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CHAPTER ONE

WORLD TRADE AND THE NATIONAL ECONOMY

INTERNATIONAL ECONOMICS - A DEFINITION

International economics is concerned with:

"... the exchange of goods, services, factors of production and capital across national boundaries".

Module ECS302 is concerned with the flow of goods, services, labour and direct foreign investment (DFI) between countries.  On the other hand, module ECS303 examines the exchange of financial assets and liabilities, and the monetary aspects of international economics.

International Trade

The reasons for and the benefits from international economic transactions are no different from those associated with domestic transactions - as with domestic transactions, international transactions offer the benefits of specialisation, allowing us to gain increased output from a given amount of inputs.  Voluntary trade is therefore held to be mutually beneficial, increasing the economic welfare of all parties involved in such.

It is the conduct of trade, rather than the benefits that flow from it, that distinguish international transactions from domestic transactions.  Differences in the way in which international trade is conducted arise as a result of influences such as:

· Exchange rates: transactions within a country are financed by that country's own currency.  International transactions, on the other hand, require, for example, that importers convert their own currency into the currency of the country from which they are purchasing the imported goods.  Such conversion takes place via exchange rates, which are subject to change, and therefore introduce an element of risk into such transactions that does not occur with domestic transactions;

· Commercial policies: a national government may impose a variety of restrictions upon international transactions that cannot be imposed upon domestic transactions.  Examples may include tariffs, import quotas, export subsidies and exchange controls;

· Different domestic policies: national governments have differing views as to the aims of fiscal/monetary policy.  This can result in varying levels of inflation between trading partners, affecting their competitive positions;

· Statistical data: the detailed tracking of all transactions between a country and its trading partners means that statistics regarding international transactions tend to be of a greater depth than those relating to domestic transactions;

· Relative immobility of factors of production: It is far easier for production factors to move around within the borders of a country than to move between countries;

· Marketing considerations: Companies cannot always apply the same marketing techniques that have proven to be successful in one country to other international markets.  Different countries often have different demand patterns and market requirements.  These necessitate the formulation of sales techniques appropriate to such.

International Transactions - An Empirical Glimpse

Some Interesting Statistics:

· Between 1958 and 2004, the value of world exports increased from $108 billion to $8.8 trillion, as measured at constant dollars ;

· In 2004, the US generated nearly 10% of the value of world exports, and consumed nearly 17% of the value of world imports;

· In 2004, Germany also generated 10% of the value of world exports, and consumed nearly 8% of the value of world imports;

· In 2004, China replaced Japan as the world's third largest exporter;

· In 2003, more than a quarter of world trade was conducted between Western European countries;

· The US is the leading exporter and importer of commercial services (shipping, banking, communications, etc);

· Direct foreign investment (e.g. the setting up by domestic companies of manufacturing plants in foreign countries) is growing rapidly.

As a result of the above, a global marketplace for the production and distribution of goods is emerging.  This process is referred to as globalisation.

Globalisation has led to a situation where international trade and direct foreign investment are expanding faster than global output.  Over the last 45 years or so, the volume of world exports has increased by an annual average compound rate of 6.2%, while world output increased by 3.8% per annum over the same period.

Indicators Of International Trade

Much of the growth in trade has been not only in commodities, but also in services (tourism, shipping, banking communications etc), the latter accounting for a fifth of world exports in 2003.

A further indicator of growing globalisation, as mentioned above, is the increasing extent of direct foreign investment, the US being the main recipient of such, with the EU being one of the largest sources of DFI.

Table 1.1A (P. 4, P.T.) indicates global merchandise trade.  A glance quickly reveals the dominant position of Germany as the world's leading exporter of merchandise, and that of the US as the dominant importer of merchandise.

Due to its commercial links with member countries of the Commonwealth, the UK is second only to the US in the exporting of services, and behind only the US and Germany in the importing of such (see Table 1.1C, P.5 P.T.)

Table 1.1B (P. 5, P.T.) also indicates the growing importance of Asia as a contributor to world trade, especially the increasing influence of China as it moves from a command to a market-oriented economy.

FOREIGN TRADE IN THE US NATIONAL ECONOMY

The importance of the US economy with regard to world trade should not be underestimated.  It is the leading trading nation, being the largest importer and exporter of goods and services.  It therefore goes without saying that changes in the level of demand in the US have profound implications for the rest of the world - a recession in the US will have a recessionary effect upon all trading nations who export goods/services to the US.

Although the US is the world's largest exporter and importer of goods and services, it remains a relatively closed economy.  This is indicated by the fact that, as a percentage of the GDP of the US, the value of its exports and imports is relatively small (10% and 15% respectively in 2004).

The ratio of exports or imports to a country's GDP is called its index of openness:

· Developing countries tend to have higher indices of openness, as they themselves cannot produce the wide variety of goods and services required by their populations.  They are often heavily reliant upon the primary sector of their economy, and therefore need to export goods/services in order to be able to pay for the more sophisticated goods/services that they cannot produce themselves;

· Developed countries, on the other hand, are more able to meet the needs of their populations, due to the more diversified nature of the more modern type of economy.

It is important for students to be wary of over-interpreting the value obtained for the index of openness.  A substantial part of the value of those goods exported by a country may actually consist of inputs that were imported into the country to facilitate production.  With specific reference to goods in transit, the domestic component of output contributed by the exporting country to the value of the good may be virtually negligible, being little more than trans-shipment and transport activities.  Such goods are generally referred to as re-exported goods.

Furthermore, as not all value added to exports takes place domestically, the export ratio (value of exports as proportion of GDP) can exceed 100% (for example, Singapore).

Geographical size can also distort the openness measure, as can the question of whether we are referring to average or marginal entities.  For example, if a country has a relatively small import sector, but new economic growth in a particular industry requires the use of a substantial volume of imported goods, then the marginal import ratio (change in imports in relation to a unit increase in domestic product) will be high.  However, the average import ratio (total imports to total domestic product) may not be so high.

Degree of openness may also differ greatly between industries within the same economy.  If the domestic industry has to deal with a high degree of competition from foreign manufacturers, then the import ratio (ratio of imports to domestic output) will tend to be high.  Such an industry is referred to as an import-competing industry.

On the other hand, if the industry sells most of its output on foreign markets, then the export ratio (ratio of exports to domestic output) will be high.  Such an industry is referred to as an export-competing industry.

From Table 1.3, P. 8, P.T.:

· The US is a large exporter of both manufactured goods and primary sector products (the latter due to its substantial agricultural sector);

· Japan is heavily reliant upon the import of food, oil and other raw materials, exporting mainly manufactured goods (99% of exports).

The increasing importance of India, Japan and other Asian countries in the world economy, and the economic integration of much of Europe via the European Union (EU), have all served to decrease the dominance of the US in global trade, creating a tripolar trading system between the US, Asia and the EU.

Despite the US being, for the most part, economically self-sufficient, there are certain strategic areas where it is heavily reliant upon imports e.g. oil, platinum.

SOUTH AFRICA IN WORLD TRADE

SA has an index of openness value of more than 20%, and is therefore a relatively open economy.  

The value of the index decreased between 1985 and 1994.  This was not, as might have been expected, due to a drop in the value of exports as a result of trade sanctions - the strategic value of SA precious/base metals and minerals to the US and the rest of the world ensured that trade in such continued.

However, financial sanctions did result in large-scale capital flight.  To compensate for such, and to reduce imports, the government then imposed tight monetary and fiscal policies, which slowed the level of economic growth in SA.

Thus exports remained high as a percentage of GDP, giving a high index of openness value.  This was pushed even higher after 1994, when the removal of sanctions, combined with continued export growth and sluggish GDP growth, pushed the index value higher, to around 27% in 2001, where it has hovered ever since.

Table 1.1, P. 5, UNISA Study Guide, indicates the division of SA imports and exports between SA's main trading partners: Germany, the US, the UK, Japan, and the newcomer, China.

In recent years, the US has diminished while the EU has increased in importance as a trading partner with SA.  SA is also increasingly used by many countries as a port of entry into the rest of Africa, particularly with regard to trade in electronic products.  As previously mentioned, China is also becoming an increasingly important trading partner.

SA exports remain reliant, for the most part, on primary sector products, although the contribution of manufactured and semi-processed products has increased significantly.  SA is no longer totally dependent upon the export of a few primary products, and may therefore now be classified as a semi-industrialised country, the contribution of the industrial sector to exports steadily increasing (e.g. motor vehicles).

However, we remain heavily reliant upon imported oil and capital machinery.

A FINAL WORD

Despite the potential drawbacks of international trade (e.g. cheaper imports taking market share from domestic firms):

· Consumer choice is widened;

· Producers can market their products beyond national borders;

· Producers can open manufacturing plants in foreign countries;

· Increased competition can curb domestic monopoly power and provide impetus for technological innovation;

· Foreign imports can be used to curb inflationary pressures (by, perhaps, relaxing import restrictions in order to increase supply in the domestic economy).

