	International trade can only be mutually beneficial if one country has a comparative advantage in the production of both commodities. Using your knowledge of the classical theories, comprehensively examine the validity of this statement [25 marks].

(2014-10-07 14:13)

	The classics believed that in order for countries to voluntarily trade they would want to benefit from it. There are theories that have been written on the mutual benefits of trade, comparative advantage is one of them.

Years after the theory of Absolute advantage by Adam Smith was written; David Ricardo wrote about the law of comparative Advantage. The theory aimed to explain the basis and gains from trade.  The assumption of the comparative advantage theory is that there are two nations and two commodities, no trade restrictions, no factor mobility between countries but there is factor mobility within countries, labour theory of value, constant cost of production and no change in technology.

Adam Smith’s theory stated that for two countries to mutually benefit from trade they need to specialize in the production of the commodity that they can produce more efficiently that the other, then export the remainder that is not consumed. The theory of comparative advantage states that countries can benefit from trade even if they don’t have absolute advantage of both commodities. They can specialize on the commodity that they have the least absolute disadvantage of. Example:

 

Botswana

South Africa

Wheat

6

1

Cloth

4

2

 

According to the table above one hour of labour produces 6 bushels of wheat and 4 yards of cloth in Botswana; whereas the same hour produces 1 bushel of wheat and 2 yards of cloth in South Africa. South Africa has absolute disadvantage on both the production of wheat and cloth; however the disadvantage is more on the production of wheat than on cloth. This means that South African can specialize on the production of cloth and export the remainder that is not locally consumed. For Botswana to agree to the trade they have to gain more than 4 yards of cloth for the 6 bushels of wheat as it is more than what they produce locally. If both nations agree to exchange 6 yards of cloths for 6 bushels of wheat then Botswana would gain 2 yards of cloth and since 6 yards of wheat would take six hours of labour time for South Africa to produce they would use the six hours to produce 12 yards of cloth and they would then export 6 and gain 6 yards of cloth or save three hours of labour time. The mutual benefit in trade could still take place even if countries trade for quantities that are not 6C for 6W. As stated Botswana would not trade if they would have 4 or less than 4 yards of cloth for  6 brushes of wheat as this is what they can produce locally, anything more than 4 yards of cloth for 6 brushes of wheat would be a gain.  South Africa on the other hand would benefit if they give up anything less than 12C for the 6W as both of then require the same number of hours to produce. The range for mutually beneficial trade thus become:

4C < 6W <12C

There is also a case of no comparative advantage. This is when a nation has the same absolute disadvantage on both commodities. For example if South Africa produced 3 brushes of wheat in an hour instead of 1. That would mean that there is no mutually beneficial trade that can take place.  This is however a rare occurrence.

All the assumptions that are stated above can be relaxed, however the labour theory of value is a problematic one as it is not valid. This assumptions means that labour is the sole determiner in the price of commodities, this means that labour is the only factor of production or it is used in the same fixed proportion in the production of all commodities and that there is only one type of labour. Realistically that is not the case, labour is often used with other factors of production and it is definitely not homogenous.  The Opportunity cost theory that was written by Haberler helped to explain the Comparative advantage theory by excluding the labour theory of value. According to Haberler’s theory, a country will specialize in the production of a commodity that has the least opportunity cost and then export some of it that would not be consumed locally. The country with the least opportunity cost on the production of a certain commodity has comparative advantage on that commodity. Opportunity cost is the amount of the second commodity that must be given up in order to produce an additional unit of the first commodity.

The statement is not valid as it does not consider absolute advantage as well.  (2014-10-09 12:56)

	N E MASEKWAMENG, N A S DE MATOS, S KUREWA, R JUGGATH, A A CHITANDA, L B SHUPING, M PHIRI good on you all for attempting the question.

Here is how the question should have been approached:

The question is asked within the context of the classical theories. As it is that statment does not speak to either absolute or comparative advantage. Students must be able to make the argument that while absolute advantage suggests that mutually beneficial trade can only occur if each country has an absolute advantage in the production of each commodity, we know that comparative advantage suggests otherwise. It suggests mutually beneficial trade can occur even if one country has an absolute advantage in the production of both commodities. What is important is the degree of the advantage. In short, opportunity cost. Each country must have a comparative advantage in the production of each of the two goods for mutually beneficial trade to take place.

 

Therefore students must explain both absolute and  comparative advantage (10 marks). Assumptions and criticisms must be included.

