism in trade which is an awawed trade Policy goal of the world trade organization
and the role of multinationals (MNC’s) in the foreign trade is explained in Unit 28. In fact
the theory and peactice of international trade whetherfree from obstacles and / or whether
based on Commercial policy (trade protectionist) instryments has always generateda  interest
and heat among economists as well as trade policy-makers. Thus, the Block VI assures you
an intimmate learning process aboutforeign trade and its welfare effects.

BLOCK -7 INTRODUCTION

The Block V1I delas with the Interational Monetary System. It has two units. The Unit
29 deals with objectives, functions and the role of Word Bank in the development of the
World economy, particularly the LDC’s: and unit 30 deals with the performance of the
International Monetary Fund (IMF). The IMF is playing quite a useful role inpromoting
relatively stable foreign exchange rate system, increases in the supply of international
liquidity to finance the BOP deficits and promote better macro-economic management of
the open economics. These two financial institutors are called Brettonwoods sisters dealing
with long-term loans (world Bank) and the short - term loan assistance (IMF) to the member
nations.

Jone Block in his A dictionary of economic (2001: pp 247) defines the International
monetary system as under:

“ The system of foreign exchange markets through which international trade and capital
movements are financed, and exchange rates are determined. If there were no national foreign
exchange reserves and no world, central bank, exchange rates would be entively determined
in the foreign exchange market. In fact most countries have central banks which hold foreign
exchange reserves, which an be used to stabilize exchange rates. in the short run at least. In
the longer run central bank and governments can use the instruments of moetary and fiseal
policy to try to prevent balance of payments surpluses and deficits becoming so large that
stable exchange rates cannot be maintained. There is no world central Bank, but the
International monetary Fund (IMF) was ubtebded to act in place of one to provide extra



liquidity for national central banks, and to coordinate macro-economic policies so that
exchange reserves would not be exchanged”. On the whole Both the IBRD and IMF are
playing a very usefl role in promoting world development although they are seriously criticized
as the agents of world capitalism or imperialism.

Chairperson
DOSR in Economics
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1.0 AIMS AND OBJECTIVES

The aim of this Unitis to explain the basis of intemational trade, concepts of internal and international
irade and to analyse the advantages and disadvantages of trade and to discuss the trade and econormic
development.

After reading this unit you will be able to

. discuss the basis of international trade

. explain the difference between internal and international trade

* examine some basic concepts relating to international trade

= know the advantages and disadvantages of international trade and

- understand the trade and economic development

1.1  INTRODUCTION

Internal trade refers to the exchange of goods and services within the geographical boundaries of
anation. Since a country may be divided into many regions, the trade between different regions withina
country is sometimes referred to as inter-regional trade. Itis the same thing as inter trade. International
trade, on the other hand, refers to the trade or exchange of goods and services between two or more
countries.

The simple reason for trade-whether between individuals or between regions within a country or
hetween countries is that it enables people to enjoy those goods and services which they cannot produce
themselves or produce only at a comparatively higher cost. This fact is ultimatély based on the principle
of division of labour. Just as each individual concentrates on the production of those goods and services
for which he is most suited, so also each country tends to concentrate on the production of those goods
for which it is most suited. Thus, the purpose and origin of international trade lie in the fact that human
needs, both natural and acquired and natural resources do not coincide. This is specially marked in the
case of minerals, coal, copper, tin gold etc, - and in agricultural products such as rice, tea, raw cotton,
jute etc. Some countries have too much while others are deficient and the purpose of international trade
is to make the necessary adjustment in the most economical manner.

1.2 NEEDS OR BASIS OF INTERNATIONAL TRADE

Given its special features, it would be possible now to explain the need or basis of international
trade. The fundamental basis of trade whether internal or international is that all different regions within
a country and different countries are not equally efficient in the production of all goods. It is therefore
advantageous for each region and each country to specialize in the production of goods in which itis
specially suited and in exchange obtain those goods in which it is less suited to produce. Now a very
important question arises why does a country specialize in the production of certain goods?



a. differences in geographical factors like climate availability of national and manpower |
resources constitute the natural basis of specialization of trade. Given its peculiar geographical and other
* natural conditions a country can produce certain goods more efficiently than others eg., Arab countries
have a natural advantage in the production of petroleum products and Afghanistan in dry fruits. Australia
and North America possess vast areas of fertile land which enable them to produce wheat. And other
crops efficiently. So also tropical climate is found more suitable for the production of rubber tabacco,
cotton efficiently. So also tropical climate is found more suitable for the production of rubber tobacco,
cotton tea and coffee than temperate regions. Therefore geographical differences is one of the important
causes of trade.

b. differences in skills, techniques of production and labour force also create a basis for
specialization and trade. Countries with abundance of labour might be able to use labour intensive
techniques efficiently, countries like Switzerland having skilled workers would specialize in the production
of goods requiring such skills. Likewise countries endorsed with abundance of capital might be able to-
use capital intensive techniques efficiently.

c. differences in tastes, preferences and incomes may give rise.to differences in demang
conditions and thus trade between nations. A rich country with high consumption sténdards needs 1
wider variety of goods than a poor country and therefore its dependence on other countries for both
exports and imports would be high.

d. differences in the level of development of different countries create a basis for trade.
Less developed countries will at first have to import machines and technical know ~ how from industrialized
countries. After they achieve industrial development they may be in a position to export capital goods to
other countries.

e. it must be emphasized that some of the countries are producing and exporting certain
goods mainly because of historical reasons. For eg., production of jute, tea and rubber in India was
started on the initiative of the British rulers in the 19 century at the cost of other goods.

In short, differences in relative prices between countries is the basis of intemational trade. The
reason for the basis of international trade. The reason for the chcépness of one commodity and deamness
of another relatively at home than abroad may be due to the differences in either the supply conditions or
the demand conditions in the two countries. It may be noted that the classical economi sts, however
stressed only differences in the supply conditions at home and abroad as the basis of international trade
and the lacuna of the classical theory was filled up by Heckscher and Ohlin who stressed that differences
in the relative prices will depend on differences in the demand for and the supply of the goods of the
commodity in the two regions.

L3  INTERNAL TRADE AND INTERNATIONAL TRADE

It shiould be noted that the difference between interregional trade and intemational trade is only
one of degree and not of kind. The fundamental principles in both cases and the same intemational trade
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like inter regional trade is the result of division of labour. In internal or inter regional trade, people
medaﬁmhmoduchggoochhwﬁchﬂwyhaveammpmﬁveadvmmge,ﬂmmminghmm
- emational trade. In the words of Prof. Haberler “strictly speaking, itis neither possible nor essential to
draw a sharp distinction between the problems of foreign and domestic trade. If we examine the alleged
pemlia:itiwoffaeignu-ade,wcﬁndMwemdulingwiﬂldiffermmdcgmcmmanwithm
basic difference of a qualitative nature as would warrant sharp theoretical divisions”

ﬂmmmvaﬂnduapmﬂdiﬁmhchmnﬂunﬂaﬁfaeign&uhwﬁchmmssim
the formulation of a separate theory of international trade. Some of these differences are practical some
pedagogic. Perhaps the most obvious justification for a separate study arises from the barriers between
mmieswmchmwnmlemlyﬁummmdgoo&,puamuﬂmﬁml.mwﬁasmybe
political, social or linguistic, as well as economic which takes the form of custom duties, direct trade
restrictions or exchange controls. Such trade barriers are rarely important enough to impede the flow of
trade within a country, but to the extent that they are important between countries they giverise toa
number of problems which form part of the study of international €CONOIMiICS.

Difference between internal and international trade arises because trade within the country is
conducted in terms of a single currency. But in the case of intemational trade, it is found thatevery
country hasits own currency since the nationals of each country excute their transactions whether domestic
or foreign in their national currency, this raises the problem of foreign exchange i.e., of converting
internationals payments and receipts from one currency into another. But these specific problems of
éc'ihvelﬁng currencies does not arise in internal trade.

The most distinguishing characterstic of international trade arisés from the fact that ‘the existence
dchbaMmiacarﬁwwi&itwn&dsmﬂmgﬂaﬁmsofhmaﬁmnha&wﬂpaym&mm
form of customs duties, exchange control, foreign trade monopolies and so forth Which do not generally
exist in the domestic trade area.

Another factor perhaps the most significant one which distinguishes international from internal
economic transaction is that at any point time, over all economic conditions and policies are likely to
diﬁumudimcnwkqdlybetwwnownuicslhanwiﬂxinamtry. For instance if two or more regions
form part of the same country its likel y that similar broad economic policies will be followed inall areas
and is unlikely the central government to follow a policy of expansion involving low interest rates in one
region while pursuing a policy of contraction in another involving high interest rates.

Further in case of international transactions Governments always intervene and try to maintain a
balmwcbﬂweenexp(msudimpmmantlcastmininﬁzeﬂnbadeffmtsofadeﬁcm Henry sidgwick
correctly remarked that it is only in the case of foreign trade that the investigation of the conditions of
ﬁmmmmamwmmnkmymmmmmmmmm
qmmofgwmnnandinmfaewewiﬂnﬁewmmaﬁngﬂwinmmhmgemmﬁvmble. Butin
thecweofimunaluademdnpmbmwnowiseasamenaﬁonﬂlevd.