CHAPTER TWO

WHY NATIONS TRADE: THE CLASSICAL THEORY

INTRODUCTION

Any discussion of international trade must first consider the following:

· Why do countries trade?

· Why do some nations export some goods and import others?

· What determines the terms of trade (what determines the relative prices of goods traded between countries)?

· What gains are made by nations as a result of participating in trade?

To answer these questions, we first consider a brief history of the development of "trade theory", and then apply theoretical principles to explain the results of international trade.

EARLY THEORIES ON TRADE

The first theoretical explanations of international trade include those of the mercantilists, and that of the classical theorists.

MERCANTILISM

International trade can be viewed as either a:

· zero sum game: a situation or interaction in which one participant's gains result only from another's equivalent losses; or as a

· positive sum game: a situation where the outcomes are such that the sum of winnings and losses is greater than zero. This becomes possible when the size of the pie is somehow enlarged so that there is more wealth to distribute between the parties than there was originally, or some other way is devised so everyone gets what they want or need.

The mercantilists, a group of writers during the period 1500 to 1800, believed that trade was a zero sum game.  They held that the motivation for trade was self-interest, and that the gains of the "winners" from trade were only obtained as a result of the "losses" of the losers.

The mercantilists measured the economic welfare of a country in part by the size of its foreign trade surplus.  If a country exported more than it imported, then it would have a favourable balance of trade, which would result in an inflow of gold and silver from its trading partners.  The latter would encourage demand within the domestic economy, increasing economic activity (output, employment etc).

To achieve such, the mercantilists argued in favour of government imposition of tariffs, etc. on imports, accompanied by simultaneous implementation of policies to encourage exports.  Such strategies obviously reflect the self-interest that tended to motivate trade at the time.

However, the mercantilist approach failed to fully explain the welfare benefits of trade, while they themselves remained unaware as to the further effects of a trade surplus on the domestic economy.

With regard to the latter, the classical theorist David Hume showed that a favourable trade balance tends to be a temporary phenomenon, as it can lead to higher domestic inflation (more money chasing the same quantity of goods).

The resultant higher prices for domestically produced goods tends to adversely affect the international competitiveness of the economy's exports, thereby encouraging more imports into the country.

Another classical theorist, Adam Smith, also refuted the mercantilists belief that "the size of the world's economic pie is constant", and therefore a nation may only gain from trade at the expense of its trading partners.  Smith argued that world output was not a fixed amount, but rather that trade between countries afforded the possibility for the latter to specialise in the production of particular goods, improving productivity through the division of labour, and ultimately leading to an increase in world output.

Furthermore, both Smith and another classical theorist, David Ricardo, argued that countries who are partners in trade can simultaneously achieve higher output levels of production and consumption as a result of free trade.

CLASSICAL THEORISTS

ABSOLUTE ADVANTAGE (ADAM SMITH)

In "The Wealth of Nations" (1776), Adam Smith argued for the benefits of free trade between countries.  Smith was writing at a time when factory-based production was becoming an increasingly important part of the total output of the UK economy, due in large part to the implementation of "division of labour"-based production practices.

Output over and above that which was required for the domestic economy could be exported.  Smith argued that nations should concentrate on the production of those goods that they could produce most cheaply.

Students should note that the cost of production would also be affected by factors other than simply the production method used - the cost of labour in each country, for instance.  Indeed, Smith argued that the main determinant of production costs would be the productivity of labour.

His argument regarding the determination of absolute advantage and trade was therefore primarily based upon a consideration of "supply-side factors".  He tended to ignore the effect of changes in demand, which he held to be of a temporary nature.

From Smith's perspective, the principle of absolute advantage provides an explanation both of:

· the pattern of trade; and

· the gains from trade.

The following necessary assumptions, although not indicated explicitly by the purveyors of classical theory, must be stated prior to a discussion of the above:

· 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.

The footnote on P. 18 of the PT gives an example of absolute advantage, as does Table 2.1 on P. 11 of the study guide.  Students should ensure that they read and understand both examples.  Important terms that should be retained include:

· terms of trade;

· domestic terms of trade (the production foregone in one good as a result of producing one unit of the other good);

· international terms of trade (the number of units of one good that each country is willing to trade for one unit of the other good);

· autarky (the situation of economic self-sufficiency);

· pattern of trade (the exports and imports of the two different commodities for each country);

· gains from trade (the improvement in consumption terms for each country).

There are also output gains from specialisation.  This is explained in the example utilising Table 2.3, on P. 12 of the study guide.  Generally speaking, specialisation by both countries results in an overall increase in world output of both goods, with a concomitant increase in overall welfare.

For the benefit of students who are not wholly familiar with the concept, an explanation of the absolute advantage example in the study guide is given over the following pages.

ABSOLUTE ADVANTAGE: EXPLANATION OF STUDY GUIDE EXAMPLE (PP. 11-12)

Domestic Terms Of Trade

We have two countries - Country I and Country II.

Country I can use its limited resources to either produce 16 units of good A, or 8 units of good B.  Thus the opportunity cost of producing the 16 units of good A is the loss of the production of the 8 units of good B.

This may also be expressed as follows: in order to produce 1 unit of good B, country I must be willing to give up 2 units of good A.

Keeping in mind that the value of goods is solely a function of the amount of labour required to produce it, we can therefore say that in this country, 1 unit of good B has the same value as 2 units of good A.  Thus the domestic terms of trade within country I are:

2A:1B

Country II can use its limited resources to either produce 32 units of good A, or 4 units of good B.  Thus the opportunity cost of producing the 32 units of good A is the loss of the production of the 4 units of good B.

This may also be expressed as follows: in order to produce 1 unit of good B, country I must be willing to give up 8 units of good A.

Keeping in mind that the value of goods is solely a function of the amount of labour required to produce it, we can therefore say that in this country, 1 unit of good B has the same value as 8 units of good A.  Thus the domestic terms of trade within country II are:

8A:1B

Absolute Advantage And Specialisation

Moving forward, the concept of absolute advantage argues that each country should specialise in the production of that good for which they have an absolute advantage over the  other country.  In this example, country I can produce 16 units of good A per day while country II can produce 32 units of good A per day.  Country II therefore has an absolute advantage over country I in the production of good A, and thus country II should specialise in the production of good A.

On the other hand, country I can produce 8 units of good B per day, while country II can only produce 4 units of good B per day.  Country I therefore has an absolute advantage over country II in the production of good B, and thus country I should specialise in the production of good B.

Pattern Of Trade And Gains From Trade

Remember that one of the assumptions of our model is that each country consumes both goods.  We therefore have to assume that some level of production of both goods is taking place in each country prior to trade (i.e. under conditions of autarky).

For our purposes, we shall assume that country I is producing (and consuming) 6 units of good A and 5 units of good B prior to trade.  Likewise, we shall assume that country II is producing (and consuming) 24 units of good A and 1 unit of good B prior to trade.  This is outlined in the following table under "Before Trade: Production And Consumption".

	
	Before Trade:

Production

And Consumption
	After Trade

(Terms Of Trade 4A:1B)

	
	
	

	
	
	Production
	Exchange
	Consumption

	Country
	I
	II
	I
	II
	I
	II
	I
	II

	Good A
	6
	24
	0
	32
	+8
	-8
	8
	24

	Good B
	5
	1
	8
	0
	-2
	+2
	6
	2


Now, as country I has an absolute advantage over country II in the production of good B, it devotes its entire limited daily resources to the production of good B, producing 8 units of the latter.  Likewise, as country II has an absolute advantage over country I in the production of good A, it devotes its entire limited daily resources to the production of good A, producing 32 units of the latter.  These production figures are indicated under "Production" in the above table.

We must now consider the international terms of trade.  Under autarky, country I must give up 1 unit of good B in order to obtain 2 units of good A.  When trading with country II, it must therefore receive more than 2 units of good A for each unit that it trades of good B, or it would be just as well producing good A itself.  Thus, for country I to be willing to trade, the international terms of trade must be such that:

"1B must be worth more than 2A", or 1B > 2A

Likewise, under autarky, in order for country II to obtain one unit of good B, it must give up 8 units of good A.  When trading with country I, it must therefore obtain a unit of good B for less than 8 units of good A (or, similarly, 8 units of good A must be worth more than 1 unit of good B), or it would be just as well producing good B itself.  Thus, for country II to be willing to trade, the international terms of trade must be such that

"8A must be worth more than 1B" or 8A > 1B

Bringing both of the above together, we obtain the conditions required for international trade between the two countries:

8A > 1B > 2A

So if the international terms of trade are such that 1 unit of good B is worth anything between 2 and 8 units of good A, then trade will take place.  For our example, we choose international terms of trade of 4A:1B, which falls within the aforementioned limits.