 
· Adam smith developed the theory of absolute

· Smith posited that mutually beneficial trade between two nations is possible only if each nation had an absolute advantage in the production of 1 of the commodities

· A nation has an absolute advantage in the production of commodity X if it can produce it more efficiently than its trading partner

· By trading according to absolute advantage, complete specialization occurs

· Trade based on absolute advantage ensures resources are utilised more efficiently

· There is also increased output of both commodities in both countries as a result of specialization

· Mutually beneficial trade will not occur if one nation has an absolute advantage in the production of both commodities.

· The theory explains only a small part of international trade as it explains trade only between developed and developing countries. /it fails to explain trade between developed countries.
· David Ricardo argued that mutually beneficial trade was still possible between two trading partners even if one had an absolute advantage in the production of both commodities.

· According to Ricardo, what was important is the degree of the advantage. I.e. the opportunity costs.

· A nation would produce and export the commodity of its lowest opportunity cost.

· For trade to occur the domestic terms of trade must fall within the international terms of trade.

 

Assumptions of the theories:

· The theory is founded upon the following ASSUMPTIONS(10 marks) 

 

· Producers and consumers display rational behaviour.

· It’s a 2 commodity, 2 nation model.

· There is full employment

· Labour is the only factor of production

· Each country has a fixed endowment of resources

· Perfect competition exists

· Factors of production are mobile between the two commodities and within the country, but not between countries

· There are  no barriers to trade

· Production occurs under constant returns to scale

· There are no transport costs

· The level of technology is fixed for both countries, but may differ between them.

Criticisms of the theories: (5 marks)

· The theories assume labour is the only factor of production. This is not                               so as there are other factors of production such as capital, land.

· The assumption of perfect competition is unrealistic. Market structures are characterised by imperfections

· The labour theory of value is oversimplified.

· Theory assumes that trade leads to complete specialisation, however specialisation is always incomplete

· Adam smith’s theory can be criticised for not being able to explain trade of one country has an absolute advantage in the production of both commodities.

Thus within the context of the classical theories of trade, the above statment is not valid as discussed in the explanations provided above.

(2014-10-09 12:44)

	The law of comparative adv says that two countries(or other kinds of parties, such as individuals or firms) can both gain from trade if in the absence of trade they have different relative cost for producing the same goods. Even if one country is more efficient in the production of all goods, it can still gain by trading with less-efficient country as long as they have different relative efficiencies. (2014-10-08 19:34)

	With comparative advantage, it is seen as mutually beneficial if each country specialises in and has a comparative advantage in only one good. However, mutually beneficial trade can still take place even if one country (lets say country A) has a comparative advantage in both goods. Country A can specialize in and export the good in which its advantage is the greatest, and country B can specialize in and export the good in which their disadvantage is least.

As stated: "Comparative advantage refers to the degree of advantage.  Country A can have an absolute advantage over country B in the production of commodities x and y.  But if the degree of advantage is greater in good x, then we say that country A has a comparative advantage in the production of good x, and a comparative disadvantage in the production of good y.  The opposite is true for country B - it has a comparative disadvantage in the production of good x  and a comparative advantage in the production of good y." - David Ricardo

it is possible that trade may still be beneficial, even if one country has an absolute advantage over the other in the production of both goods.

 

Ricardo's law of comparative (or relative) advantage states that both countries will benefit from trade if theopportunity costs of production (or relative prices) differ between the two countries.

 

International trade will occur if:

 

·           Comparative advantages exist; and

·           A mutually beneficial trading ratio can be established.

 
Possible Sources Of Comparative Advantage
 

·           Technology;

·           Resource endowments;

Differences in tastes/demands between countries.
Classical theory Assumptions (should be stated in beginning)
·           Producers and consumers are held to display rational behaviour;

·           In this model, there are only two countries and two commodities.  Each good has identical properties, with some of each good being consumed in both countries;

·           There is full employment;

·           Labour is the only factor of production.  The value of a commodity is therefore wholly based upon its labour content.  For example, a good which requires six hours of labour to produce is  three times as expensive as a good that takes two labour hours to produce;

·           Each country has a fixed endowment of resources, all units of each particular resource being identical;

·           Perfect competition exists;

·           Factors of production are mobile both between the two commodities, and within the specific country, but are not mobile between the two countries.  Thus the cost of wages may differ between the two countries prior to the initiation of trade;

·           There are no barriers to trade;

·           Production is characterised by constant returns to scale.  Thus the hours of labour required to produce one unit of a product do not change, even if more of the good is produced;

·           There are no transport costs;

·           The level of technology in each country is fixed, even though the degree of technology may differ between countries.