Another important feature of internal trade lies in the existence of greater geographical distances
and the consequent increases in the transport costs. According to Henry Sidqwick, the fact of distance
which renders international exchange costly, necessitates a special theory for the determination of
international values. For instance transport costs become an important input in the case of intemational
trade, while these can be ignored in internal trade. Not only goods have to be transported over longer
distances but distinct problems of packing, insurance, banking and freighit which are generally absent in
the case of domestic trade, require special attention in the case of international trade.

Atthe end, inter regional trade differs from intemational trade in that trade between differem
regions in the same country is amount members of the same group. Where as trade between countries
in between different cohesive units. In the words of Friedrich List “domestic trade is among vs international
trade is between us and them”.

To conclude, the differences between international and interregional trade arise from factor
immobility, different currencies, different national policies, separate markets, politically different units and
economic nationalism. All these causes give rise to a separate theory of international trade.

1.4 SPECIALIZATION AND TRADE OR ADVANTAGES OF TRADE

Nations trade with each other because they benefit from it. Other motives may be involved of
course, but the basic motivation for international trade is that of gain. A country need not produce all the
goods which it requires, it will produce only those in which it has a natural and i imperative advantage and
it will import commodities in which it has acomparative disadvantage. When every country follows this
principle, goods are produced more efficiently and countries gain from trade. Thus international trade
provides maximum scope for the optimum exploitation and allocatior: of world's scarce resources.

Imemanonal trade widens the scope for division fmlabmmmd Spoclahnnm by widening the
market. Trade expands the market beyond the frontiers of a country with i mcreasmg scope for division
oflabommdspemahzanmw;ﬂﬁmhermcasecfﬁmmcyandmducccosmofmodwhon. This would
lead to a more efficient and fullepitilization of a country's resources. Further by ensuring free competition,
international trade reduces the dangers of monopolistic exploitation of consumers because goods and
services are produced at lowest per unit cost and price is not higher than the average cost of production.
Thus trade increases units of production and consumption, real income and national well being of all the

Thdeenablesacmmu-ytosellgoodsinwtﬁchithascxocsspr(xlucﬁonand buy goods which it
mmnauwpodmhwﬁdmdybmuscofmﬁmmmfxm. For example countries
l&elapmwiﬂmmyoﬂmmmhudrm&mdnmﬁisfaisdomﬁcmquham
So also the unprecedented prosperity enjoyed by some nations would have been impossible but for the
heavy world demand. To illustrate this point it can be noted that the development of OPEC countries
would not have taken place but for intemational trade. The vast petrol reserves of these countrics would
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have remained unexploited making them the worlds poorest desert countries.

Likewise a country can acquire knowledge of new techniques of production and newgoods
through trade. International trade provides maximum scope for a country to seli her products in those
would markets where she can get the best prices for her products and buy essential raw materials and
other consumer goods from the cheapest sources of supply. Consequently, trade cnables a country to
enjoy maximum advantage both as a consumcr and as a producer. So also an underdeveloped country
can use trade as a means or as an engine of growth. Itenables the underdeveloped countries 1o import
capital goods and essential raw materials which are required for their economic development. [talso
enables these countries to import the technical know-how, managerial talents. entrepreneurship etc..
from the developed countrics at the most competitive terms. Trade changes the quality of the people in
less developed countries teaches them to consume new and to use old things in new ways. More
important than these advantages of material bencfit are the advantages of intematipnal trade which 1aay
g0 a long way in promoting greater independence. co-operation and peace among nations. Thus
international trade is pre-requisite of international economic co-operation and brotherhood.

1.5 EFFECTS ON EFFICIENCY OR DISADVANTAGES OF TRADE

Trade instead of being a source of gain may become a source of some undesirable effects und
exploitation, international trade inflict losses on those home industries whose products are displayed by
imports. The classic example of India during the 19" century could be cited whee in the indigenous
handloom industry was destroyed becuuse of cheap imports of mill made clothes from UK several third
world countries of Africa, Asia and Latin America have also had similar bitier experience.

There is also the danger of trade becoming an obstacle to development. A country may not
think of its long term development if imported goods ure available at low prices. It dependence on s
countrics may increase which in times of war will prove dangerous. Further a country which establishies
industries to instability and uncertainity in the country. Finally trade may produce a demonstration effect
whereby toreign consumption habits are imitated blindly by local population. This would distort the
saving and investment patterns of a country and create antifical demand for imported foods. Thus foreign
trade is not an unmixed blessings. It has many advantages must be balanced against its disadvaitages.
otherwise a country instead ol benefiting from foreign trade may actually suffer irreparable losses.

1.6 TRADE AND ECONOMIC DEVELOPMENT

There is no country in the world which functions as a closed economic system: nor does anybody
advocate autarchy. While the cold war between the communist economies and market economics
persists, attempts have been made to expand the East-West trade. Though many communists still regard
the multinational corporations as instruments of capitalist imperialism a number of them, including the
USSR, have taken the assistance and resources of these transnational corporations to accelerate the
pace of their economic growth. The communists had a tendency to dub such intemational institutions s
the IMF and World Bank as capitalist organs: but loday a number of communist countries. including
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China, are members of such institutions and are utilizing the assistance extended by them. In short,
international economic transactions have increasingly transcended the political barriers.

1.7 SUMMARY

International trade is important, quantitatively and otherwise 10 most nations. World trade is vital
to India in several respects, the absolute volumes of India’s imports and exports exceed those of many
nations. India is heavily dependent upon trade for certain goods and materials which either cannot be
obtilincd domestically or can be produced domestically in limited quantities only. Changes in the volume
of net exports can have a magnified effect upon the domestic levels of output and income.

Intemational and domestic trade have some difference, resources are less mobile internationally
th.m domestically. Each nation uses a different currency and international trade is subject to more political
controls.

World trade is ultimately based on two considerations; the uncven distribution of cconomic
resources among nations and the fact that the efficient production of various goods requires particular
techniques or combinations of resources.

Anincrease ina country’s exports or a decrease in its imports will have an expansionary eftect
upon its NNP. Conversely a decline in exports or an increase in imports will have a contractionary
impact on NNP.

1.8 KEY WORDS

Abrasion: This refer: to the loss of weight suffered by a coin during circulation as a result of wear

and tear

Multilateral Trade: This takes place when countries are perfectly free to trade with one another,
thus extending international division of labour to the fullest element.

Interrcgional trade: Itis also called domestic or intemal trade, since it takes pace within country,
but may 1..volve her various regions.

Bilateral 1rade: This takes place when cvery Country tites 10 balance s pay:icnts and receipts
separately and individually with every other country. Bilaterai 1rade, in the ultimate analysis, has the
effect of reducing the toral volume of trade of all countries.

Beggar my neighbours policy: It is a policy of increasing the exports of the country at the
expense of those of uther countries

Factor—mobility:  Itmeans movements of factors of production occupational and regional within a
country. The factors of production include land labour, capital and entrepreneurship

Factor-immobility: It implies absence of occupational spatial mobility of different factors of
production within a country or between countrias



Trough: It means the lowest point of economic activity reached in a country, it comes aftera period of
contraction but before the period of recovery begins.

1.9 CHECK YOURPROGRESS

1. What are the fupdamental reasons for international trade?

2. Explain the need for a sepearte theory on international trade.

3. Isintemational trade differ from intemal trade

4. List the advantages and disadvantages of international trade.

1.10 QUESTIONS FOR SELF-INSTRUCTION EXERCISES

1. Distinguish between Inter regional and Inter national trade
Z Explainﬂlescope’andsigniﬁcmweofﬂle study of international economics

3. Answer the following question in about 15 lines each
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a. Factor mobility and immobility
b. D:ﬂ'etmtmoncys
c. Different political units.

111 - SUGGESTED BOOKS

1. BoSodersten : International economics
2 ~ David Young C Intemational economics
3. Enke & Salera : Intemational economics
4, FrancisCherunilam International economics
S, S.S.M. Desai : International economics
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A

20 AIMS AND OBJECTIVES

This Unit aims to examine the classical theory of trade.

After reading the Unit, you will be able to

% discuss the classical theory of interational trade

. explain the opportunity cost theory of intemational trade

» understand the empirical testing of the theories

: analyse the concept of comparative cost difference

» understand the production of goods and services between countries which provide the real basis
for international trade

. analyse the limitations of comparative cost differences.

21 INTRODCUTION
7

Theories of trade seek to explain the pattern of trade of countries trading with one another. They
explain why a country exports certain commodities and import others. Several economists have attempted
and many theories have been formulated to explain the basis of International trade.

The classical economists have attempted to explain the foundation of international trade by putting
forward the principle of Intetnational division of labour based on differences in costs of production.
While Adamsmith stressed the absolute cost difference and David Ricardo exhibited that even under the
condition of comparative cost of advantage, international trade can take place to the reciprocal benefit of
trading econormies. Let us concentrate on the theory of absolute advantage by Adamsmith and comparative
cost theory of Ricardo.