Let's assume that country I is willing to trade 2 units of good B for 8 units of good A from country II.  Country I then gives up 2 units of good B (-2) but in return receives 8 units of good A (+8).  At the same time, country I receives 2 units of good B (+2) and gives up 8 units of good A (-8).  This is indicated in the above table under "Exchange", and illustrates the pattern of trade between the two countries.

The final outcomes that arise as a result of trade are given under "Consumption" in the previous table.  Country I specialised in the manufacture of good B, producing 8 units of this product.  It then traded 2 units of good B for 8 units of good A.  As a result, it now has 8 units of good A and 6 units of good B.  This is 2 units more of good A and 1 unit more of good B than was the case under conditions of autarky.

Likewise, Country II specialised in the manufacture of good A, producing 32 units of this product.  It then traded 8 units of good A for 2 units of good B.  As a result, it now has 24 units of good A and 2 units of good B.  This is the same number of units of good A and 1 unit more of good B than was the case under conditions of autarky.

The additional number of goods now enjoyed by both countries are referred to as the gains from trade.  A brief analysis will also allow us to see that in world terms, there have also been output gains from specialisation:

	BEFORE TRADE
	
	AFTER TRADE

	Country
	I
	II
	Total
	
	Country
	I
	II
	Total

	Good A
	6
	24
	30
	
	Good A
	0
	32
	32

	Good B
	5
	1
	6
	
	Good B
	8
	0
	8


From the above left-hand table, we see that prior to trade, total output of the two countries consisted of 30 units of good A and 6 units of good B.  In the right-hand table, we see that as a result of specialisation, the total output of the two countries is now 32 units of good A and 8 units of good B.

Using the above argument, Smith proved that trade need not be a zero sum game.  Furthermore, he showed that trade could actually increase the size of the "world economic pie."

COMPARATIVE ADVANTAGE (DAVID RICARDO)

From P. 19 of the PT:


"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."

This is a more complex concept, and therefore we will discuss the example given in the PT in detail (see PP. 18-24).

Let's assume that the world consists of two countries, A and B, that produce two commodities x and y.  Suppose, as in our previous example, that the only production factor required to manufacture both goods is labour in a homogeneous form.  The value of each commodity can then be determined exclusively by the amount of labour required to produce it.  Our previous assumptions continue to apply.

The production conditions that prevail in each country are as follows:

	Country
	One-Person-Day Of Labour Produces:

	
	

	A
	60 units of good x or 20 units of good y

	
	

	B
	20 units of good x or 10 units of good y

	
	


In this instance, labour in country A is more productive than that in country B in the manufacture of both good x and good y, i.e. country A has an absolute advantage over country B in the production of both goods.

We should not, however, conclude that because country A is more efficient in the production of both goods, that it will produce both goods when trade between both countries is initiated, or that country B will produce neither good.

We will see that despite one country being absolutely more productive than another, mutually beneficial trade can - and does - still take place.

In the situation at hand, it is comparative rather than absolute advantage that is important.  Referring again to the above table, we see that the degree of advantage of country A over country B is not the same for both goods.  Country A has a 3:1 advantage over country B in the production of good x, but only a 2:1 advantage over country B in the production of good y.

Thus country A has a greater advantage in the production of x than in the production of y.  Looked at from another point of view, country B has less of a disadvantage in the production of y than in the production of x.

We may say that:

· country A has a comparative advantage in the production of x, and a comparative disadvantage in the production of y; and

· country B has a comparative advantage in the production of y, and a comparative disadvantage in the production of x.
If we now consider the internal situations in each country, we see that:

· Country A must give up 3 units of good x in order to obtain 1 unit of good y (i.e. the opportunity cost of 1 unit of good y is 3 units of good x) or, conversely, it must give up 1/3 of a unit of good y in order to gain 1 unit of good x;

· Country B must give up 2 units of good x in order to obtain 1 unit of good y (i.e. the opportunity cost of 1 unit of good y is 2 units of good x) or, conversely, it must give up 1/2 of a unit of good y in order to gain 1 unit of good x.

From P. 20, P.T.:


Opportunity cost, or the price ratio of one good to the other within each country, is a guide to comparative advantage.  It requires only a comparison of the internal cost ratios between  the two countries.

Therefore, the relative cost of producing the two commodities in the two countries can be summarised as follows:

· One unit of good y costs 3 units of good x in country A, and 2 units of good x in country B.  Good y is therefore cheaper (in terms of good x) in country B;

· One unit of good x costs 1/3 of a unit of good y in country A, and 1/2 of a unit of good y in country B.  Good x is therefore cheaper (in terms of good y) in country A.

Each country should then specialise in the production of the good that it can produce most cheaply, and obtain the other through trade:

· Country A will produce good x, and import good y;

· Country B will produce good y, and import good x.

Now that we have established the area of specialisation that each country should adopt, we need to determine the limits to mutually beneficial exchange:

· Country A will be unwilling to trade 3 units of x for anything less than 1 unit of y, as it can do better at home.  It would, however, be willing to trade 3 units of x for more than 1 unit of good y or, similarly, it would be willing to purchase 1 unit of y if it costs it less than 3 units of x;

· Likewise, country B will be unwilling to trade 1 unit of y for anything less than 2 units of x, as it can do better at home.  It would, however, be willing to trade 1 unit of y for more than 2 units of good x or, similarly, it would be willing to purchase 1 unit of x if it costs it less than 1/2 units of y.

Therefore, for trade to take place, the international terms of trade must fall between the domestic terms of trade:

· For country A, three units of x must be worth more than one unit of y is worth to country B;

· For country B, one unit of y must be worth more than two units of x to country A.

In other words:

3x > y > 2x
and the international terms of trade must be such that one unit of y trades for more than 2 but less than 3 units of x.  Let's choose a value of y = 2.5x, and determine the result, to see how each country gains from trade.

	
	Before
	After

	
	Trade
	Trade

	
	Production and
	Terms Of Trade (2.5x:1y)

	
	Consumption
	Production
	Exchange
	Consumption

	Country
	A
	B
	A
	B
	A
	B
	A
	B

	Good x
	48
	10
	60
	0
	- 10
	+ 10
	50
	10

	Good y
	4
	5
	0
	10
	+ 4
	- 4
	4
	6


We assume that prior to trade:

· Country A used its limited resources to produce 48 units of good x, and 4 units of good y;

· Country B used its limited resources to produce 10 units of good x and 5 units of good y.

Subsequently, due to the recommendations of comparative advantage, country A now specialises in the production of good x (producing 60 units) while country B specialises in the production of good y (producing 10 units).  At a terms of trade ratio of 2.5x:1y, Country A now trades 10 units of good x, receiving 4 units of good y in return from country B.

As a result, the gains in trade are as follows:

· Country A now enjoys in total 50 units of good x and 4 units of good y, an increase of 2 units of good x from the situation prior to trade;

· Country B now enjoys in total 10 units of good x and 6 units of good y, an increase of 1 unit of good y from the situation prior to trade.

BRIEF SUMMARY OF ABSOLUTE AND COMPARATIVE ADVANTAGE

Absolute Advantage
If country A can produce good X more efficiently than country B, and country B can produce good Y more efficiently than country A, then we say that country A has an absolute advantage over B in the production of good X, and country B has an absolute advantage over A in the production of good Y.

Country A should therefore concentrate upon producing good X, and country B should concentrate upon producing good Y.  Each country can then obtain an amount of that good which they themselves do not produce by trading with the other country.

Comparative (Or Relative) Advantage

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 the opportunity 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.

Equal Advantage

Equal advantage occurs where the domestic terms of trade for both counties in our model  are equal.  In such a situation, there is no motivation to trade.

COMPARATIVE OPPORTUNITY COST

In the real world, labour is not the only input factor.  Furthermore, any comparative advantage that may exist is expressed in monetary terms, rather in the barter-like fashion of our previous examples.  The simplest way to express the combined costs of production (incorporating all FOPs) is in money terms.  An example of this is given in the prescribed textbook on PP. 25-28.  A discussion of such is given below.

Example

In contrast to the Ricardian model, where labour was the only input factor, we now discuss the situation where several types of input factor are utilised in the production of the goods under consideration.  In order to deal with such diverse FOPs, we have to aggregate their money value.  This allows us to create a production cost scheme such as that listed below (we will use the counties and products as per the PT).

	PRODUCTION COSTS PER OUTPUT

	
	Wheat per bushel
	Textiles per yard

	US (in dollars)
	$1
	$3

	Germany (in Euros)
	1€
	2€


Since we do not know the exchange rates (because no exchange rates would exist prior to trade), we cannot compare costs in absolute terms between both countries.  We can, however, compare domestic terms of trade:

· In the US, the cost of one yard of textile is equal to the cost of three bushels of wheat;

· In Germany, the cost of one yard of textile is equal to the cost of two bushels of wheat.