 

(2014-10-08 15:50)

	One of the assumptions of the classical theory is that there are 2 countries and 2 commodities,so according to Ricardo trade can only be mutually beneficial if each country has a comparative advantage in the production of one of the goods not both commodities. (2014-10-08 14:43)

	According to Ricardo mutually beneficial trade is possible even if one nation has absolute advantage in the production of both goods. Mutual beneficail trade will only be possible if each nation has comparative in the production of one of the goods.Therefore the statment is invalid.We have got to list the assumptions of absolute advantage.

(2014-10-08 13:16)

	Trade can take place whether the other country is at a comparative disadvantage as international trade creates mutual gain for both nations as countries can specialize in the commodity they have a better advantage in. (2014-10-08 11:34)

	The statement is invalid. It is ABSOLUTE advantage on both commodities not comparative advantage. (2014-10-08 11:20)

	According to the mercantilists' view on trade,that statement can hold. According to the classical theory the state (2014-10-08 10:23)


	(a) Discuss the differences between a tariff and a quota (15 marks)

(b) Discuss the scientific and infant industry arguments for protection (10 marks)

 

Note that these are ONLY practice questions to help you see how questions can be asked and how you should approach  questions. They are NOT  the october examination questions.

(2014-10-09 12:48)

	An import quota is a quantitative  limit to imports of some type of goods. This may be set in terms of value or physical units is liable to lead to a rise in average price of products imported as higher-priced products generally a higher profit margin.

A Tarrif is a tax on goods produced abroad and sold domestically. Tarrifs raise the price of imported goods above the world price by the amount of tarrif

Infnant industry is a new industry which during its early stages is unable to compete with established producers ,often becuse of the lack of market reputation and small scale. Goverments sometimes support the developments of new industries either by subsidies or by protective tariffs

(2014-10-14 17:02)

	 
Discuss the differences between a tariff and a quota:
 

T S Chauke, L B Shuping, N S Monganedi and FN Njenge...good attempts.

also include:

With an import quota, an increase in demand will result in a higher domestic price and greater domestic production than with an equivalent import tariff.

 

With a given import tariff, an increase in demand will leave the domestic price and domestic production unchanged but will result in higher consumption and imports than with an equivalent quota.

 

An import quota completely replaces the market mechanism rather than simply altering it.

 

An import quota involves the distribution of import licenses. If the government does not auction off the licenses in a competitive market, firms that receive them will reap monopoly profits.

 

An import quota limits imports to the specified level with certainty, while the trade effect of a tariff may be uncertain.

 

Import quotas are more restrictive than an equivalent import tariff and should be resisted

 
Discuss the scientific and infant industry arguments for protection

Scientific tariff (5 marks)
A Scientific tariff rate is the rate that equalises wage rates across nations. It is implemented so as to offset the competitive advantage of low wages in foreign nations. The policy makes no allowance for productivity differences between nations. It is therefore not as scientific as it can be. The tariff assumes that labour is the only factor in production costs

 
Infant industry argument (5 marks)
An industry should be protected during its infancy against competition from more established and more efficient foreign firms The protection should continue until the industry acquires enough economies of scale to compete effectively with foreign industries. However the protection should be temporary. The protection should not be indefinite; it should be removed once the industry has grown.For the argument to be valid, the return from the grown up industry must be sufficiently high enough to offset the higher prices paid by domestic consumers of the community during the infancy period. This argument can be abused however. Some industries may remain in the infancy stage for ever. Also, it may be difficult to identify which industry or potential industry qualifies for this treatment.

(2014-10-13 13:33)

	 
A taiff Is tax levied on imported goods as they cross national borders.
 

 

 
with a tariff an increase in demand will leave the domestic price and domestic production unchanged but will result in higher consumption and imports
 
The trade effect of an import tariff may be uncertain and thefore not preferred. 
 

 

 
Import tariffs are less restrictive
 

 

 
Quota is a direct quantitative limit on the amount of a product that may enter a country. 
 
An increase in demand will result in a higher domestic price and greater domestic production. 
 
Import quota completely replaces the market mechanisms rather than simply altering and that result in waste from the point of view of the economy as a whole and contain the seeds f corruption.  

Quota involves the distribution of import licences. 
 