2.2 ABSOLUTE ADVANTAGE

Adam smith developed the theory of absolute advantage to explain the basis of trade. Given its
natural resources and skills, a country produces certain commodities more efficiently than others. For
example, India and Brazil, specialized in two commodities, wheat and sugar. Their cost conditions may
be worked out as under:

Wheat Sugar
India : 10 labour hours 20 labour hours
Brazl : 20labourhours 10 labour hours

It is clear that India required only 10 labour hours to produce a quintal of wheat while Brazil
requires 20 labour hours to produce the same. In respect of sugar, Brazil required 10 labour hours while
India needs 20 labour hours. India has an absolute advantage in the production of wheat and Brazil in
the production of sugar. Trade will benefit both the countries if India specializes in the production of
wheat, Brazil in the production of sugar exporting their respective products of each other. Suppose in
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each of them there are 30 labour hours worth of resources; in the absence of trade they may be utilized
to produce one quintal of wheat or sugar in which case the total world production of wheat and sugar
would be 2 quintals each. With specialization India would devote all its resources to the production of
wheat and thus produce 3 quintals of it, similarly Brazil will be able to produce 3 quintals of sugar. Itcan
be seen that with the same resources, production levels in both the countries increase because of
specialisation trade.

2.2.1 ASSUMPTIONS

The classical theory of intemnational trade is based on the following main assumptions:
a. There is perfect mobility of factors of production like labour and capital within a country.
But between countries these factors are assumed to be immobile.

b. Costs are measured in terms of labour units used in the production of goods. The classical
economists developed the labour theory of value according to which relative prices would
be determined by iabour costs.

A Production is governed by the law of constant returns. Costs per unit will remain constant
whether production is on a large or a small scale.

d. Techniques of production are given. There is zero technical Pprogress.

e All the factors of production are given in supply. There is full employment of resources.
Factors of production are homogeneous.

f Itis assumed that there are conditions of perfect competition within a country and free and
unrestricted trade between countries.

5 Costs of transport between countries are supposed (o be zero

h. Tastes and preferences of consumers are assumed to be similar in ail the countries.

2.3 COMPARATIVE COST THEORY OF INTERNATIONAL TRADE

David Ricardo extended the classical theory of trade further to show that even in the absence of
absolute differences in costs, intemational trade is possible and beneficial 1o all the countries. His theory
is called the theory is of comparative advantage. In the example cited by him there are two countries
Portugal and England, and two commodities-cloth and wine.

Countries Cloth - Wine

Portugal 90 Labour | anrs 80 Labour hours
England 100 Labour hours 120 Labour hours

England requires more of labour hours than Portugal to produce a given unit of cloth or wine.
Portugal has absolute advantage over England in the production of both the commodities. It means that
according to Adam Smith’s theory, specialization and trade are not possible. However, Ricardo Proves
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that specialization is still possible in each of these countries. Though Portugal can produce both wine and
cloth with less of 1abour cost than England, it has comparatively greater advantage in the production of
wine (80 Labour hours) than in that of cloth (90 labour hours). Similarly, though England has absolute
disadvantage in both wine and cloth its, disa&vantage is comparatively less in the case of cloth (100
labour hours) than in that of wine (120 labour hours) According to Ricardo, it would be to the advantage
of both the countries if protugal specializes in the production of wine and England in the production of
cloth. Portugal will export its surplus wine to England andimport cloth from it.

The main difference between the theories of Adamsmith and Ricardo is that in the former, the
respective costs of production of the two countries are compared, while in the latter comparisons are
made between commodities within the same country. Within Portugal wine is produced with greater
efficiency than cloth. It will devote all its resources to the production of wine and will exchange its surplus
wine for cloth from England. Similarly, within England cloth is produced more efficiently than wine.
Specialisation based on comparative advantage leads to greater efficiency in the utilization of resources
in each country. Thus both the countries gain from trade. In the absence of trade Portugal will produce
cloth and wine. According to their labour costs, an unit of wine (80 labour hours) would be equal in
value to 0.9 units of cloth. In England one unit of wine (120 labour units) would be equal to 1.2 units of
cloth. When trade begins, Portugal will produce only wine and for every unit of surplus wine it would get
upto 1.2 units of cloth from England. Thus, Portugal is able to buy cloth cheap; for every unit of wine
exchange it would get 1.2 units of cloth instead of 0.9 units.

Similarly, England will produce cloth and wine in the absence of trade; one unit of cloth (100
labour hours) would be exchanged for 0.8 units of wine. With trade it will produce only cloth and
exchange a unit of surplus cloth for upto 1.1 units of wine. Thus, for every unit of cloth it would get from
Portugal 1.1 units of wine instead of 0.8 units in the absence of trade.

Ricardo’s theory of comparative advantage has been modernized by Haberler. He has abandoned
the labour theory of value and introduced in its place the concept of opportunity costs. This includes all
the factors of production. Ricardo’s theory is based on the assumption of constant returns. Haberler
extended it to cover increasing and diminishing returns also. Further, the classical theory ignores demand
conditions and concentrates only on production costs as an explanation of trade. Haberler has introduced
social indifference curves to represent demand conditions. In this way the Ricardian theory has been
sufficiently modified. In spite of this, it may be noted that there is no change in the basic conclusions of
the theory of comparative advantage. The essence of the theory has remained intact.

23.1 INTRODUCTION

David Ricardo has formulated systematically a theory of comparative cost difference in the
production of goods and services between countries, which opens up the scope for international trade.
Ricardo was the first economist to establish the important benefits of foreign trade.

Ricardo’s trade theory in the frame work of free trade, competitive open economics explains the
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determination of international trade. In brief, the comparative cost doctrine is two commodities, two
countries, and single factor of production trade model. It could be extended to include any number of
goods and multiple countries. Thus, Ricardo is a pioneer in the analysis of international trade.

23.2 COMPARATIVE COST DIFFERENCE

International trade theory advocated by classical school of thought is widely known as comparative
cost or advantage theory. Torrens, in fact, was the first economist to explain the existence of comparative
cost differences as the basis for intemational trade. This was done by Torrens in his book “An Essay on
external corn Trade”. However, it was David Ricardo, the famous British economist who explained very
systematically the comparative cost doctrine as the basis for international trade in his *“The principles of
political economy and Taxation™ publishedin 1819. Later this theory was reformulated by other clasgicists
like J.S.Mill, caimess and Bastable. In the 20" Century Tanssig and Haberler have reformulated the
comparative costs advantage principle and enhanced its practical usefulness.

David Ricardo has tried to raise and answer two major questions: What determines international
trade? Why countries trade? Or what gains countries derive from trade?

Before Torrens and David Ricardo, the Father of Economics, Adam Smith advocated the principle
of Absolute cost difference (or advantage) as the real basis for international trade. For instance petrol-
producing countries have absolute cost advantage over other non-oil countries. The non-oil producers
may have absolute advantage in some other commodities like the production of food grains or some kind
of industrial goods. Under these situations, the different countries enjoying absolute cost difference in
different goods can mutually benefit by trading with each other. The absolute advantage principle does
not hold for a wide range of tradable since they manifest only relative or comparative cost differences,
but not absolute cost differences. Thus, Adam Smith’s absolute advantage principle being limited in its
relevance and application has been replaced by most widely relevant of comparative cost advantage of
explain international trade.

. David Ricardo defined the concept of comparative cost advantage as a situation of the existence
of relative cost differences in the production of goods and services between different countries. The
extent of relative cost difference shall determine the basis for international trade between nations. The
costs of production were measured and expressed in labour units. This was a classical tradition. Further,
Ricardo believed that of value embodies labour”.

2.3.3 ASSUMPTIONS
' Ricardo’s theory of international trade is based on the following assumptions:
| The law of constant returns to scale operates in the production system of all countries
participating in foreign trade;
2 labour alone determines the factor of production value embodies labour. Further, the labour
is homogenous;
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No transportation costs
All countries participating in foreign trade are following free trade policy;
There are two countries and both of them exchange each others goods;

N U b W

Factors of production are perfectly mobile within countries, but they are perfectly immobile

between countries.

7. Two countries involved in trade are on same monetary standards and the quantitative theory
of money is in operation

8. The international capital movements and other invisible items of balance of payments are

excluded from the trade analysis.

Thus, Ricardo formulates a two country, two commodities, single facior of production, free
trade based model of trade using the existence of comparative cost advantage as a major explanatory
variable or hypothesis.

2.34 COMPARATIVE COST ADVANTAGE-AN ILLUSTRATION

David Ricardo takes the examples of England and Portugal producing both wine and cloth at
different relative or comparative costs. He illustrates this principle with a numerical example stated
below:

A Comparison of costs of production

Countries Labour cest of production (in Hrs)
One unit of One Unitof
Wine Cloth

Portugal 90 80

England 100 120

In the above example, Ricardo assumes Portugal to be more efficient than England in the
production of both cloth and wine. Thus, Portugal enjoys relatively more cost advantage over U.K inthe
production of both the goods Portugal’s case is one of absolute advantage since it uses less quantity of
labour in her cloth and wine production than England.