In other words:

· In the US, the opportunity cost of one yard of textile is three bushels of wheat;

· In Germany, the opportunity cost of one yard of textile is two bushels of wheat.

Therefore, Germany has a comparative advantage in the production of textiles, while the US has a comparative advantage in the production of wheat.  Germany will therefore specialise in the production of textiles while the US will specialise in the production of wheat.  They will then trade accordingly.

Now that we know the pattern of trade, we must next establish the limits to mutually beneficial exchange.  Domestically, the US can obtain one yard of textiles by foregoing the production of three bushels of wheat.  Therefore, it will be worthwhile for the US to trade if it can obtain a yard of textiles for less than three bushels of wheat.  In other words, three bushels of wheat must be worth more than one yard of textiles (3W > 1Y).

Likewise, domestically, Germany can obtain two bushels of wheat by foregoing the production of one yard of textiles.  Therefore, it will be worthwhile for Germany to trade if it can obtain more than two bushels of wheat for one yard of textiles (1Y > 2W).

Thus the international terms of trade may be summarise as:


3W > 1Y > 2W
(Equation 1)

Precisely where, within these limits, trade will occur depends on demand considerations - the relative intensity of each country's demand for the other country's product.

For example, if the US is far more eager for German textiles than Germany is for US wheat, then the international terms of trade will tend to be close to the US domestic terms of trade (3W = 1Y).

On the other hand, if Germany is far more eager for US wheat than the US is for German textiles, then the international terms of trade will tend to be close to the German domestic terms of trade (1Y = 2W).

The Limits To A Sustainable Exchange Rate

We can now determine the limits to the "exchange ratio" indicated by equation 1 in money terms by assigning to each commodity the price it commands in the economy in which it is produced.

We will assume that one yard of textiles costs €2 in Germany, while one bushel of wheat costs $1 in the US.  We can then express our limits as follows.

One yard of textiles = €2 is worth:

· a maximum of $3 in the US

· a minimum of $2 in Germany

Or, in purely monetary terms:

· €1 is worth between a maximum of $1.50 and a minimum of $1.00.

These values give the limits of the Euro-dollar exchange rate.  Let's select the midpoint of these limits, €1 = $1.50, as the prevailing exchange rate, and apply it to our previously obtained production costs.

	PRODUCTION COSTS PER OUTPUT (IN DOLLARS)

	
	Wheat per bushel
	Textiles per yard

	US (in dollars)
	$1.00
	$3.00

	Germany (in Euro)
	$1.25 (1.25 x €1)
	$2.50 (1.25 x €2)


Thus we can now see in money terms that the US has an absolute advantage over Germany in the production of wheat, while Germany has an absolute advantage over the US in the production of textiles.

THE CHEAP FOREIGN LABOUR PROTECTIONIST FALLACY

Expressing absolute or comparative advantage in money terms also makes it easier to disprove the belief that relatively low wages paid to foreign workers will lead to a flood of imports, resulting in workers in the domestic economy losing their jobs.

Proponents of this view argue that the wage cost advantage of foreign producers should be eliminated by the government of the domestic economy applying a "scientific tariff" on imports from such countries.  It is the purpose of the following example to show that such a view is wrong.

	RAND COST PER UNIT OF OUTPUT

	
	Country I
	Country II

	Good A
	1.0 (16/16)
	0.5 (16/32)

	Good B
	2.0 (16/8)
	4.0 (16/4)


We again revert to the assumptions underlying our previous absolute and comparative advantage examples - for example, labour is the only input factor.

In the above table, we see that in money terms, country I has an absolute advantage in the production of good B, while country II has an absolute advantage in the production of good A.

The table also shows that wages would have to at least double in either country to deter trade.  For example, a doubling of wages (increase of 100%) in country I would increase the cost of goods A and B to R2 and R4 respectively.  It would then not be worthwhile for country II to trade good A for good B with country I, as it could produce good B at the same price being charged by country I.

However, if the wages increased by less than 100%, then it would still be worthwhile for country I to trade good A with country II for good B.

Higher labour costs do not therefore necessarily prohibit mutually beneficial trade, unless they result in international terms of trade which are worse than or equal to the potential domestic terms of trade.

Furthermore, if the higher wage rates are the result of higher productivity on the part of workers, then potential gains from absolute or comparative advantage remain possible, as the cost per unit of product may actually have decreased.

On the other hand, if higher wages are simply the result of trade union pressure on firms, and are not accompanied by higher productivity, then this can have a detrimental effect upon previously prevailing trade positions.

CRITICISMS OF CLASSICAL THEORY

For example:

· The theory bases trade on differences in productivity, but does not explain the reasons for such differences;

· The specialisation recommendations are not realistic - no economy would choose to specialise only in the production of export goods, and ignore the production of import-competing goods;

· The theory also argues that the greatest gains from trade occur between unlike countries.  However, in reality the greatest proportion of international trade takes place between industrialised countries where similar social and economic conditions exist;

Many criticisms of the model are aimed at the unrealistic assumptions upon which it is based.  However, some of these can be easily modified without discarding the entire theory.  For example, the assumption of only two goods can be modified to incorporate a number of goods.  The latter are then ranked according to their comparative cost (see Figure 2.1, P. 15, Study Guide).

Each country will then export those goods for which it has the greatest comparative advantage, and import those for which it has the least comparative advantage.

It should be noted that comparative advantage or disadvantage in the production of goods and services is not a static thing - it will change as international patterns of trade and levels of demand change and, should exchange rates between countries change, this will affect relative prices and likewise affect demand.

CHAPTER THREE

THE BASIS OF TRADE: THE FACTOR PROPORTIONS THEORY

INTRODUCTION: CLASSICAL THEORY REVISITED

· Trade is based on absolute or comparative advantage, and gives a mutually beneficial result;

· A country will export those goods for which it has such an advantage, and import goods where another country is more efficient in the production of such.

In other words, classical theory explains the pattern of trade and the gains from trade - but does not explain the origin of the aforementioned "advantages".

FACTOR PROPORTIONS THEORY (HECKSCHER-OHLIN MODEL, 1930s)

Assumptions

a)
2 × 2 × 2 Model

· Two countries;

· Two homogenous commodities;

· Two homogenous factor of production (FOPs):

· Capital and labour;

· Initial levels fixed;

· Levels of factors available are different for each country.

b)
Technology is the same in both countries;

c)
Constant returns to scale in production;

d)
Each commodity has a different factor intensity (i.e. one is labour intensive, and the other is capital-intensive);

e)
Tastes/preferences are the same in both countries (i.e. demand conditions are the same);

f)
There is perfect competition in both countries;

g)
There is domestic factor mobility, but not international factor mobility (i.e. factors cannot move between countries);

h)
No transport costs;

i)
There are no restrictions on:

· Trade;

· Determination of market price and output.

The three assumptions that distinguish this model from the previously considered classical theories are:

· Factor endowments are different between the countries;

· Each commodity has a different factor intensity;

· Demand conditions are the same in both countries.

FACTOR ENDOWMENT

In the case of this model, we do not refer to absolute differences in factor endowment, but rather to differences in relative factor endowment.

Country A may, in absolute terms, have access to a greater amount of labour and a greater amount of capital than country B.  For example, country A may possess 100 units of capital and 500 units of labour, while country B only has access to 20 units of capital and 400 units of labour.

However, in relative terms country A has only 5 units of labour for every 1 unit of capital, while country B has 20 units of labour for every 1 unit of capital.

We can say in this instance that country A is relatively capital abundant, while country B is relatively labour abundant.

Factor Endowments Expressed As Relative Quantities ("Physical Terms")

In "physical terms", country 1 is relatively capital abundant with respect to country 2 if the following is true:
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where K1 and K2 are the number of units of capital available in countries 1 and 2 respectively, and L1 and L2 are the number of units of labour available in countries 1 and 2 respectively.

In other words, we are saying that country 1 is relatively capital abundant if the ratio of number of units of capital to the number of units of labour is greater in country 1 than in country 2.

In our model, if one of the countries is capital abundant, then this implies that the other must be labour abundant.

Table 3.1, P. 21 of the Study Guide provides examples of the relative factor endowments of a number of countries in 1992.

Factor Endowments Expressed As Relative Prices ("Return On FOPs")

· The return on capital (the interest rate, also referred to as the cost or price of capital), is symbolised by r;

· The return on labour (wages/salaries, also referred to as the cost or price of labour), is symbolised by w.

Using this approach, country 1 is more capital abundant than country 2 if the following is true:
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This is due to the generally accepted fact that the lower/greater the supply of a factor, the higher/lower will be its price.

Reconciling The Relative Quantities/Relative Prices Definitions

To reiterate:

a)
Relative Quantities: Here we observe factor abundance from the point of view of physical availability (i.e. from the point of view of supply);

b)
Relative Prices: Here we observe factor abundance from the point of view of relative factor prices.