Import quota limits imports to the specified level with certainly
 
Import quota is visible and preferred by domestic producers

They are however restrictive than than other import tariffs
 

 

 (2014-10-13 11:24)

	Infant-industry argument: It holds that a nation may have a potential comparative advantage in a commodity, but because of lack of know-how and the initial small level of output, the industry will not be set up or, if already started, cannot compete successfully with more established foreign firms. TEMPORARY trade protection is then justified to establish and protect the domestic industry during its "infancy" until it can meet foreign competition, achieve economies of scale, and reflect the nation's long run comparative advantage. At that time protection is to be removed. However for this argument to be valid, the return in the grown-up industry must be sufficiently high also to offset the higher prices paid by domestic consumers of the commodity during the infancy period. (2014-10-13 09:54)

	Scientific tariff: This is the tariff rate that would make the price of imports equal to domestic prices and allow domestic producers to meet foreign competition. However this would eliminate international prices differences and trade in all commodities subject to such "scientific" tariffs.

Scientific tariff is a fallacious argument.

(2014-10-13 09:41)

	Summary:

Tariffs are the taxes imposed by the government of a country on import and export products while a quota is the limitation imposed by the government on the number of goods that can be either exported or imported. Tariffs earn revenue for the government and increase the GDP of the country while quotas are for the number of the products traded and not the amount paid; thus, it neutralizes the GDP. The revenue obtained by tariffs brings gains to the government while the gains obtained by quotas are beneficial for the traders.

 

(2014-10-13 09:19)

	Tariff

Tariffs can be defined as duties or forms of taxes levied on goods for revenue and protective purposes when they are transported from one customs area to another. They can also be defined as a comprehensive schedule or list of merchandise along with their rates which have to be paid for each article according to the rules and regulations of the government.

 

In simpler words, we can say that tariffs are basically the money which is to be paid by a country for trading products, either exports or imports. The price of the product being traded increases when tariffs are imposed on the goods. The collected incomes from tariff taxes are called custom duties or custom.

 

Tariffs are useful for a country because they earn revenue for the government and raise the country’s GDP. A protective tariff helps in controlling trade between two countries and helping their undeveloped and non-competitive industries become more competitive and also encourages the domestic industries. Tariffs are mostly imposed on imported goods and seldom on the goods which are exported. They usually cost extra money to the consumer. They are restrictions in order to control foreign goods from entering the domestic market.

 

Quota

Quotas are the limitations imposed by the government on what can be traded, the quantity that can be traded, how much needs to be paid for each item, and where the goods are being traded. They do not deal with limitations on how much is paid for the goods; thus, they have a neutral effect on the GDP of the country. When there is a loss in a consumer and producer surplus, the quota holders are benefited. It does not bring any revenue to the government and also encourages administrative corruption and smuggling. Everyone wants to have more quotas for trading. If they are not obtained, it can give rise to many evils.

 

(2014-10-13 09:16)

	Tariffs and quotas are both imposed on import and export products by the government of a country. Tariffs and quotas both serve the purpose of protecting the domestic industry of a country in restricting the quantity of products imported or exported and also earn revenue for the government. Tariffs, basically, refer to a form of tax imposed on exports and imports, and a quota refers to the limitations imposed on the quantity of products exported or imported. (2014-10-13 09:14)

	Wish I could participate, but I'm using my small phone to access this service. I've just completed revisions that have similar questions. (just thinking of plan B) (2014-10-12 00:10)

	B. Scientific tariff - is the rate that equalises wages rates across nations - it is implemented so as to offset the competitive advantage of low wages in foreign nations - the policy makes no allowance for productivity differences between nations -it is not as scientific ad it can be Infancy industry -a nation may have a potential comparative advantage in a commodity, but because of a lack of know-how & the initial small level of output, the industry will not be able to set up, or if already set up, can't compete with established forms. - all industries should be protected temporarily during its infancy against competition. - protection should continue until the industry acquires enough economies of scale to compete effectively with foreign industries. - the protection should be temporary protection should be removed once the industry has grown - the return from the grown up industry must be sufficiently high enough to offset the high prices paid by domestic consumers of the community - this argument can be abused however - some industries can remain in the infancy stage for ever - it may also be difficult to identify which industry qualifies for this treatment Scientific infancy (2014-10-10 17:16)


	Briefly explain each of the following: (5 marks each).

(a) The hecksher Ohlin theorem

(b) Raymind Vernon's theory of product life cycle

(c) Community indifference curves and its characteristics

(d) The difference between the Mercantilists theory of trade and thetheory of absolute advantage

(e) The principles of the World Trade Organization (WTO).