Under the above kind of cost differences also Ricardo argues and shows that it would be
advénlageous to take up trade for both Portugal and England. Ricardo argued rationally that Portugal
has relatively a high cost advantage in the production of wine where as England’s least cost disadvantage
is found in the production of cloth. Given this cost difference Portugal can export her wine to England in
exchange for British cloth. Like this by trading with England, the Portugal can economize in the use of
labour by 10 hours; where as England may economize by 20 hours of labour. So Portugal’s exportable
is wine and England’s exportable is cloth. This way the relative or comparative cost difference between
any two countries determines the scope for international trade. Ricardo unknowingly introduced the

opportunity costs nation in his analysis which was subsequently developed by G. Haberler.
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235 CRITICISM

In recent years, this theory has come in for scathing criticism at the hands of eminent economists

like Bertil ohlin and Frank Graham. The main criticisms leveled against the theory are as follows:

a.

Assumption of labour costs: The most fundamental criticism against this theory is that is had
its roots in the labour-cost theory of value. The classical economists sought to explain
domestic exchanges of goods in terms of comparative labour cost. This theory was rejected
evenin the 19" century as an explanation of relative values of several grounds.

Assumption of Fixed proportions: Based on the labour-cost theory of value, this theory
requires the further assumption that the various factors of production are always combined
in the same fixed proportion. If costs other than the labour costs are admitted into the
analysis of relative values, then they must always constitute a constant percentage of total
costs, otherwise value would be determined by something other than labour costs. Now this
assumption of fixed factoral proportions is totally wrong and unrealistic. In the real world,
there is a wide variation in the proportion in which the factors of production are combined .
with each other.

Assumption of constant Costs: Another criticism of this theory relates to its assumption of
constant costs. According to the classical economists the law of constant costs prevails in
every industry so that additional units of the same commodity can be produced at a constant
labour cost per unit. But this assumption of constant costs is totally wrong and unrealistic.

Assumption of intemal mobility and external immobility: Another drawback of the classical
theory of comparative costs is to be found in its basic assumption that, internally, faciors of
production are completely mobile but internationally they are wholly immobile. The assumption
is totally wrong, unrealistic and contrary to facts. Internally, the factors of production are
never perfectly immobile as assumed by the theory.

Absence of transport Costs: Still another criticism of this theory relates to its assumption
that transport costs do not exist. This is manifestly a wrong and unrealistic assumption.
There are several branches of production in which transport costs are even higher than
production cost. A particular commodity cannot enter into international trade unless the
difference in production costs between the two countries is higher than the cost of transporting
it from one country to another. Transport costs are, thus, too important to be ignored.

Unrealistic theory: The theory of comparative cost is unrealistic in the sense'that actual
production in a country may not accord with the principle of comparative advantage. In
other words, a country may produce even those goods in which it does not possess any
comparative advantage. In these days of autarchy or national self-sufficiency, every country
tries as best as it can be self-sufficient in the production of important commodities on military
and strategic erounds.
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g Complete specialization impossible: This theory has been criticized on the ground that
complete division of labour and specialization would not be possible even on the assumptions
of the classical economists we can illustrate this point by taking the example of two countries,
one small-sized and the other large sized. In view of its small size, the former country will
possess limited natural resources. It could therefore, specialize in the production of one
commodity. It would devote all its resources to the production of that particular commodity.
Despite this, its production of that commodity would ot be adequate to meet the
requirements of both the countries. The large-sized country, on the contrary, would have to
produce both the commodities. In other words, it would produce even that commodity in
the production of which it possesses no comparative advantage merely because the small-
sized country cannot, in view of its limited resources, produce that commeodity in abundance
to meet the full requirements of both the countries.

h Clumsiness of the theory: This theory has been castigated by Bertil Ohlin as unduly
cumbersome and unreal. The major drawback of this theory is that it does not take into
account cost differences in the two countries in their entirety. The theory leaves out interest
on capital, ransportation charges and other items from the prducﬁon costs. This is obviously
a wrong and unrealistic treatment of the subject. The theory concentrates on wage cost
only. Bertil Ohlin considers the theory not only cumbersome and unreal but also dangerous
in the extreme. The theory starts with two co:qmodil:ics and two countries, but the conclusions
drawn are later extended to situations involving several commodities and several countries.

24 OPPORTUNITY COST

One of the main drawbacks of the Ricardian comparative cost theory was that it is based on the
labour theory of value which states that the value or price os acommodity is equal to the amount of
labour embodied in the production of the commodity. This assumption restricts the generality of the
theory. In reality labour is not homogeneous, but heterogeneous. It is not the only factor of production.
Commodities are produced by the combination of various factos. Most of the factors are specific, they
can be used only for specific purpose and they would yield less output it transferred to other use. In view
of these shortcomings, in 1930’s number of economists attempted to reformulate the theory of comparative
cost. One such attempt was made by Prof. Gohfried Von Haberler in his work “The theory of intemational
trade” Published in 1933. Haberler gave a new life to the theory of comparative cost by restating itin
terms of opportunity costs. He has thus, replaced “real costA” (labour —cost) by “opportunity cost’ in
international trade theory.

Haberler’s reformulation is an exercise in the frame work of general equilibrium or multiple
commodity market equilibrium and he has been successful in keeping out the restrictive as well as unrealistic
assumptions of Ricardian theory of international trade.
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24.1 INTRODUCTION

Attempts of reformulate the classical theory or the cost theory of international trade in the frame
work of general equilibrium or multiple market equilibrium were made by a host of economists in 1930's.
One such attempt has been made by Prof. Gottfried Von Haberler in his work. The theory of international
trade’. Prof. Haberler has reformulated the classical theory of international trade i.., the comparative
cost theory in terms of ‘opportunity cost’. He has thus replaced ‘real cost’ by opportunity cost, in
international trade theory in line with the replacement of real cost tﬁeorizing by opportunity costin general
economic analysis. In short, opportunity cost theory of Haberler has lifted the classical trade theory out
of real cost strait Jacket and thus, succeeded in offering a general theory of international trade.

Prof. Haberler has maintained that the assumption of labour theory value employed by Ricardo
to explain the theory of comparative costs or the classical theory of comparative costs or the classical
theory of international trade is untenable and this assumption restricts the generality of the theory. In the
first place, labour is not homogeneous. In reality labour is heterogenous implying that there exists different
grades or kinds of labour and each kind of labour constitutes a non-competing group second labour is
not the only factor of production used in the production of the commodity. Comnmodities are produced
by the various combinations of different factors of production like land, capital and others. Hence, itis
impossible technically to measure diverse factors of production in terms of single factors namely labour.
Third most of the factors of production are specific. It means they can be used only for one specific
purpose and they would yield less output it transferred to other use. In view of these shortcomings the
assumption of labour theory of value has been dropped by Haberler. Instead, he has employed the
concept of opportunity cost to explain the comparative cost theory of international trade.

24.2 OPPORTUNITY COST AND SUBSTITUTION CURVE

Opportunity cost is an Austrian concept theory and it is now the comer stone of modern cost
theory. Opportunity cost is detined as the value of the foregone. It is the cost of the relinquished altemative.
Since resources are scarce and capable of alternative application production of one commodity entails
the sacrifice of the production of one commodity entails the sacrifice of the production of next best
alternative. Thus, the displacement of the possible product, the foregoing of the altemative opening, in
the process of getting some particular thing is the opportunity cost. An illustration makes the point clear.
The opportunity cost of good ‘X" is the amount of other goods which have to be given up in order to
p'bducc one additional unit of X. |

The nation of opportunity cost is iliustrated-in international trade theory with the substitution
curve on production possibility curve or transformation curve of production frontier. Given the factor
endowments and technology, substitution curve shows the various combinations of two goods that could
be produced. Production possibility curve makes possible to arrive at substitution ratio between two
commodities, when many factors of production are available just as well as when there is only one factor
production. Thus, the concept of opportunity cost as well as the geometrical tool. Production —Possibility
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WHEAT

curve enables us to reformulate the theory of comparative costs was dropping the assumption of labour
theory of value.

Production possibility curve shows the different combinations of goods and services which a
country can produce using all available resources and the most efficient techniques of production. The
slope of the PPC indicates the marginal rate of transformation or substitution, i.¢., the rate at which one
commodity can be transformed into the other or the rate of substitution between commodities. In
otherwords, the slope of the PPC denotes the nature of opportunity costs-constant or increasing and
also the shape of the production possibility curve. When marginal rate of substitution or transformation
differs between countries opportunity cost ratio will differ between countries and there will be incentive
for trade.

Prof. Haberler has shown that trade is possible as well as profitable so long as the production
possibilities differ between countries, Alternatively as long as opportunity costs differ across countries
there will be incentive to trade. Now, with the help of opportunity cost, we can restate the comparative
cost theory of trade. If two countries have different opportunity costs of producing a commodity then
the country with a lower opportunity cost will have comparative advantage in the commodity.