The links between the definitions are as follows:

· The lower/greater the supply of a factor, the higher/lower will be its cost/price

· In the real world, factor prices are affected by the technology used in production, and also by demand conditions;  

· Factor proportions theory assumes that both technology and demand conditions are the same in both countries, and so both of the aforementioned definitions will produce the same outcome: the country with the relatively large K/L ratio will have a smaller r/w ratio, and vice-versa.

However, students should note that if these technology and demand condition assumptions did not apply, then the price definition (relative prices) would differ from the physical definition (relative quantities).

Factor Intensity Differences

· The model assumes that relative factor intensity differs between commodities;

· Commodity X is labour intensive if the ratio of labour to capital is greater than the similar ratio for commodity Y;

· It follows that, for the purposes of our model, if commodity X is labour intensive, then commodity Y is capital intensive.

The Difference Between Relative Factor Abundance And Factor Intensity

· Relative Factor Abundance: refers to the quantity or price ratio of one factor to another for the economy as a whole;

· Relative Factor Intensity: refers to the quantity or price ratio of one factor to another for a specific commodity or industry.

(Refer to Table 3.2, P. 23, Study Guide.  Notice that all industries are increasingly capital intensive).

THE PATTERN OF TRADE AND GAINS FROM TRADE

As the Factor Proportions Theory is an extension of the classical theories, and is based for the most part on the same assumptions, it is hardly surprising that it implies the same pattern of trade and gains from trade, based on comparative advantage, as the classical theories.

The main difference, however, is that:

· Comparative advantage in this case is explained in terms of relative factor abundance;

· Relative factor abundance predicts that countries will specialise in the production of commodities that use large amounts of its relatively abundant (and therefore relatively cheap) FOPs, and will import commodities that require large amounts of its relatively scarce (and therefore relatively expensive) FOPs.

The Situation In South Africa

See P. 23 of the Study Guide.

FACTOR PRICE EQUALISATION THEOREM

Let's assume, under conditions of incomplete specialisation (i.e. both countries are still producing some amount of each good), that:

· Country 1 is more capital abundant than country 2;

· Commodity x is more labour intensive than commodity y.

Then:
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and country 1 will produce more of y and country 2 will produce more of x, expanding production in the direction of their respective comparative advantages.

Country 1 will therefore experience an increase in demand for capital relative to labour; and country 2 will experience an increase in demand for labour relative to capital.

Assuming full employment in both countries, the increased demand for labour will increase the wage rate in country 2, with the opposite effect occurring in country 1 (i.e. the increased demand for capital will increase its rate of return).

The Factor Price Equalisation Theory argues that this process will continue until the relative prices of the two factors of production are equalised in each country.

Stolper-Samuelson Theorem

This argues that a further implication of the factor proportions theory is that the distribution of income in each country will change in favour of the relatively abundant factor of proportion.

Thus, according to our previous example, the internal distribution of income in country 2 will change in favour of labour, and vice-versa in country 1.

CRITICISMS OF FACTOR PROPORTIONS THEORY

Little Relevance To The Real World

The US is capital abundant, yet its main exports are labour-intensive goods, while its main imports are capital-intensive goods.  This contradiction of the theory is known as the Leontief scarce-factor paradox.  The superior productivity of US workers was cited as an explanation of such.

Others argued that the contradiction was due to the fact that US tariffs protect their labour-intensive industries, and its importation of capital-intensive natural resource products.

Demand Reversal

In the real world, the demand conditions between trading partners can in fact be very different, resulting in very different domestic prices in each country from those suggested by factor intensity expectations.

For example, disproportionate demand may result in country 1 in our previous example importing a good that is capital-intensive, despite its own capital abundance.

Factor Intensity Reversal

Over a period of time, a commodity that was initially labour-intensive may become increasingly capital-intensive, resulting in both countries in our example wishing to specialise in the production of such.

Unrealistic Assumptions

The assumptions of perfect competition, constant returns to scale, and the same level of technology existing in both trading partners is not realistic.

ALTERNATIVE THEORIES OF TRADE

· Intra-Industry Trade: countries trade the same commodities from the same industries between one another;

· Inter-Industry Trade: countries trade different commodities from different industries between one another.

Consider Germany and France.  Both countries are at very similar levels of industrialisation, and their factor endowments are roughly the same.  Therefore, according to factor proportions theory, there should be little or  no trade between the countries.  However, this is not, in fact, the case.  For example, Germany exports cars to France, while France exports cars to Germany.

Factor proportions theory provides a good explanation of inter-industry trade, but is problematic with regard to intra-industry trade.

New Trade Theories (Relating To Intra-Industry Trade)

a)
Product Cycle Hypothesis

This argues that highly sophisticated economies are more likely to export non-standardised goods (i.e. goods in the early stage of the product life cycle), while less sophisticated economies tend to specialise in more standardised products (i.e. goods in the latter stages of the product life cycle).

b)
Economies Of Scale

If a country attains an initial advantage in a particular industry, then it can expand beyond the domestic market and enjoy increasing returns to scale as output expands and average production costs fall.

c)
Product Differentiation

Germany can export cars to France, while France can export cars to Germany, as the particular type of car in each instance is aimed at a different market segment of the importing country.

SUMMARY

· Factor proportions theory is good at explaining inter-industry trade between developed and developing  countries;

· The new trade theories are good at explaining intra-industry trade between similarly developed countries;

· The principle of comparative advantage is still at play in the new trade theories, but the latter are better at explaining dynamic changes in comparative advantage than the static analysis offered by factor proportions theory.

CHAPTER FOUR

TARIFF AND NON-TARIFF BARRIERS TO TRADE

INTRODUCTION

In previous chapters, we have seen how voluntary trade between nations can:

· be mutually beneficial;

· result in greater volumes of international trade, thereby providing opportunities for economic growth and increased economic welfare.

All of the above provide a good argument for "free trade".  So why do countries implement trade barriers?

TARIFFS

· Definition: a tax levied on products that cross international boundaries.  Normally applied for protection or revenue generating purposes;

· Specific tariff: a fixed tax/duty per unit of imported good;

· Ad valorem tariff: a percentage based tax on the value of the good imported;

· Compound duty: a mixture of specific and ad valorem tariffs.  Usually consists of a fixed amount charged per unit of imported good, plus a percentage tax on the actual value of the good.

· Advantages/Disadvantages: an ad valorem tariff is held to be equitable (more expensive imports incur a higher nominal duty) and inflation constant, but requires an administrative system to determine the value of each type of good imported.  On the other hand, a specific tariff is non-equitable and adversely affected by inflation, but is easier to administer;

· Uses: Generally speaking, specific tariffs are applied to standard products, whereas ad valorem tariffs are useful in the case of goods which are graded (i.e. which may range in quality and therefore also range in price).

Terms Of Trade
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Note that the above "prices" will be quoted in the form of weighted price indices (e.g. the CPI for each relevant country), incorporating those goods deemed most relevant to the country involved.

EFFECTS OF A TARIFF

· Small country: in this context, a "small country" is held to be one that cannot, on its own, affect world prices, and therefore cannot manipulate its terms of trade;

· Large country: in contrast, a "large country" is one which is sufficiently large such that changes in its demand or supply conditions can and will affect world prices for commodities.

Small Country Case
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In the above figure, domestic demand and supply of a commodity without trade result in equilibrium E, with the corresponding equilibrium price and quantity.

The world price for the commodity is Pw.  Under free trade, the small country can buy as much of the commodity as it likes at this price (world supply is perfectly elastic).  The resultant quantity imported will be ab.

If the country now introduces a import tariff, then this raises the domestic price to 
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The introduction of the tariff, and the resultant decrease in the quantity imported, has no effect on the world price, as the country is "small".  The country's terms of trade remain the same as before the implementation of the tariff.  Domestic consumers pay the whole tariff, and thus finance the entire government revenue generated as a result of the introduction of the tariff (represented by the grey-shaded area G).

Large Country Case

Because the country is "large", in this instance the introduction of a tariff and the consequent drop in domestic demand for the commodity results in a decrease in the world price to 
[image: image6.wmf]1

w

P

.

The new domestic price after the imposition of the tariff is not the old world price Pw plus the tariff, but rather the new, and lower, world price plus the tariff.  In the following figure, this is indicated as 
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In this instance, half of government revenue from the tariff is paid for by domestic consumers; the other half is paid by the foreign exporters of the commodity, who now receive a lower world price as a result of the implementation of the tariff.

In summary:

· In a small country, after the implementation of the tariff, the country as a whole (consumers plus government) pays the same price for the commodity as it did under free trade;

· In a large country, the country as a whole pays less for the commodity after implementation of the tariff than it did under free trade.

Thus the large country's terms of trade have improved, while those of the commodity exporting countries have deteriorated, ceteris paribus.