(2014-10-13 13:36)

	Hi Guys.

Well answered.

 

Briefly explain the following:
The Hecksher Ohlin Theory (5 marks):
The H-O theory can be presented in two theories, H-O theorem and factor price equalization theorem

The H-O theorem states that a nation will export the commodity whose production requires the intensive use of its relatively abundant and cheap factor and import the commodity whose production requires the intensive use of its relatively scarce and expensive factor.

The factor price equalization theory states that international trade will bring about equalization in the relative and absolute returns to homogenous factors across nations.

 
Raymond Vernon’s theory of product life cycle (5 marks)
This is an extension of the technological gap model. According to this model, when a new product is introduced it usually requires highly skilled labour to produce. As the product matures and acquires mass acceptance it becomes standardised. It can then be produced by mass production techniques and less skilled labour. Therefore comparative advantage in the product shifts from the advanced nation that originally introduced it to less-advanced nations where labour is relatively cheaper.

 
Community indifference curves and its characteristics (5 marks)
Community indifference curves are curves that show the various combinations of two commodities that yield equal satisfaction to the community of the nation. Higher curves represent higher levels of satisfaction; lower curves represent lower levels of satisfaction. They are downward sloping and convex to the origin.They do not intersect.  The slope of the indifference curve gives the MRS

 

 
The difference between the Mercantilist theory of trade and absolute advantage (5 marks)
Mercantilists believed that trade is a zero sum game where for one nation to win another had to lose. They believed trade was based on self-interest and advocated for protectionists’ measures by government to limit imports and promote exports.

According to the theory of absolute advantage, trade is a positive some game. Countries will only trade with each other if they both benefit. Smith believed that if a country could produce a commodity more efficiently than the trading partner then that nation has an absolute advantage over its trading partner in the production of that good.
The principles of the WTO (5 marks)

Unconditional most favoured nation: treating all trading partners alike, extending tariff reduction agreements to all partners
Reciprocity: we will treat your country’s firms the same way you treat ours
Fast track voting system: relates to trade promotion.
General prohibition of export subsidies

Mutual recognition: EU members recognise the product standards applied by other member countries.
National treatment:  countries treat foreign firms operating within its borders in the same way it treats its own firms. It is a Principle of non-discrimination
(2014-10-17 10:47)

	Heckscher-ohlin theorem The part of the heckscher-ohlin theory that postulates that a nation will export the commodity Intensive in its relatively abundant and cheap factor and import the commodity intensive in its relatively scarce and expensive factor The principle wot The most favored nation principle -a country treats all traiding partners alike. National treatment-a country treats foreign firms operating within its boarders the same way it treats its own firm's Reciprocity -our country will treat your country firms in the same way that your country will treat our firm Fast tracking voting procedures -relates to trade promotion (2014-10-14 15:10)

	T.J KGAGANE

 

1. According to the Heckscher-Ohlin theory, a country has a comparative advantage in the production of a commodity that uses its abundant factor of production intensively.Thus, a country should export the commodity that uses its relatively abundant factor of production intensively, and import the commodity that uses its relatively scarce factor of production. This is the factors proportions theory. The H-O theorem extends the theory of comparative advantage by explaining the source of comparative advantage. Countries have comparative advantage in the production of a commodity as a result of different Factor endowments in the different countries.According to the H-O theorem, international trade is due to different factor endowments. The H-O theorem is presented in 2 theorems, the H-0 theorem and the factor proportions theorem.The H-0 theorem states that a nation will export the commodity whose production requires the Intensive use of its relatively abundant and cheap factor and import the commodity who’s Production requires the intensive use of its relatively scarce and expensive factor. International trade, according to the H-O theory can be explained by factor intensity and factor Abundant.

2. This model is very similar to the technological gap model. It was developed by Vernon(1966).The main difference between them is that it stresses about  product standardization .According to this model when a new product it is introduced it usually require high skilled labour to produce. When it matures and acquires mass acceptance; it become feasible. It can be produced by mass production techniques and less skilled labour. Over time comparative advantage shifts from the advanced nation that originally introduced it to less advantage nation .Where labour is relatively cheap. The innovating country ends up as a net importer of the product they initially introduced on the market.  