Under constant costs production possibility curve will be a straight line. A straight line production
possibility curve denotes that all the factors of production are equally efficient in all the fines of production.
As a result the opportunity cost will be constant at all the points on the production possibility curve.

Ya YT

~
-

f (a) USA | 1 (b) UK

WHEAT

0 — - MRUES —X

CLOTH CLOTH

In the above figures (a) and (b) represent the production frontiers of the U.S and the U.K
respectively. Production possibility curves in both the countries are straight lines implying that production
is governed by constant costs. In the USA all the factor endowments or factors of production will enable
itto produce either 5 bushels (OA) of wheat and 10 yards (BO) of cloth. The opportunity cost of wheat
is Z yards of cloth. It means an increase in wheat output by one bushel will necessitate the sacrifice of 2
yards cloth. On the other hand, factor endowments in the U.K will make it possible to produce either
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bushels of wheat (OC) or 6 yards of cloth (OD). As a result the opportunity cost of 1 bushel of wheat
is 3 yards of cloth. Note that the opportunity costs in both the countries remain constant at all points on
the production frontiers. This implies that an additional unit of one commodity can be secured by sacrificing
or giving up the same amount of another commodity at any point on the production possibility curve.

25  Empirical Testing of the theory limitations Jacob Viner has stoutly defended the Ricardian
real cost theory of international trade and vigourougly attacked the opportunity cost theory. According
to viner, opportunity cost theory is inferior as a tool of welfare evaluation, to the real cost approach of the
classical economists. Further, the doctrine of opportunity costs fails to measure real cost in the form of
sacrifices, dis utilities, as irk someness involved. All the same, the opportunity cost theory depicted with
the help of production possibility curve cannot take into consideration changes in factor supply. preferences
for leisure against income and preference for one occupation against another offering the same wage
rate. But some of the economists like walsh vanek have helped in showiné that opportunity cost and real
cost approaches are alternative simplications of the same problem. Also the theory of opportunity cost
can be made to include changes in factor supplies and preferences for leisure against income. Hence,
viners criticisms appear to be farefetched. Despite several weaknesses the opportunity cost theory has
been regarded as simplified version of general equilibrium level. Itis worth observing the opinion of Prof.
Samvelson “the opportunity cost approach is more fertile because it can be readily extended into a
general equilibrium system. It is therefore not surprising that the opportunity cost approach has gained
more and more popularity and it is used even by those who in principle attack it”.

2.6 SUMMING UP

Our study of classical and opportunity cost theories has shown that none of these explains
satisfactorily trade as it actually take place. Itis so mainly because a country’s exports and imports are
determined by a number of factors like historical conditions, government policy the state of its development,
international political situation as well as its geographical conditions and factor endowments.

2.7 KEY WORDS

Absolute differences in costs: Adam Smith extolled the virtues of free trade. These are the
result of the advantages of division of labour and specialization both at the national and international
levels. '

Comparative cost difference: According to David Ricardo, it is not the absolute but
the comparative differences in costs that determine trade relations between two countries. Production
costs differ in countries because of geographical division of labour and specialization in production.

Factor immobility:  This refers to the rigidity in the movement of factors of production. The
international trade theories presumed that the factors of production are freely mobile within countries and
they are immobile between countries.
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Labour theory of value: This theory treats labour alone as a contributory factor in value
creation. ‘labour embodies value’ is a very popular statement of David Ricardo. However, this concept

was discarded later since it is erroneous.

Cobweb Theorem: Itis atheory which explains the regularly recurring cycles obsefved in
the production and prices of some agricultural commodities. This theorem was evolved after 1930 by
three eminent economists. H. Schultze of the USA, Tinbergen of the Netherlands and U.Ricci of Italy-
working independently of each other. Prof. Nicholas Kaldor first christened it as cobweb Theorem
because the pattern traced by the price movements resembled a Cobweb.

-S. SHIVANNA.,

28 QUESTIONS FOR SELF INSTRUCTION EXERCISE

1. Explain Ricardo’s theory of comparative advantage

Explain Adamsmith’s theory of Absolute advantage

What are the assumptions of the classical theory of trade.

Explain a country’s pattemn of trade in the light of the opportunity of cost theory.
Define ‘comparative Cost Difference’ principle, and illustrate it with an example.

oA W
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3.0 AIMSAND OBJECTIVES

The purpose of this unit is to explain the concept of factor price equalisation theorem and to give
an idea of components of samuelson theory.

After reading the unit, you will be able to

. understand the factor price equalization theorem.

w know the important assumptions of the factor price equalization theory.
* analyse graphic exposition of the factor price equalization theory

v throw light on critical evaluation of the theory.

3.1 INTRODUCTION

One of the important propositions of Heckscher-Ohlin theorem is that free international trade
tends to equalize factor prices between countries, thereby serving in some measure as a substitute for
factor mobility. While Heckscher and Ohlin admit the possibility of partial equalization of factor prices.
Prof. P.A.Samuelson has attempted to show that under certain strict conditions factor price equalization
will be complete. A stronger form of this proposition has come to be popularly known as “Factor price
equalization theorem”.

32 FACTOR-PRICE EQUALIZATION HYPOTHESIS-MEANING

Heckscher in his article “The effects of foreign trade and distribution of income” published in
1919, has suggested that under the assumption of the same technique of production and production
function in the two countries intemational trade would lead to factor price equalization without the actual
mability of factors. But he believed that techniques of production and production functions are not likely
to be similar in the countries in reality. Therefore, complete factor price equalization would not occur. On
the other hand, Bertil Ohlin in his book “inter regional and international trade” Published in 1933, has
maintained that free trade in commodities tends to equalize the factor prices and hence commodity
prices. In other words, international trade will bring about factor redistribution as well as income
redistribution and thus it will tend to equalize the factor prices between countries. But Ohlin himself has
admitted that trade will lead to partial factor price equalization. According to him complete factor price
equalization can be attained only when factors move freely between the countries.

33  ASSUMFTIONS

The factor-price equalization theorem is based on a set of assumptions. There assumptions are
formulated by Prof. Paul. A Samuelson. '

(a)  Thereare only two countries namely USA and UK
(b)  They produce only two commodities, food and clothing
(c)  Each commodity is produced with two factors of production. The production function of
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each commodity is homogeneous of the first degree which implies constant returns to scale.

(d)  The factors of production are subject to the law of diminishing marginal productivity.

(e) Factor intensities differ between commodities and factor reversals are ruled out. Food is
relatively land-intensive and clothing is labour intensive.

® Land and labour are assumed to be qualitatively, identical inputs in the two countries and
production function for each commadity is the same in the two countries.

® There is perfect competition with the absence of transport costs and tariffs such that free

commodity movements exist between the two countries.

(h) Both countries produce both commodities with both factors of productiop. No country has
complete specialization in one commodity.

34 ADIAGRAMMATIC REPRESENTATION

If assumptions are fulfilled, the free intemational trade leads to factors price equalization. According
to Samuelson, “under the circumstances the real prices of factors of production precisely are at the same
level in both the countries in addition, the quantity of factors of production used for food grains production
in USA is equal to the quantity of factors of production used for food grains production in UK. In the
same manner then in textile production the same quantity of factors of production are used in both the
countries)”

Factor price equalization theorem could be better understood from the following diagram.

C
\\\t
PP, ~A

Labour

In the above diagram, the factor price equalization theoren has been slightly modified by Prof.
Lemner. FF and CC are the isoquants for food and clothing. They denote the production functions of the
two commodities for both countries. OR and OS rays form what chip man calls the ‘cone of diversification,
whichis ROS in the figure. The post trade price ratio is P denoted by the line PL, which is tangent to FF
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isoquant at point Rand toCC at point S. Pre-trade price line for USA is indicated by the dotted line PA
PA which is tangent to isoquant FF at point K. The ray OK is the endowment ray of USA. Likewise,
the pre-trade price line for UK is shown by the dotted line P, Py, which is tangent to the isoquant CC at
point T. The endowment ray OK in USA is outside the cone ROS indicating that it is specializing
completely in the production of food. Complete specialization will not ensure factor price equalization.
Atthe point K the cost of producing food is high in USA. This is evident from the fact that marginal
productivity of land in value terms is lower than its rent, where as the marginal productivity of labour is
higher than the ways. Thus, the pre-trade price ratio is inconsistent with the post-trade price ratio. Itis
only by changing the factor of production i.e., by using more labour and less land at the point R, on the
international price line PL than at KON PALA marginal productivities of both land and labour could be

made equal to rent and wages respectively.

Similarly the endowment ray O’I.' in UK his outside the cone ROS, showing that it is specializing
completely in the production of clothing. But factor prices will not be equalized. At the pre-trade
position T, marginal productivity of labour is lower than its wage and marginal productivity of land is
higher than its rent with the result the cost of production of clothing is high. Thus, the domestic prices in
OK are inconsistence with international prices. Only when UK moves to the point S on the international
price line, the marginal productivities of labour and land will be respectively equals to wages and rent.
This is possible if UK decreases the proportion of labour to land in the production of clothing.