DOMESTIC EFFECTS - SMALL COUNTRY

As we have seen, in a small country the internal price of the commodity increases by the full amount of the tariff.  This results in:

· Welfare loss: some consumers switch to the consumption of less desirable domestically produced substitutes (loss in real income);

· Employment in the import-substitute industry increases: resources that were efficiently utilised elsewhere in the economy are now allocated in a less efficient manner to the import-substitute industry;

· Admittedly, both of the above are offset somewhat by the increase in government revenue generated by the tariff.

In summary, there is a net loss in the real income of consumers, plus a redistribution of income from consumers to domestic producers and the government.
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Consider the above figure.  Without trade, the domestic price is P1.  Under free trade, the domestic price is the same as the world price at P2.  At the latter price level, domestic consumption is b, domestic production is a, with imports amounting to the difference between the two, ab.

The introduction of a tariff of P3 – P2 raises the domestic price of the product to P3, resulting in the following:

· Domestic consumption declines by bh.  Thus the tariff curtails consumption of the imported good, with some domestic consumers switching to the consumption of the less desirable domestic substitute.  This is referred to as the consumption effect of the tariff;

· Domestic production increases by ag.  This additional production represents the use of resources that the domestic industry has attracted away from more efficient unprotected industries, due to the higher price which results from the imposition of the tariff.  We refer to this as the production effect of the tariff;

· Imports decline by ag + bh;

· Government revenue generated by the tariff is the import volume gh times the actual value of the tariff (P3 – P2);

· The deadweight loss to the country is represented by the shaded areas A and B;

· The gain to the owners of the factors of production utilised in the import-competing industry is far outweighed by the total loss to the country;

· The imposition of the tariff may furthermore increase the degree of monopoly power in the country, leading to reduced production efficiency, penalising consumers and retarding economic growth.  This would tend to be particularly true in a small country.

The result of the imposition of a tariff has no effect upon the country from which the imports are sourced, if the importing country is small.  However, if the importing country is large then, as we have seen, imposition of the tariff will result in a lower world price for the good, with a resultant loss to foreign exporters, and a worsening of the terms of trade for the exporting country.

FURTHER CONSIDERATIONS OF THE ECONOMIC COST OF THE TARIFF

We again look at the effects of the imposition of a tariff, but this time in more detail.

a)
Consumer Surplus


Consumer surplus is the difference between what consumers are willing to pay, and the market price that they actually pay.  In the above figure, if market price changes from P1 to P2, then consumer surplus decreases by the shaded area P1ACP2.

b)
Producer Surplus


Producer surplus is the difference between the price suppliers require in order to supply the product, and the market price that they actually receive.  If market price increases from P1 to P2, then producer surplus increases by the shaded area P1EFP2.

Now, if we look back to our original figure on P. 28, the imposition of the tariff increases the price of the good to P3.  As a result:

· Consumer surplus decreases by the area P2dfP3;

· Producer surplus increases by the area P2ceP3;

· Government revenue increases by the area nmef;

· The welfare triangles A and B are lost, as previously mentioned being referred to as the “deadweight loss” which arises as a result of the tariff;

· Additional to this net loss, as previously discussed, the tariff redistributes income from consumers to government and the protected domestic producers of the good.

Furthermore:

· The tariff causes a reduction in the real income of the world as a whole, as the positive and negative effects upon the terms of trade of those countries involved cancel one another out, leaving only the reduction in the volume of trade;

· The tariff also has balance of trade implications, as it reduces imports into the domestic economy.  As already mentioned, this results in an increase in the demand for import-substitutes.  If the resources utilised to meet this additional demand are attracted away from industries involved in the creation of goods for export, then export volume may also decrease;

· The process of bidding resources away from their pre-tariff use to the tariff-protected industries may also have inflationary implications, unless the economy is operating at a less than full employment level;

· The imposition of the tariff and its beneficial effects upon the protected industries may help to raise the level of employment in the economy during a recession, but this may be negated if foreign countries retaliate by imposing their own tariffs;

· Lastly, as already mentioned, the imposition of tariffs may serve to further enshrine monopoly power within the economy (by protecting industries/companies from foreign competition.

NOMINAL VERSUS EFFECTIVE TARIFF RATES

One of the main reasons for imposing a tariff is to protect local industries.  The measurement of the degree of protection afforded by a tariff is not a simple matter, because the nominal tariff rate is generally not a good measure of such protection:

· Nominal Tariff Rate: The tariff rate published in the relevant country’s tariff schedule;

· Effective Tariff Rate (Or Effective Rate Of Protection): The protection accorded to the domestic value added.  This is dependent on the tariff rates levied on the final product and on the imported inputs, and also on the importance of the imported inputs with regard to the price of the final product.

Consider the following example.  Let’s assume that SA levies a 20% import tariff on wooden cabinets, but that imported wood and all other materials used to produce wooden cabinets in the domestic economy enter SA duty-free.  We further assume that these imported materials make up 50% of the final value of the domestically-produced cabinet.

Then if the domestically-produced cabinet sells for R300, the producer spends R150 on imported products, with domestic production adding a further R150 to the final price.

Now, if the imported cabinets also sell for R300 (pre-tariff), then the 20% tariff imposed will generate government revenue of R60 per cabinet (20% of R300).

But this tariff amount only protects that part of the value of the cabinet produced domestically (i.e. the R150 of value added by domestic production), and so in actual fact it accords an effective rate of protection to domestic production of 40% (R60 as a percentage of the domestic value added of R150).

Consider another extreme.  If an imported cabinet was allowed to enter the country duty-free, but the imported materials used to produce the cabinet were taxed via a tariff, then the domestic producer of the cabinets would be taxed, rather than protected, by the tariff.

Thus, generally:

· A tariff on imports of a final product protects the domestic industry manufacturing the same product;

· A tariff on imported materials taxes the users of such (e.g. domestic producers) by raising their input costs.

In essence, the effective protection rate measures the degree of protection given by a tariff to domestic production activities.

The effective protection for a domestically produced final product increases as:

· The nominal tariff rate imposed on the imported final product increases; and

· The nominal tariff rate imposed on imported materials used to produce the final product decreases.

It follows that the greater the proportion of imported inputs used to produce the domestic good (and therefore the greater the final value of the good which is made up of imported inputs), then the greater will be the difference between the nominal and the effective tariff rates.

IMPLICATIONS FROM CONCEPT OF EFFECTIVE PROTECTION

a)
Resource Misallocation

From basic economic theory, we know that a producer varies the amount he is willing to supply according to changes in his/her production costs.  From the above, we have seen that production costs are affected by the effective rate of protection.  The greater the effective rate of protection, the greater will be the distortionary effect on the allocation of resources within the domestic economy, as resources will be utilised to produce tariff-protected import-substitutes, rather than being used for more welfare-efficient purposes.

b)
Tariff Structure

Most industrialised countries have the following type of tariff structure:

· Imported raw materials admitted almost duty-free;

· Imported semi-processed goods admitted at low duties; and

· Imported finished manufactured products admitted at relatively high duty rates.

This type of tariff structure means that the effective rate of protection on finished manufactured goods is actually much higher than the nominal rates may suggest.

Additionally, it should be noted that the imposition of tariffs both on imported inputs and the final products that they are used to create can be self-defeating, as the combination of tariffs can result in the effective rate of protection on the final product being less than the nominal rate.

In explanation of the above, consider the following example.

Example

A leather jacket imported into SA under free trade has a price of R2000.  The cost of the leather used to make the jacket if R1000 on the world market.  So a similar jacket made in SA out of imported leather and selling for R2000 would have domestic value added of R1000 (R2000 selling price minus the R1000 cost of the leather) at free trade prices.

Scenario 1

A 40% tariff on imported leather jackets would raise their domestic price to R2800, and a tariff on imported leather of 20% would raise its domestic price to R1200.

The domestic value added under free trade was R1000.  Under the aforementioned protective tariffs, the domestic value added is now R1600 (R2800 minus R1200).  The difference of R600 represents an effective protection rate of 60% (R600 as a percentage of R1000) on leather jackets, as opposed to the 40% nominal rate.

Summary

When the tariff rate on a final good is greater than the rate levied on inputs used to produce the final good, then the effective rate of protection is greater than the nominal rate.

Scenario 2

A 30% tariff is imposed on imported leather jackets, raising their domestic price to R2600.  A tariff of 40% is imposed on imported leather, raising its domestic price to R1400.

The domestic value added is now R1200 (R2600 minus R1400).  The difference of R200 represents an effective protection rate of 20% (R200 as a percentage of R1000) on leather jackets, as opposed to the 30% nominal rate.

Summary

When the tariff rate on a final good is less than the rate levied on inputs used to produce the final good, then the effective rate of protection is less than the nominal rate.

Scenario 3

In the previous two scenarios, we have assumed that under free trade, domestic value added was 50% of the price of the final product.  We now consider a situation where the free trade cost of the leather jacket is still R2000, but this time we assume that the cost of the imported leather is R1600, domestic value added under free trade being only R400.