 

 

 

(2014-10-14 12:48)

	(b) Vernon's Product Cycle 

According to the model when a new product is introduced, it usually requires highly skilled labour to produce. As the product matures and acquires mass acceptance it becomes standardized; it can then be produced by mass production techniques and less skilled labour. Therefore the comparative advantage in the product shifts from the advanced nation the originally introduced it to less advanced nations, where labour is relatively cheaper. This may be accompanied by foreign direct investments from the innovating nation to nations with cheaper labour.

The model was developed by Vernon in 1966.

(2014-10-14 10:01)

	(a) H-O theorem:

An economic theory that states that countries export what they can most easily and abundantly produce. The Heckscher-Ohlin model is used to evaluate international trade, specifically trade equilibriums between countries that may have different features. The model emphasizes how countries with comparative advantages should export goods that require factors of production that they have in abundance, while importing goods that it cannot produce as efficiently.

 

The model was developed by two economists, Bertil Ohlin and Eli Heckscher.

 

(2014-10-14 09:32)

	(a) This is the part of the H-O theory that states that a nation will export the the commodity intensive in its relatively abundant and cheap factor and import the commodity intensive in its relatively scarce and expensive factor

(b) This hypothesis states that new products introduced by industrial nations and produced with skilled labour eventually become standardized and can be produced in other nations with less skilled labour

(c) These curves show all combinations of two goods that give the same level of satisfaction to the community or nation
Characteristics:
* Higher indifference curve reflects higher levels of satisfaction

* Indifference curves are negatively sloped and convex to the origin

* Indifference curves never intersect.
 
(d) The mercantilists believed that for a nation to be rich and powerful it should export more than it imported, 

that having a trade surplus in the form of bullion ensured riches and power.They believed that trade was a zero sum game.  They held that the motivation for trade was self-interest.

 

With the theory of absolute advantage, trade can be seen as a positive sum game. According to Adam Smith, a country gains more wealth if it exports the commodity it has an advantage in, and not just look at exports being larger than imports. Absolute advantage does not regard self-interest as the motive for trade, but rather specialisation.

 

 
(e) WTO principles:
 
1) The most favoured nation principle- A country treats all its trading partners alike

2) Equal and fair national treatment- A country treats foreign firms the same way it treats its own firms

3) Reciprocity-  Our country will treat your country's firms in the same way that your country will treat our country's firms
4) Mutual recognition- Countries may not discriminate against the goods/services manufactured by another member country on the basis of differing product standards.
5) Fast tracking voting procedure- Member governments must vote on WTO-negotiated trade agreements without making amendment to the latter.

 

 

 

 

(2014-10-13 23:37)

	The Hecksher Ohlin theory is also called the factor proportions theory.  it is presented in 2 theorems i.e. the factor price equalisation theorem which deals with the effect of international trade on factor prices and the H-O theorem which predicts the pattern of trade.  The H-O Theory explains the source of comparative advantage as being due to different factor endowments.

b) The Raymond Vernon's theory of  product life cycle is the extention of the technological gap model.  It gives the innovating firm and country temporary monopoly in the world markets before imitation takes place.  It is a temporary monopoly based on patents and copyrights which are granted to stimulate inventions.  According to this theory a firm exports a new product until imitators in other countries take away its market.  When a new product is introduced it usually requires highly skilled labour to produce until it can be produced by mass production techniques and less skilled labour.

c) Community indifference curves shows all combinations of two that gives the same level of satisfaction to the community.  Indifference curves are negatively sloped and convex to the origin, they never intersect, the higher the indifference curve, the higher the satisfaction the community derives from the consumption of the commodities.  The marginal rate of substitution (MRS) indicates the amount of good Y the nation must give up to consume one more unit of good X while maintaining the same level of satisfaction.  As the nation moves down the indifference curve the MRS declines.

d) The difference between the Mercantilist theory of trade and absolute advantage (I have a lot of doubt about this one but I will give it a try)
The mercantilist theory is a theory by a group of writers between the 1700-1800's. Mercantilist believed that trade is a zero sum game in which one participant's gains results from another's equivalent losses.  They measured the economic welfare of a country  by the size of its foreign trade surplus. They argued in favour of the government imposition of tariffs etc. on imports.

Absolute advantage is a theory by Adam Snit which says a nation has an absolute advantage in the production of a commodity if it can produce that commodity more effeciently than the other nation.  Adam Smith believed that specialisation leads to increased output of both commodities.  If one nation has absolute advantage in the production of both commodities, then trade will not occur.

e) Principles of WTO:

They are five i.e:

- The Reciprocity principle: our country will treat your firms in the same same way we treat our own firms.