At points R and S the necessary conditions for factor price equalization are fulfilled only by
employing OR land/labour ratio in clothing. Factor prices are equalized in USA and UK. Atpoints R
and S, ratio of marginal productivity of land to labour is equal to the ratio of rent to wages in each country
in both food and clothing. As aresult, there will be a there will be unique factor price ratio, implying
equalization of relative factor prices in both countries.

Factor price equalization theorem has largely fascinated several trade theories. The Proofs
offered for the factor price equalization theorem are dependent upon rigorous assumptions which are
highly unrealistic. The existence of widening inequalities in income, productivity and prices between
countries, inspite of substantial foreign trade undermines the practical significance of the theorem. However,
it cannot be dispensed with as an intellectual toy. Factor price equalization theorem is still useful in
analyzing the effects of trade on income factor prices and the production structure of similarly placed
countries.

35 CRITICALEVALUATION OF THE THEOREM

Factor price equalization theorem has largely fascinated several trade theories. The proffs offered
fof the theorem are dependent upon rigorous assumptions which are highly unrealistic. Economists like
Ellsworth, mead and many others have severely criticized Samuelson’s theorem. They argue that factor
price equalization can only be partial and not complete for the following reasons:

a. It is assumed that the two factors of production are available in both countries. Butitis
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possible that only one factor is available in one country. Inﬂmtcaseﬂwma:ﬁimlproduétivi&w
of the factor commort to both countries will differ and its prices can not be equalized in the
countries,

It is assumed that production functions are the same in both countries. As a matter fact,
production functions are ncver identical, even if resources are the same in both countries,
they would not necessarily produce the same commodity in them. As pointed out by mead
“the same text books and the same brains would not produce the same thoughts in Chicago
and London. This is because physical climate and social and intellectual atmosphere for the
production of commodities differ from country to country”.

The Samuelson’s theorem is based on the assumption of constant returns to scale. Mead
has demonstrated that if there are economics of production in the manufacture of one of the
commodities factor price equalization will not take place. Suppose Britain enjoys more
economics of large scale production in the manufacture of clothing than USA. Therefore,
the marginal productivity of labour would be higher in UK and lower in USA. Itis possible
for commodity prices to be the same in the two countries, but factor price would differin
them.

It is further assumed that no country specialize completely in the production of a single
commodity. But there is likely hood of one of the countries to completely specializein the
production of one commodity before price equalization occurs. This is especially soif the
other industry, say wheat in UK, happens to be very small in relation to the specialized
industry-clothing. In this situation, factor price equalization will not take place till all factors
engaged in the wheat production move to the other country USA.

The factor price equalization theorem is based on the two commodity and two factor
assumption. If the number of factors of production is more than the number of commodities,
the theorem would break down. Itis difficult to extend the theorem to more than two factors
and two goods.

The Samuelson therem is a completely static theory. “It only studies some characteristics of
given equalibrium situation at a given point of time. It says only what the effects of trade will
be with a given technique with a given factor endowments and so on. But the real world is
not in a given equilibrium for ever; all soris of changes occur”.

Myrdal, Kindleberger, Sodersten and others opine that in the real world there is increasing in
equalities in factor incomes rather than equalities in them. According to Myrdal, a cumulative
process away from equilibrium in factor proportions and factor prices engendered by
technological trade has been taking place. To quote Kindleberger, “trade between developed
and less developed countries widens the gap in living standards (and factor price such as
wages) and it is evident after centuries of trade that there are still poor as well as rich countries.
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The existence of widening inequalities in income, productivity and prices between countries,
inspite of substantial foreign trade undermines the practical significance of the theorem.

36 SUMMARY

The factor-price equalization theorem is a second component of H- O trade model. Given aset
of assumptions of a standard H- O trade model the process of international trade has a tendency in the
long run to bring about a factor-price equalization even when there is an incomplete specialazation in the
production of tradables. Bertil F - Ohlin the major proponent of the factor-price equalization also
pointed out that the introduction of transport costs cause barriers in achieving complete factor price
equalization so it is only a theoretical possibility.

The factor — price equalization theorem is based upon a set of highly restrictive assumptions like
perfect competition. Constant returns to scale, homogenous factors of production, similarity in factor-
intensities in the production of tradeables between countries etc., any change in any one or all of these
assumptions create barriers for factor price equalization to take place.

The factor —price equalization theorem is severally criticized for its restrictive assumptions and
also for its static nature in theonization. This theory is, however, not capable of being inclusive. so asto
incorporate changing conditions of trading world.

37 KEYWORDS

Equilibrium: A term used to describe a situation of economic agents or of aggregates of economic
assents such as market. Applied to an individual agent, such as a consumer or firm, itis used to describe
a situation in which the agent is under no pressures or incentives to alter current levels or states of
economic action because given his aspirations and the constraints he faiths he to improve his position in
terms of any economic critcria. When applied to markets, equilibriam is used to denote a situation in
which. in the agaregate buyers and sellers get satisfied with the current combination of prices and quantities
bought or sold, and so are under no incentive to change their present actions.

Heterogeneity: Means the quality of goods, services or factors which permits their distinction in the
minds of consumers and producers.

Homogeneous product: If the commodities or services supplied by economic agents in a given
market are ha\ ;ng attribute combinations which are identical in the eyes of buyers, the product is considered
to be homogeneous.

Factor cost:  Refers to the price net of indirect taxes and subsidies. It is being the amount received by

the factors of production during the manufacture of a good. National income has been equal to the
incomes received in the economy valued at factor cost.

Factor Demand Curve: Refers toa curve which represents the quantities of a factor of production
that business firms will want to purchase or hire at various hypothetical prices per unit of the factor.
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Factor Markets: Refer to the markets in which factors of production or inputs have been bought
and sold, e.g., the labour market, the capital market.

Factor Reversals:  One of the assumptions of the Heckscher Ohlin approach to international trade
has been that the production functions for commodities are different in the ratios in which they use factors
of production and that a commodity wiﬁchuﬁsahigherraﬁoofsay. labour to capital than another will
do at all pussible relative factor prices.

Factor-priceequlization: ~ This is stated as a possibility in H-O trade model. The process of
international trade creates more demand for surplus factor leading to its price rise. The comparative
advantage found earlier in an abundantly available factor is wiped-out in the long-run making factor
prices equal in all countries.

Imperfect Competition: Inreality modem markets are less competitive and more monopolistic.
This is called imperfect competition. The existence of imperfect competition creates a hurdie for free
trade and factor-price equalization, since it embodies all disadvantage of monopolistic markets.

Equilibriumprice: ~ Means the price at which a market has been in equilibrium.
-S.SHIVANNA,

38  Suggested Books

- BO Sodersten - International Economics

- Davind Youn - International Economics

3. Enke and Salem - International Economics
4. Francis Cherunilam - Intemnational Economics
3.9  Questions for Self-Instruction exercises

Discuss to what extent free movement of goods can bring about equalization of international
factor prices.

Z State and explain the conditions under which Ohlin’s factor price equilisation theorem is
valid.

3. Whmdoywnwanbyfm-plicceqmﬁzaﬁonﬂlusumwhhﬂwhclpofaﬂﬁmbkdiam

4. “Factor-price equalization is a long run tendency; that’s all” discuss

5. Discuss to what extent free movement of goods can bring about equalization of international
factor prices.






HECKSCHER - OHLINE THEORY OF INTERNATIONAL

UNIT 4:
TRADE
Structure
40  Aimsand Objectives
4.1 Introduction
42  Assumptions
43  Factor abundance
44  Factor Price-factor intensity reversal
45  Adiagrammatic representation of H-O theory
46  Leontief method of testing-Leontief paradox
47  Anevaluation/Limitations
4.8  Summingup
49  Keywords
4.10  Suggested Books
4.11

Questions for self-instruction exercises

31



46 AIMS AND OBJECTIVES

This unit aims to examine the modern theory of international trade, i.e., the Heckscher-ohlin
theory.
After reading the unit, you will be able to

. explain the cost differences in terms of availability of factors of production in each country.

* understand certain countries have abundance of labour in relation to capital and viceversa.
" explain briefly the empirical tests, in particular the Leontiefs paradox about the relevance of the
predictions of the H-O trade model.

* know certain commodities are produced by labour intensive techniques while others are produced
by capital intensive techniques.

+ realize a country exports those commodities which use its relatively abundant factor more
intensively and imports those commodities which use its relatively scarce factor more intensively.

41 INTRODUCTION

Bertil Ohlin in his famous book Interregional and international trade (1933) criticized the classical
theory of international trade and formulated the general equilibrium or Factor endowment or Factor
proportions theory of international trade. Itis also known as the modern theory of intemational trade or
1he Heckscher-Ohlin theorem. IN fact, it was Eli Heckscher, Ohlin’s teacher, who first propounded the
idea in 1919 that trade results from differences in factor endowments in different countries, and ohlin
carried it forward to build the modern theory of international trade.

