PAGE  

International Trade and Finance
Instructor: Mark Tomass

Class Notes 2

Comparative Advantage under Increasing Opportunity Cost and the influence of Demand Preferences


When factors of production are only partial substitutes for each other and each good is produced with different factor combinations or intensities, then the determinants of the domestic barter rate of exchange between two hypothetical commodities are the productivities of the factors of production and demand preferences.  


Demand preferences of consumers are represented by an infinite number of community indifference curves called an indifference map.  Each curve indicates all the possible combinations of the two goods that yield the same satisfaction.  The slope of an indifference curve at any point is the marginal rate of substitution in consumption (MRSc) which indicates the amount of one good consumers in a nation are willing to give up to obtain another unit of the other good.  Consumer tastes and preferences determine the shape of each indifference curve.


Without trade, consumers achieve the maximum satisfaction at the point where the slope of the production transformation curve (called the marginal rate of substitution in production: MRSp) equals to the slope of the indifference curve given by the MRSc, and where the latter two rates equal to the slope of the internal price ratio (or the internal terms of trade) between the two goods (called the marginal rate of substitution in trade: MRSt).  Any movement away from the equality MRSp=MRSc=MRSt.will either lower satisfaction because it will end up on a lower indifference curve or will be unattainable in the absence of international trade.


A change in tastes will alter the MRSc and generate a new indifference map.  This means that consumers choose a different combination of the two goods.  The fact that we are operating under increasing costs conditions, the higher demand for one of the goods leads to a rise in its relative price.  Producers therefore respond by producing more of the demanded good until MRSp again equals to the new MRSc and we end up with a new barter rate of exchange MRSt.


Let us now consider the implications of changes in preferences on international trade.  When trade opens up, reciprocal demand determines the international barter rate (the terms of trade), which will be the same for both trading partners.  Each country will produce more of the good with an international barter price that is higher than its domestic price.  It will continue producing more of that good until the MRSp again equals to the international barter rate of exchange MRSt where further specialization is not possible because it will increase the price production beyond what foreign consumers are willing to pay for as indicated by the MRSt.  As we have shown under constant cost conditions that specialization and trade enables the trading partners to consume beyond their domestic production possibilities, this is also true under conditions of increasing costs where each of the trading partners can consume on an indifference curve that is higher than the one under autarky.  

Dissimilar Factor Endowments as a Determinant of Relative national Prices and as the Basis for Trade


We have demonstrated that international trade takes place because trading partners take advantage of differentials in relative prices between their countries.  Furthermore, we have explained such price differentials by (1) varying productivities of the factors of production and (2) by the strength of demand conditions in each country for the other country's exports.  The factor endowment model, however, provides an alternative explanation for differentials in relative prices by assuming similar productivity and demand conditions of the trading partners but varying magnitudes of factors supplies.  A nation specializes and exports the good for which it has abundant resources and imports the good for which it has scarce inputs.  A country will be able to produce at lower cost and therefore have comparative advantage in those products that require relatively large amounts of the factors of production with which that country is relatively well endowed.  


To illustrate the proposition of the theory, we assume that there are two goods; one is capital intensive and the other is labor intensive.  The country with more abundant capital will produce more and export the capital intensive good and vice versa, the country with the more abundant labor will produce more and export the labor intensive good.  Specialization and trade will continue until each country's internal relative price equals to the other country's internal relative price.  At the new price ratio both countries can reach a higher level of satisfaction by moving to a higher indifference curve where they consume two combination of goods that were unattainable under autarky.


Price differentials in both countries will be eliminated because of the equalization of factors production prices.  After specialization, the increase in demand for the abundant factor in each country will increase its price.  Simultaneously, since specialization is moving away from the scarce factor, the decrease in its demand will decrease its price.  This trend will take place in both countries leading to the equalization of the prices of the factors of production, thus the price of capital is equalized in both countries as well as the price of labor.  This leads to the equalization of the prices of the similar goods in both countries.  Keep in mind that equalization applies to wages in the labor intensive good in one country when compared to wages in the labor intensive good of the other country.  The same trend applies to wages in the capital intensive goods in both countries.  The factor endowment model does not imply that the wages of workers associated with the labor intensive good will be equal to the wages of the workers associated with the capital intensive good in each country.  It only predicts that these wages will be closer to each other.  Nevertheless, the downward pressure on the wages associated with the scarce good in each country will mobilize political pressures to restrict the imports of the competing foreign industry.


Economists found this model to capable of providing insights into such issues as the effect of international trade on wages and other factor prices, the impact of economic growth on the pattern of international trade, and an explanation for the political behavior of various interest groups in an economy. 

Economies of Scale as the Basis for Trade

Traditionally, economists have defended perfect competition and argued against imperfect competition.  They based their arguments on the theoretical finding that the allocation of factors of production under imperfect competition does not maximize production and consumer satisfaction as under perfect competition.  Under perfect competition, the price of a good tends to equal its lowest unit cost of production.  Under monopoly and oligopoly, however, the fact that the price of a good is higher than its marginal cost of production leads to excess profits.  Concerning international trade, the difference between a perfectly competitive market and a monopolized/oligopolized market is expressed in international price differences.  Under monopoly and oligopoly conditions, the international specialization gains from trade are less.


However, a monopolistic and oligopolistic industry may be able to achieve economies of scale and a rate of technological discovery and capital investment that would not be possible if the same industry was perfectly competitive.  In the United States' cotton textile industry, for instance, was until recently composed of small firms unable to achieve economies of scale.  Now, bigger companies are being formed through mergers and acquisitions, and are benefiting from economies of scale and more research.  Many industries such as the steel industry have started with a large number of small firms, but subsequently, economies of scale have transformed them into oligopolies.


So far, our discussion of trade has assumed that returns to scale to be constant during specialization; that is, doubling factor inputs can double the output of a good.  Here, you should be distinguishing between constant opportunity cost that result from factor substitution and constant returns to scale.  Constant opportunity cost represents a relationship between the factors producing one good when they are being adapted to the production of a different good while constant returns to scale represents the relationship between the magnitude of the already adapted factor of production and the magnitude of the output produced.  Therefore, one can have an example of constant opportunity cost with constant returns to scale, or constant opportunity cost with increasing returns to scale.  More realistically, the two phenomena can be coupled in the following way: decreasing opportunity cost with constant returns to scale, decreasing opportunity cost with increasing returns to scale, or decreasing opportunity cost with decreasing returns to scale.  In each of these cases, the shape of the transformation schedule will be determined by the net effect of both phenomena.


Therefore, if firms in several industrial sectors experience economies of scale so that a doubling of inputs more than doubles the output of a good then unit costs decrease over the long-run.  Under free trade conditions, decreasing costs to scale lead to complete international specialization because higher production will not lead to higher costs thus there will be no equalization of the prices of the traded goods that generally eliminates the incentive for further specialization.  Such decreasing costs to scale can be experienced in countries with large domestic markets or in countries that have the entrepreneurial infrastructure for worldwide marketing


Evidence for economies of scale exist for a wide range of products, including semiconductors, refrigerators, petrochemicals, paper, TV sets, beer, electric power, and aircraft.  The evidence suggests that total production costs decline by 25 to 30 percent each time output doubles.  Economies of scale therefore provide a basis for international trade, along with differences in factor endowments and tastes.  
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