-  Mutual recognition: non discrimination  against goods/services manufactured by another member country on the basis of differing product standards

- The unconditional most favoured nation: states that tariffs levied or concessions granted between two members must be extended to all members and there should be no discrimination allowed between supply sources with the exclussion of members of customs unions and FTA.

- Trade promotion: members must vote on WTO  negotiated trade agreements without making amendments to the agreement.

- National Treatment: non descrimination between foreign and domestic firms.


	(a)     Explain, with the aid of examples in each case, the main forms of regional integration.            [15]

 

(b)     Critically discuss the dynamic effects of a trade-creating customs union and a trade- diverting customs union.                                                                                                                                                                      [10]

 

(2014-10-17 11:24)

	b)critically discuss the dynamic effects of the trade creating customs union and trade diverting customs union.

1.  Increased competition:  owing to the removal of trade barriers, producers in each nation become efficient to meet competition.  The increased level of competition stimulates the development and utilization of technology.  The efforts will cut the costs of production to the benefit of consumers.

2.  Increased economies of scale resulting from the enlarged market.

3.  Increased investment. To take advantage of the increased market and competition, outsiders will want to set up production facilities within the customs union.

4.  Better utilization of the economic resources due to the free movement of labour and capital.

5. Growth stimulates imports from non member states offsetting to some extent the impact of trade diversion.

(2014-10-18 18:30)

	a. Explain, with the aid of examples in each case, the main forms of regional integration.

1. Preferential Trade Agreements: Tariffs and other trade barriers between member states reduced. Each country retains its own trade barriers with non-member countries. E.g. The British commonwealth preferential scheme.

2. Free Trade Areas: Barriers between members are completely removed and members retain their own trade barriers against non-members. E.g. North American Free Trade Agreement (NAFTA) and the Southern African Development Community (SADC).

3.  Customs Unions:  are free trade areas where members have a harmonized set of external trade policies. E.g. Southern African Customs Union (SACU)

4.  Common Market:  It is a customs union with freely mobile factors of production between members e.g. The European Community before further integration of its member states  to form the European Union.

5. Economic Union: It is the most advanced form of regional integration, where fiscal and monetary policies are harmonised or unified between member states e.g. The European Union.

(2014-10-18 16:01)

	I couldn't answer this one fully....
(b)     Critically discuss the dynamic effects of a trade-creating customs union and a trade- diverting customs union.   
Dynamic Benefits from Customs Unions:

-Increased competition. This is the greatest dynamic benefit. Producers must become more efficient in the face of competition. This is likely to stimulate the development and utilisation of new technology, these efforts should cut the cost of production to the benefit of the consumers.

-Economies of Scale. Likely to result from an enlarged market. However this can also be achieved (enlarging the market) through exporting. 

-Stimulus to Investment. This will occur to take advantage of the enlarged market and to meet the increased competition. Outsiders are also likely to set up production facilities with the customs union to avoid the trade barriers. These production facilities are known as tariff factories.

-In a customs union that is also a common market, free community wide movement of the factors of production is likely to result in better utilisation of the communities economic resources. 

(2014-10-17 15:55)

	(a)     Explain, with the aid of examples in each case, the main forms of regional integration.            [15]
1. Preferential trade agreements (PTA's)

PTA's reduce tariffs or other trade barriers between the member countries concerned, Each country still retains its own trade barriers with non-member countries. eg: British Commonwealth Preference Scheme.

2. Free Trade Areas (FTA's)

With FTA's all barriers to trade are removed among members, but each member retains it's own tariffs and other trade barriers with non-member countries. eg: NAFTA, the North Atlantic Free Trade Agreement. 

3. Customs Unions

As with FTA's all barriers to trade are removed among member. But customs unions also harmonise their trade policies (eg: setting common tariff rates) toward the rest of the world. eg: EU.

4. A common market

a common market is a customs union which allows the factors of production to move freely between member countries. eg: EU

5 Economic Union

This is the tightest, most advanced, form of economic integration. An Economic Union is a common market (free trade, harmonised trade policies, free mobility of factors of production)  which harmonises, or even unifies, its monetary and fiscal policies. eg: EU (harmonised) and the USA (complete unity)

6 Duty-Free Zones or Free Economic Zones

A fairly recent development, These are areas set up to attract foreign investment by allowing raw materials and intermediate products duty free. eg: Dube Trade Port. 