If we now reconsider scenario 1, the 40% tariff on the jackets raises the domestic price to R2800, while the 20% tariff on imported leather raises its price to R1920.  Domestic value added is now R880 (R2800 minus R1920).  The difference of R480 represents an effective protection rate of 120% (R480 as a percentage of R400) on leather jackets, as opposed to the 40% nominal rate.

Summary

If a country imports most of the inputs used in the manufacture of a domestic final product, with tariffs on the former being low or close to zero, then even a moderate nominal protection rate on the final product will result in a very high effective protection rate.

ARGUMENTS IN FAVOUR OF PROTECTIONISM

Infant-Industry Argument

Argues that an industry should be protected in order to allow it to grow to the point where it is big enough to compete on the world market (example of Japanese car industry).

Such protection should be temporary.  As the industry “learns” how to operate efficiently, its unit costs will fall, allowing it be competitive.  However, such protection can be abused, often being extended to inefficient, declining industries.

It is also argued that a production subsidy would be more apt than a tariff for, as we have seen, a tariff in effect is both a tax on consumers and a subsidy to producers.

Scientific Tariff Argument

Already mentioned in study unit 2, this type of tariff is designed to equalise wages across countries.  However, it makes no allowance for productivity differentials.

Optimum Tariff Argument

The optimum tariff is held to be that rate which maximises the difference between the gain from improved terms of trade, and the loss from the reduced volume of trade.

For a small country, the optimum tariff rate is zero, because such a country cannot obtain any improvement in its terms of trade by imposing a tariff.

The case for a large country is discussed below:











Pft is the free trade price of a good.  A tariff of t is imposed on the good, raising the domestic price to Pd, while lowering the world price to Pt.

Triangles A and B are the domestic welfare loss from the decline in the volume of trade as a result of the tariff, while rectangle C represents the improvement in the terms of trade for the large country, being the part of the tariff paid by foreign exporters.

Now, if C > (A + B), then there is a net gain to the country as a result of the implementation of the tariff.  The optimum tariff will be the tariff rate that maximises this net gain i.e. the optimum tariff rate is the one that maximises:

C – (A + B)

Non-Economic Argument
For example, the argument put forward by the French government regarding the protection of their inefficient farmers is that such is necessary to preserve farming communities and maintain the rural population.
Strategic Trade Policy To Protect Oligopolistic Markets

In a perfectly competitive environment, the only possible justifications for the imposition of a tariff are:
Imposition of optimum tariff by large country to improve its terms of trade;

Infant industry protection (but only if direct subsidy not feasible).

However, governments may also use tariffs/subsidies to protect large oligopolistic industries (e.g. commercial aircraft manufacturers), and to help them to increase their share of the global market at the expense of foreign competitors.

The application of such a strategic trade policy is fraught with problems.  Apart from the resultant inefficient re-allocation of the country’s resources, the cost of a subsidy may actually exceed the gains which it generates; the subsidy may attract new entrants into the industry; foreign governments may retaliate by extending similar subsidies to their own industries.
NON-TARIFF BARRIERS TO TRADE

As a result of the negotiations conducted under the banner of the World Trade Organisation (WTO), the use of tariffs by member countries is very much constrained.  Members have therefore tended to look for other ways by which to implement protection measures.  These are listed below:

1. Import Quotas

“Direct restriction by government via a limit on permissible imports.”
An import quota thus limits the amount of a good that may be imported into the country over a specified period.  If free-market demand for the good falls below the level specified by the quota, then the quota is said to be “non-binding”.
The government implements the quota by granting/selling import licenses for the relevant product, each of which allows for a limited amount to be imported by the holder.

A variation on the import quota is the “tariff quota”, where one level of tariff is applied on imports of a good up to a certain amount, with a higher tariff level than being applied to imports beyond this amount.

Although import quotas on manufactured goods are prohibited by the WTO, many developed countries impose such on the import of agricultural products.

Effects Of Quota

· As a binding import quota makes a good relatively scarce, it raises the domestic price of the good.  The percentage increase in price is referred to as the “tariff equivalent” of the quota, and is calculated using:
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· The increase in the domestic price of the good means that import consumption declines, while consumption of domestically produced import-substitutes increases, drawing away resources from more efficient industries;
· No revenue is generated for government.  The imposition of the import quota results in an income redistribution to the holders of the import licenses, the additional income enjoyed by the latter being referred to as “quota rent”.  The government could, however, obtain some share of the quota rent by “auctioning” the import licenses, rather than simply granting such for free.

Equivalence Of A Tariff And A Quota
Requires that:

· Demand and supply for the good are stationary;

· Perfect competition exists in all markets;

· Government auctions the import licenses such that the revenue generated is the same as it would have been via imposition of a tariff on the good.

Consider the above figure.  The initial domestic demand and supply curves are given.  With no international trade, the domestic price will be P1.  Under free trade, the price will be P2, with ab units of the good being imported.
The introduction of a tariff t raises the domestic price to P3, with imports being reduced to gh (= ef).  The same effect on domestic price and volume of exports would be obtained if the government imposed an import quota of gh.
The only difference is that the shaded area would represent government revenue in the case of a tariff, and quota rents in the case of an import quota.  However, if the three conditions mentioned at the top of the page prevailed, then the effects of the tariff and quota would be identical – this is referred to as the “equivalence of a tariff and a quota”.
Now consider the effect of an increase in domestic demand to D’.  Under tariff t, the domestic price can never exceed the world price plus the tariff, which together make P3.  Thus price remains constant despite the demand increase, and the volume of imports rises from ef to ei.
On the other hand, in the case of an import quota, the increase in demand cannot be accommodated by an increase in import quantity, which is fixed at ef.  The result is a price adjustment, with domestic price rising to P4, where quantity imported remains as before at jk (= ef).

Without necessarily having to look at all of the possible outcomes of demand and supply changes, we can generalise the results as follows, assuming the quota remains binding:

· In the case of a tariff, a change in demand or supply will result in an import quantity adjustment;

· In the case of an import quota, a change in demand or supply will result in an adjustment to the domestic price.

Another possible difference between a tariff and a quota is suggested by the theory of effective protection.  When a quota is imposed on an imported raw material, it raises the production costs of the final good that it is used to produce.  This is the same effect as would be obtained if a tariff was imposed on the imported raw material.
However, whereas import duties on raw materials may be rebated by the domestic government when the final good is exported, this never occurs in the case of import quotas.

Welfare Comparisons – Quota Versus Tariff

Consider the above figure.  Before any change in demand or supply, the tariff t and the import quota gh cause the same deadweight loss, represented by the triangles cem and ndf.  
If we now consider a rise in domestic demand, as represented by D’, then:

· With tariff t, the price remains at P3 and the quantity imported rises to ei (= gb).  The welfare loss then becomes the triangles cem and dli.  As one can see, the approximate size of the welfare loss remains unchanged;

· With import quota gh, the price rises to P4, import quantity remaining unchanged at jk (= gh).  The welfare loss from the quota is much greater, consisting of the far larger triangles cqj and rlk.
Thus the equivalence of the tariff and quota no longer applies – the quota is more economically harmful than the tariff.

Similar analyses can also be carried out for a decrease in domestic demand, and changes in domestic supply.  In each instance, the equivalence of tariff t and import quota gh breaks down.
Further Criticisms Of Import Quotas

· They tend to be administratively cumbersome to implement;

· They enhance domestic monopoly power; and

· The distribution of import quota licenses tends to freeze the market situation according to that which existed when the quotas were first implemented.

2. Voluntary Export Restraints (VERs)
These are bilateral agreements between governments to limit exports to one another.  These have for the most part been phased out, and are no longer used.
3. International Commodity Agreements

These are agreements between countries who produce and consume a commodity.  The purpose is to stabilise the price of the latter through intervention in market forces.  For example:
· Export restriction schemes (similar to VERs);

· Buffer stocks: involves attempting to maintain the price of the commodity within a predetermined range, through the purchase and sale of the commodity from central stocks.

In both of the above figures, PE is the long-run equilibrium price determined by demand and supply curves D and S.  The buffer stock management wish to limit price fluctuations to the range PF to PC.
In the first figure, if supply increases to S1, then price PF can be maintained by the buffer stock management buying the quantity ab, which is the excess supply at that price.  Likewise, if supply decreases to S2, then price PC can be maintained by the buffer stock management selling quantity cd of the commodity from the buffer stock, which is the excess demand at that price.

Similar situations are outlined in the second figure for changes in demand for the commodity.
4. International Cartels

This involves agreements between foreign companies or governments to restrict trade in a commodity.  The most obvious modern day example is the oil restriction policies implemented by members of the Organisation of Petroleum Exporting Countries (OPEC).
Price is raised through the restriction of output and/or exports of the commodity, the supplier countries then gaining at the expense of consumer countries.

