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International Business and Trade
Instructor: Mark Tomass

Class Notes 3

Similarity of Preferences as the Basis for Trade in Manufactured Goods

All the arguments made thus far identify the source for comparative advantage on the supply side.  In the following, we will present a demand side argument that explains the direction for trade in differentiated manufactured products.  


In each country, industries produce goods that are designed to satisfy domestic demand and cater to the prevailing tastes of the consumers.  However, given consumers have different tastes, international trade benefits consumers by allowing them to consume a wider variety of goods.  The question is which types of countries are most likely to trade with each other.  Countries with similar standards of living will tend to consume similar types of goods.  Standards of living are determined in part by the factor endowments of countries.  Countries with large amounts of capital per worker tend to be richer than countries with lower amounts of capital per worker.  Therefore, there should be a considerable volume of trade between countries with similar characteristics, i.e., where their demand overlaps.  Furthermore, one should also expect a larger volume of trade when domestic demand overlaps to a greater degree.  

This conclusion is in sharp contrast to the argument of the factor endowment model where countries with dissimilar factor endowments would seem to have the greatest incentives to trade with each other, because they would exhibit the greatest disparity in pre-trade relative prices.  However, one should note that this theory of overlapping demands applies only to trade in differentiated manufactured products and not to agricultural products or raw materials where they are better explained by the factor endowment model.


The theory of overlapping demand also explains the phenomenon of intra-industry trade.  This type of trade occurs when countries both export and import the same types of products.  Therefore, it should be quite reasonable to expect the United States to export Budwizer beer and to import Corona beer.  Simple theories of comparative advantage would seem to rule out this type of trade.  

Intra-industry Trade

The existence of intra-industry trade seems to contradict theories of trade that are based on comparative advantage.  For, if a country has comparative advantage in a product, then how can one explain its importation?  There are two explanations that can still be consistent with the supply side explanations of comparative advantage.  One explanation is transportation cost.  For example, the United States exports timber to Canada on the east cost while it imports it on the west coast.  This is explained by the fact that it is cheaper to transport timber from British Columbia south to the United States than to transport it east to Ontario.  

A second explanation for intra-industry trade that does not contradict with supply side explanations of comparative advantage is based on the methods according to which data is aggregated.  Often there are goods for which data storage guidelines require further consolidation to include trade in dissimilar goods.  For example, cotton sweaters are added with wool sweaters to form a category called sweaters.  Then, sweaters are added with other types of clothing such as shirts, suits, dresses, and the like to form a category called apparel.  Similar aggregations take place in other industries.  As a result, a country appears that it is exporting and importing sweaters, while it is importing and exporting sweaters of different kinds.  Therefore, intra-industry trade can be a purely statistical phenomenon that is due to aggregation.  One can therefore reconcile intra-industry trade with the factor endowment explanation for international trade because countries with large endowments of the raw materials with which a sweater is produced can have comparative advantage in it.  A country may therefore end up exporting and importing an item used for the same purpose but made of different materials.