 

(2014-10-17 15:39)


	Guys can you please assist me in answering this question:

Could you please assist me in answering the following question. I don't understand this section. It is from 10/11 2013 Question paper: Section B Question 2 (10 Marks)

a) Assume that both South Africa and Botswana produce good A ad good B as follows:
                                          South Africa (out put per unit of labour)                         Botswana (output per unit of labour)
Good A                                    2                                                                                   8
Good B                                     1                                                                                   2

a) What is the opportunity cost of good A in each country?
b) What is the opportunity cost of good B in each country?
c) In which commodity does South Africa have a comparative advantage in?
d) In which commodity does Botswana have a comparative advantage in?
e) What is the range for mutually beneficial trade between South Africa and Botswana?

(2014-10-14 15:54)

	hie guys may you kindly assist me with question 1  for last semesters question pepa

 

(2014-10-20 16:05)

	Shaw and Ms Amusa

Thank you so much for your assistance.

Shaw, I suggest we take this new topic to a new topic list. We will attempt it there and hope Ms AmusaThank will assist us as well.

(2014-10-18 15:28)

	Please assist: Define and Explain the following (5 marks)

a) Demand Reversal

b) MFN principle

(2014-10-17 15:17)

	Hi F M MOLOI and R SHAW

R Shaw, your second attaempt is correct.

 

Opportunity cost is the same as Autarky prices (domestic terms of trade) [see section 2.3.2 SG]

These are:

SA - 2A/1B or 1B/2A.

Botswana: 8A/2B = 4A/1B or 1B/4A

a)

Opportunity cost of Good A in RSA is 1/2. This means RSA must relinquish 1/2 a unit of B to produce 1 unit of A.

Opportunity cost of Good A in Botswana is 1/4. This means that Botswana must relinquish 1/4 a unit of B to produce one unit of A.

b)

Opportunity cost of Good B in RSA is 2/1. This means RSA must relinquish 2 units of A to produce 1 unit of B.

Opportunity cost of Good B in Botswana is 4/1. This means that Botswana must relinquish 4 units of A to produce one unit of B.

c) RSA has a comparative advantage in the production of good B.

d) Botswana has a comparative advantage in the production of good A.

e) The range for mutually beneficial trade between South Africa and Botswana is: 2A < 1B <4A

(2014-10-14 21:45) [image: image1.png]



(2014-10-17 10:43)

	If Botswana make 1B they give up producing 4A. If Botswana make 1A they give up producing 1/4 unit of B

If RSA make 1B they give up producing 2A. If RSA make 1A they give up producing 1/2 unit of B. 

You can look at it like this.

i) Total goods produced per unit of labour if Botswana produces A and RSA produces B: 8A + 1B = 9 units of goods.

ii) Total goods produced per unit of labour if Botswana produces B and RSA produces A: 2B + 2A = 4 units of goods.

Clearly option (i) yields the greatest output.

(2014-10-17 10:15)

	Hi Shaw

I think i now understand a, b & e. please explain how we justify the answer in c & d. I will go through the sections you referred to as well.

 

 

(2014-10-15 10:12)

	Actually had a promblem with this question too . I'll re work on it . (2014-10-15 01:42)

	I am doing this as you asked and I never knew. Maybe someone can confirm if I am correct.

You should read over section 2.3.2 to the end of 2.5.2 (I highlighted the important stuff) before attempting this if you are unsure of it..The correct table number to refer to is Table 2.2 on page 13 of your study guide.

Now let's hope I am right!

Opportunity cost is the same as Autarky prices (domestic terms of trade) [see section 2.3.2 SG]

These are: 

SA - 2A/1B or 1B/2A.

Botswana: 8A/2B = 4A/1B or 1B/4A

a)

Opportunity cost of Good A in RSA is 1/2. This means RSA must relinquish 1/2 a unit of B to produce 1 unit of A.

Opportunity cost of Good A in Botswana is 1/4. This means that Botswana must relinquish 1/4 a unit of B to produce one unit of A. 

b)

Opportunity cost of Good B in RSA is 2/1. This means RSA must relinquish 2 units of A to produce 1 unit of B.

Opportunity cost of Good B in Botswana is 4/1. This means that Botswana must relinquish 4 units of A to produce one unit of B. 

c) RSA has a comparative advantage in the production of good B.

d) Botswana has a comparative advantage in the production of good A.

e) The range for mutually beneficial trade between South Africa and Botswana is: 2A < 1B <4A

(2014-10-14 21:45)