The two very important propositions that go by the name popularly called Heckscher-ohlin
theorem or model are (a) the major cause of comparative cost differences and trade between countries
is to be found in differences in their relative factor endowments, this has come to be known as the
‘Factor endowment theory or Factor proportions theory’. And free international trade in commodities
tends to equalize factor prices between nations thereby serving to some extent as a substitute for factor
movements.

42 ASSUMPTIONS -

H-0 theory is based on a number of assumptions.

(a) for the sale of convenience, it is assumed that there are only two commodities, two countries
and two factors of production labour and capital are the only two factors of production
taken into consideration. They are homogeneous all over the world.

(b)  Perfect competition prevails among producers and buyers

{1 It is assumed that the supply of factors of production is given and that they are fully employed.

(d)  Thereiscomplete mobility of factors within the country and immobility between the countrics.
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{e) The production functions are on constant returns to scale in both countries.

® There are no internal or external economics of scale in production.

()  Transport costs are non-existent

(h)  Free tradeexists. Thus, there are no tariff and non-tariff barriers upon trade between countries

@ The international transactions are confined only to commodity trade; thus, the capital
movements, and transfers of dividenis and other types of invisibles are excluded from trade
analysis.

) It is assumed that there are no factor reversals, IT means there is no one to one relationship
between factor intensities and factors prices.

43 FACTORABUNDANCE

The factor-endowments implies the possession of various factors of production by different
countries. According to Heckscher —-Ohlin the endowment of factors of production tends to vary both
by natural and human efforts differences. In other words the endowment of factors of production tends
to change and is different among nations both at a point of time or over a period of time. Asaresult the
nature of commodities produced and the methods of production used tends to vary among nations.
Thus, each country tends to produce output of such goods for whose production the country concerned
has the suitable factor of producion in relative abundance, and further so produced goods are exported.
For this reason the Heckscher-ohlin trade model is also called the factor endowments theory of intemnational
trade or modem theory of international trade general equilibrium theory in international trade.

Bertil-ohlin considers international trade “as a'special case of inter local or inter-regional trade”.
Because international trade to a very large extent is governed by the same forces determining domestic
trade therefore, the most prominent determinant of international trade or international specialization and
trade pattern is the difference in the relative endowment or availability of factor of production. Bo
soderstein states that the H-o trade model at ““countries that are rich in capital will export labour intensive
goods”. Here the word ‘rich’ imply only a relative abundance of the concerned factor and not an
absolute abudance. In brief, the vanations in factor endowments between countries lead to variations in
comparative costs in the production of goods which determine the basis for international trade between
countries. In this sense the H-O trade model is an attempt to reformulate the famous Ricardian comparative
cost advantage principle of international trade.

44 FACTORPRICE-FACTOR INTENSITY REVERSAL

In the H-O model, factors of production are regarded as scarce or abundant in relative terms
and not in absolute terms. That is, one factor is regarded as scarce or abundant in relation to the
quantum of other factors. Hence, it is quite possible that even if a country has more capital, in absolute
terms, than other countries, it could be poor in capital. A country can be regarded as richly endowed
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with capital only if the ratio of capital to other factors is higher when compared to other countries. For
example, let us suppose country A has 25 units of labour and 20 units of capital and country B has 12
units of labour and 15 units of capital. Therefore, the capital labour ratios is A and B countries are 0.8
and 1.25 respectively. Even though country A has more capital in absolute terms, country B is richly
endowed with capital because the ratio of capital to labour in country (0.8) is less than in country B
{1.25).

According to the Heckscher —ohlin theory, the pattern of international trade is determined by
factor endowments and factor intensities. But, changes in the relative factor endowments and factor
intensities is possible over time. Such changes could change or even reverse the pattern of trade.

A growth in factor supplies may eventually make the scarce factor abundant and vice versa.
This relative change in factor endowments may change the commodity composition of trade.

The commodity composition of trade may be reversed also by changes in production functions.
For example, a technological change may make a labour intensive good and cupital intensive one Again,
some technological change or government policy in favour of labour intensive production techniques
could make the production of certain capital intensive production techniques could make the production
of certain capital intensive goods more labour intensive.

The factor endowment theory assumes that production function is decidedly biased i.e., a given
commodity uses a particular factor of production intensively. But we can show that production intensity
need not be biased at all or that reversal in factor intensities is possible.

45 A DIAGRAMMATIC REPRESENTATION OF H-O

The following figure explains the Heckscher- ohlin theorem expressed in terms of price-definition
of factor abundance. Isoquants YY and XX show that Y is the capital-intensive good and X is the.
labour intensive good. Each isoquant represents 1 unit of the respective good. Relative factor pricesin
country A are shown by the factor price line AA , which is the same for both the commodities. In
country A one unit of Y requires OD of capital and OR of labour. To produce one unit of X, it requires
OC of capital and OS of labour. It is evident therefore that in country A, Y is capital intensive good and

X is Jabour intensive good.
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The factor price line AA, in country, A as compared with either B B, or BB, (which are both
parallel and hence have the same slope) is steeper indicating that capital is relatively cheap or capital is
relatively abundant. Since capital is cheap in country A, it specializes in the production of commodity Y,
which is a capital intensive good.

Now take the case of country B its equilibrium positions in respect of both the commodities are
Hand G. Note that the factor-price lines B, B, and B,B, are parallel and they are flatter or less steeper
than the factor-price line AA, indicating that country B is relatively labour abundant economy. It means
in country B labour is cheap and capital is dear. Now the cost of the each unit of good in country Bis to
be measured. To produce one unit of X country B requires Ol amount of capital and ON amount of
labour; likewise, to produce one unit of Y, country B requires OJ amount of capital and OM amoum of
labour. A comparison of costs shows that Y is capital-intensive and X is labour intensive. Since the
country B is labour abundant and since X is labour-intensive, it follows that country B must specialize in
the production of X and trade in that commodity. In sum, country A which is abundant in capital will
export capital intensive good and country B which is a labour abundant economy will export labour
intensive commodity and hence Heckscher — ohlin theorem is established.

4.6 LEONTIEF METHODS OF TESTING- LEONTIEF PARADOX

Leontief starts from the observation that Americ.. is relatively abundant i capital and relatively
scarce in labour as compared with the rest of the world. He assumes that USA reduces exports and
imports by an equal amount and shifts the resources formerly engaged in export industries to import
replacement or import-substitute industries. Following the Heckscher-ohlin theorem export contraction
must release in relatively more capital and relatively less labour than import substitute industries absorb.
But leontief’s results showed that export industries released more labour than capital. It follows from this
that American exports are labour-intensive or American import replacement industries require more
capital than labour. Thus, Leogfief concludes that American participation in the international division of
labour is based on its specialization in labour intensive rather than capital intensive lines of production. In
otherwords this country resorts to foreign trade in order to economize its capital and dispose of its
surplus labour rather than vice-versa.

~ A number of criticisms have been leveled against Leontiefs study on statistical and methodological
grounds. The most important criticism of Leontief is that of Prof. PT.Ellsworth is that the capital intensity
of U.S. import replacement industries is irrelevant to the comparison. His argument is that a comparision
of capital intensity in U.S. exports industries is to be made with the capital intensity in the countries which
produce U.S imports since, USA is being abundant in capital, it will employ capital-intensive techniques
to produce import substitutes even in import-replacement industries. As a result, Leontief’s study has
shown higher capital labour in import replacement industries. Ellsworth has maintained that Leontief
should have studied whether goods imported into USA are capital or labour intensive in the countries of
origin. The point of view of difference between Leontief and Ellsworth is that Leontief assumed identical
production functions in tune with Heckscher-ohlin model, while Elisworth has argued that production
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functions in tune with Heckscher-ohlin model, while Ellsworth has argued that production functions in
reality differ between countries. Ellsworth’s contention is more plausible for much of the explaining of the
Leontief’s paradox highlights the differences in production function between countries.

Leontief’s paradoxical results have stimulated similar studies for other countries. Bharadwajs
study on India and Wah!’s study for Canada refute the Heckscher-ohlin analysis. The Tatemote and
Ichimura study of the foreign trade of Japan with the world as a whole refutes the Heckscher-ohlin
theorizing, while the disaggregation suggest aresult in line with Heckscher-ohlin theory. A study of East
German trade by W. Stotper and K. Roskamp has yielded results consistent with Heckscher-ohlin
theory.

Leontief’s paradox has not only stimulated similar studies but also brought forth and number of
explanations. These explanations have attempted to bring about reconcilitation of the Leontief Paradox
with the Heckscher-ohlin theory.

a. Productivity of U.S. labour: Leontief himself has attempted to reconcile his findings with the
Heckscher-ohlin theory. He has argued that USA is relatively abundant in labour and hence

* exports labour-intensive goods. The basis for his argument is that the productive of American
labour is three times higher than foreign workers. If the labour is measured in terms of
efficiency units or standard units, then American labour supply will be a certain multiple of

the apparent labour supply. Hence America is rich in labour and hence exports labour

intensive goods.

b. Human capital: Leontief’s study has not considered human capital. However, his study
shows that more skilled labour is used in U.S. export industries than in import substitute
industries. The study made i)y Perter B. Kenen, has shown that the consideration of both
human capital and physical capital in the analysis of factor intensities of U.S. export industries
and import replacement industries will reverse Leontief paradox.

c. Natural resources: Leontief has neglected the role of natural resources in relation to the
U.S. trade pattern. J.Vanek and others have shown that natural resources and capital are
complementary in production. In view of the scarcity of several natural resources, capital
abundant USA has tended 10 import capital-intensive goods from other countries. The U.S.
trade pattern-the import ¢f natural resources products like minerals and forest products
which have high capital labour ratio and exports of farm products having low capital-labour
ratio explains the Leontief paradox

d. Factor intensity reversals: Heckscher-ohlin theorem breaks down in the context of factor
reversals between countries and one of the countries will show the results of Leontief paradox.
Prof. B.S. Minhas study of production functions in several countries reveals that factor reversals
are common due to the fact that the elasticities of substitution between factors differs between
industries. These factor reversals occur in the empirically relevant range of factor prices.
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Minhas investigation of twenty four industries in 19 countries has revealed factor reversals in
five industries. The possibility of factor reversals explains the Leontief paradox. However,
Leontief recalculation of Minhas results shows that factor reversals are less common.,

4.7 ANEVALUATION/LIMITATION

From the discussion set fourth above it can be seen that the modcm theory offers a more scientific
explanation of cost differences than the classical theory. But it must be emphasized that it is equally static
and unrealistic in its assumptions. The assumptions of given resources, techniques and assumptions of
given tastes and preferences and conditions of perfect competition. The modem theory suffers from the
assurnption of identical techniques all over the world for a given commodity. It can be seen that cloth can
be produced by different wchmqus like handlooms. powerlooms and mechanized mills. As against this,
the theory assumes that cloth is produced by only one technique which is the same in every country.
Because of its static character, the theory cannot explain satisfactorily the pattern of trade between
developed and underdeveloped countries. Leontief tested this theory for the U.S.A. Itis generally
believed that the USA is capital rich and labour scarce country. Therefore, its exports should be capital
intensive and imports labour-intensive. Leontief found that the Ameirca exports and imports were just
contrary tothis. [fexports were labourintensive and imports capital intensive. These strange results are
described as ‘Leontief’s paradox. -

48 SUMMING UP

Our study of the classical and modem theories has shown that none of these explains satisfactorily
trade as it actually takes place. Itis so mainly because a country’s exports and imports are determined
by a number of factors like historical conditions, government policy. the state of its development,
intermational political situation as well as its geographical conditions and factor endowments.

49 KEY WORDS

Elasticity of Substitution: It means the extent to which one commodity can be substituted
for the other. Perfect elasticity of substitution would occur if the two commodities were perfect substitutes
of each other.

Variations in factor - Endowments: This concept is used by Heckscher — ohlin as the basis for
explaining determination of international trade. The variations imply differences in the possession of
factors of production between various countries at a point of time and over a period of time.

Assumptions: Assumptions are conditions under which a theory holds good. They are instruments
facilitating reasoning in a theory. They may be discarded and changed.

Capital-intensive: It refers to that which uses large amounts of capital equipment in relation to its
labmrfqrceoritsouw

Labour - intensive: AdedMﬂhAhwﬂ_ﬁeﬂbhmh&mh&nﬁw
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than an equivalent grocess of technique B if the ratio of labour to capital used has been greater in A than
inB. '

Leontief’s Paradox: ~ The prediction of the H-O is that a country relatively abundant in capital will
export will export capital-intensive good and import the goods whose domestic production requires
relatively large amount of its relatively scarce factor namely labour. Contrary to the prediction of H-o
theorem, Leontiefs exhaustive study of Amei.a’s domestic production and trade that come out with the
starting result, that America, being relatively capital abundant economy exports labour-intensive goods.
The result of the study Leontief has come to be known as Leontief of paradox

-S. SHIVANNA,

410 SUGGESTEDBOOKS

I.  BoSodersten :  Intemational Economics
2. Daivd Young : Intemational Economics
3. CPKindleBerger : International Economics
4. S.SM.Desai : Intemational Economics
5. FrancisCherunilam  :  Intemational Economics
6.  M.L.Jhingan :  Intemational Economics

4.11 QUESTIONS FOR SELF INSTRUCTION EXERCISES

1. State and explain the Heckscher — ohlin theory of international trade. To what extent is jt
superior over the classical theory?

2. Explain the main assumptions of the H-o theory.
What is meant by ‘Leontief's paradox’? Does it invalidate H-o trade theory
4. Explain a country's pattern of trade in the light of the factor endowments theory.
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50 AIMS ANDOBJECTIVES

. o
The unit sums to examine a rival doctrine to the theory of comparative advantage and the main
argument about how income growth affects demand and trade.

After reading the unit, you will be able to

* explain the pattern of trade in terms of domestic availability and non-availability of goods-Kravis
* undenstand how availubility influences operation through both demand and supply forces.

. know Linder's representative-demand hypothesis.

. analyse the demand patiern towards luxuries, when per capita income shifts.

51 INTRODUCTION

The availability approach to the theory of international trade seeks to explain the pattern of trade
in 1crms of domestic availability and non-availability of goods. In a nutshell, the availability approach
explains that a nation would tendto import those commodities which are not readily available domestically
and export those whose domestic supply can be easily expanded beyond the quantity needed to satisfy
the domestic demand. '

Swedish economist Linder s representative demand hypothesis draws casual arrows from income
10 tastes and from technology to trade when per capita income shifts.

52 THEAVAILABILITY APPROACH-KRAVIS

Kravis argues that Leontief's findings that the USA's exports have a higher labour element and a
lesser capital factor than its imports may be explained better and more siniply by the availabiiity factor.
Goods that happen to have a high capital c.omem are bought abroad because they are not available at
home. Some are unavailable in the absolute sense (for instance, diamonds); others in the sense that an
increase in output may be achieved only at much higher costs (i.e., the domestic supply is constant).
When unavailability at home is due to alck of natural resources (relative to demand), the comparative
advantage argument is perfectly adequate.

According to Kravis, there are uther facts of the availability explanation of commodity trade
pattern that cannot be so readily subsumed under the ruberic “Comparative advantage”. One of these is
the effect of technological change. Historical data for the USA indicate that exports have tended to
increase most in those industries which have new or improved products that are available only in USA or
in a few other places at the most. Product differentiation and government restrictions are the other
factors tending to increase the proportion of international trade that represents purchases by the improving
vountry of goods that are not available at home. \

According to Kravis, there are. thus. four bases of the availability factor, namely;

(a) Natural resources;



(b)  Technological progress
(c) Product differentiation; &
(d)  Govemment policy.

The first three of four bases — natural resources, technological progress and product differentiation
probably tend. on the wholke. to increase the volume of international trade. The absence of free competition,
a necessary condition for the untefterédoperation of the law-of comparative-advantage tends o i
trade w0 goods that cannot be produced by the importing country, argues Kravis. The most important
restrictions on international competition are those imposed by the governments and by cartels. Those
imports that are unavailable or available only at a formidable cost are subject to the least governmental
interference. Kravis is of the opinion that the quantitative importance of the availability factor in intemational
trade is considerable. This appears to apply especially to half of world trade that consists of trade
between the industrial areas on the one hand and the primary producing areas on the other.

The availability avenue is really novel in describing the trend of the international trade.

5.3  LINDER’S REPRESENTATIVE - DEMAND HYPOTHESIS - OVERLAPPING
DEMAND

"The other main argument about how income growth affects demand and trade is an imaginative
conjecture advanced by the Swedish economist Linder. Linder’s representative demand hypoihesis
draws casual arrows from income to tastes and from technology to trade, for example, a rise in per
capita incomes shifts a nation’s representative — demand pattern toward luxuries that the nation can now
afford, as Engel’s law also implied, this new concentration of demand on affordable luxury manufactures
causes producers to come up with even more impressive improvements in the technology of supplying
those goods in particular; their gains in productivity actually outrun the rises in demand that caused them,
leading the nation to export these very luxury goods and to lower prices. Thus we should expect to see
nations exporting-goods in which they specialize in consuming. Linder’s argument does not rest on anv
one explicitset of assumptions but would be helped along if there were economics of scie ut Ul learning
by doing in luxury manufacturing.

His view has not yet received a definitive test. Its prediction of exports and lower prices for
representative- demand goods fit the rough look of the automobile market, where nations tend to export
the types of autos most appropriate to the income levels in their own economics. It also prepares us for
the possibility that luxury manufactures may become increasingly cheap even though income growth
shifts demand towards them.

5S4  ANEVALUATION

WhydomSaudiAmbiacxpmoiluraﬁle,mppa,mesimphnﬁndedql;swertodwamﬁon is
that it is because Saudi Arabia has oil fields and Chile has copper deposits. An American economist,
L.B. Kravis has put forward the availability of scarce resources like the one discussed above 3s a nval,
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