However, individual members of the cartel may cheat by increasing output/exports beyond previously agreed limits.  Non-member producers of the commodity also tend to benefit from the strategy implemented by the cartel.

5. Local Content Requirements

Such regulations require that a minimum percentage of the final value of a good produced within the domestic economy must be sourced from local manufacturers.  As with other protectionist measures, this can also lead to market distortions.
6. Border Tax Adjustments

These are used to change the price of a tradable good by an amount equal to domestic indirect taxes:
They take the form of a tax on an imported commodity, or a rebate on the export of a commodity, to put local producers on an equal footing as competitors from countries that do not impose indirect taxes.

7. Anti-Dumping Import Duties
This involves the taxation of goods “dumped” in the domestic market at a lower price than that charged for the good in the country of origin.  There are three general categories of “dumping”:
· Sporadic dumping: irregular dumping of surplus production.  Has a negligible economic effect;

· Predatory dumping: Involves a large foreign company selling their product in the domestic market at a low price for the purpose of driving out competitors and increasing market share, the ultimate goal being to become a monopolist.  This is the most harmful form of dumping;

· Persistent dumping: occurs where a firm is a monopolist in the domestic market, but not on foreign markets.  It therefore charges a higher price at home than it does abroad.

An anti-dumping import duty equal to the dumping margin may be charged on such imports.  This is permitted by the WTO, if evidence of dumping can be proved.

8. Export Subsidies
Involves a payment by government to domestic producers for every unit of a commodity exported, for the purpose of making the domestic producer’s commodity more competitive on foreign markets.
Form the point of view of the subsidising country:

· The distortion of comparative advantage creates a deadweight welfare loss;

· If the country is large, the subsidy will reduce the world price for the commodity.

Form the point of view of the importing country

· Its terms of trade may improve;

· Labour/capital in competing industries in the domestic economy may be harmed, thereby affecting income distribution.  The importing country may therefore apply a countervailing duty to offset the effect of the subsidy.
Farmers and agricultural products continue to be heavily subsidised around the world, as do industries of strategic importance (e.g. aircraft manufacturers).  Export subsidies can also take the form of low interest rate loans to the foreign purchaser of the domestically-produced commodity.
Non-Tariff Barriers (NTBs) Versus Tariffs

“NTBs are more harmful to the national economy than tariffs, and within NTBs, VERs are more harmful than import quotas.”

Due to the gradual reduction in tariffs resulting from WTO negotiations, NTBs are becoming increasingly prevalent.  However, tariffs have the following advantages over NTBs:

· They only distort the market mechanism, rather than displacing such;

· Tariffs are “transparent”, whereas the effect of NTBs is often hidden;

STUDY UNIT FIVE

TRADE LIBERALISATION AND ECONOMIC INTEGRATION

INTERNATIONAL AND REGIONAL APPROACHES TO FREE TRADE

As a result of the widespread recognition of the long-run damage caused by protectionist policies, the trend amongst trading partners, especially since the 1980s, has been towards the lowering of tariffs.

Globally, multilateral efforts in this regard have been driven by, firstly, the General Agreement on Tariffs and Trade (GATT), and more recently by the World Trade Organisation (WTO).

Regionally, such moves are best exemplified by the increasing economic integration exhibited by the European Union.

WORLD TRADE ORGANISATION

The general role of the WTO is to provide “… a framework for the liberalisation of trade.”

The WTO sets and regulates the code under which international trade is conducted through adherence to the following general principles:

· The principle of non-discrimination;

· The prohibition of export subsidies (except with regard to agricultural products) and import quotas.  Students should note that less developed countries (LDCs) are excluded from the latter;

· The introduction of any new tariff must be offset by a reduction in an old tariff.

The WTO has 147 members, encompassing:

· All industrialised countries;

· Most Eastern European countries (excluding Russia); and

· Many LDCs.

The fundamental principles of the WTO are listed below:

1. The Unconditional Most Favoured Nation Principle

· No discrimination is allowed between supply sources;

· Tariffs levied or concessions granted between two members must be extended to all members;

· Members of customs unions and free-trade areas are excluded from the above.

The application of this principle has led to massive tariff reductions.

2. National Treatment

Domestic and foreign firms operating in any member’s economy must be treated the same.  This is referred to as the “principle of non-discrimination between foreign and domestic firms.”

3. Reciprocity

This principle may be simply summarised as “our country will treat your firms in the same way that your country treats our 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. Trade Promotion: “Fast Track Voting Procedure”

Member governments must vote on WTO-negotiated trade agreements without making amendment to the latter.

Uruguay Round Of Trade Negotiations (1993)

Main outcomes:

· Resulted in general tariff reductions of nearly 40% between participating countries

· For the most part, export subsidies were prohibited, apart from subsidies on agricultural exports, which were reduced;

· Non-tariff barriers to trade were increasingly replaced by tariffs;

· A trade dispute settlement mechanism was agreed upon;

· The WTO was established, and granted extended areas of operation;

· Led to an estimated increase in world income of some $200 billion per year.

One matter in particular that remained unresolved was the continuing problem of domestic anti-competitive practices indulged in by some members for the purpose of restricting imports e.g. the “keiretsu” in Japan.

The Post-Uruguay Era

· In 1997, the WTO removed all tariffs between members on IT products;

· From 2002 until the present, the so-called “Doha” round of negotiations has made no progress, as LDC members have refused to make further trade concessions while the US, Japan and the EU continue to offer massive subsidies to their respective agricultural sectors.

THE REGIONAL APPROACH

The regional approach results in trade discrimination between members and non-members of the regional grouping.  Trade concessions are made between the members that are not extended to non-members

There are currently 33 regional groupings within the global economy.  The groupings take a variety of formats, which we discuss in detail below.

Motives for forming a regional grouping include the following:

· Benefits from trade diversion (which we will also discuss below);

· Producers may gain access to scale economies (and thus lower per unit production costs) as a result of membership of a larger regional market;

· Frustration at the slow rate of global liberalisation;

· Enhancement of bargaining power within the WTO;

· LDCs may wish to reduce their level of dependence on first world countries;

· The “domino effect” – may be created as a protectionist response to the previous creation of other regional groupings.

Economists are undecided as to the advantages/disadvantages of such groupings:

· The protectionist and discriminatory nature of regional groupings may serve to frustrate the goal of a global, multilateral trading system;

· On the other hand, it may be easier for members to achieve deeper “liberalisation” if this is attempted on a smaller, regional, scale.

The Main Forms Of Integration (From The Shallowest To The Deepest)

1. Preferential Trade Agreements (PTAs)

· Tariffs and other trade barriers between members are reduced;

· Members retain their own trade barriers against non-members.

2. Free Trade Areas (FTAs)

· Involves the complete removal of trade barriers between members;

· Members retain their own trade barriers against non-members.

An example is the North American Free Trade Area (NAFTA).

3. Customs Unions (CUs)

· This is an FTA where members have a harmonised set of external trade policies.

An example is the Southern African Customs Union (SACU).

4. Common Market

· This is a CU with freely mobile FOPs between members.

An example was the European Community (EC), prior to the further economic integration of its member states, when it then became known as the EU.

5. Economic Union

· This is the tightest form of regional integration, where fiscal and monetary policies are harmonised or unified between member states.

An example is the European Union, which has a common currency and single central bank.

THE EFFECTS OF A CUSTOMS UNION ON ALLOCATIVE EFFICIENCY AND WELFARE

Static Effects


Let’s assume that there is a three-country world, and that countries A and B form a customs union which excludes country C.  Thus A and B abolish all trade restrictions between themselves, and maintain a common external tariff against C.

To analyse the possible outcomes of such, we assume that country A is a small country, and that it faces perfectly elastic supply curves from countries B and C with respect to a hypothetical product.

The figure given above shows the domestic demand and supply for this product in country A, and the horizontal supply curves P1C of country C and P2B of country B.  It is easily seen that country C is the lowest cost producer of the product.

Under free trade, price P1 will prevail, and country A will import Q1Q2 from country C.

If country A imposes a non-discriminatory tariff P1P3, then the domestic price of the good rises to P3 and domestic imports will fall to tT.  However, all of the imports will still come from country C, as country B is not sufficiently competitive.

(Indeed, according to our figure, a tariff of the same amount imposed on country B’s product as that imposed on country C’s product would raise the price of the former’s product above the equilibrium price at which country A can produce the product itself).

Now, if A and B form a customs union, then no tariff will be imposed on imports from B.  The domestic price for the good will fall to P2, with imports increasing to bB, the latter now originating exclusively from country B.

We may analyse the results of the above using the following terms:

· Trade diversion: the decline in imports from the most efficient producer;

· Trade creation: the decrease in domestic output as a result of replacement by imports;

· Consumption effect: the increase in domestic consumption.

From our figure, we can see that:

· trade diversion is represented by tT, the decline in imports from the most efficient producer, country C;

· trade creation is represented by br, the decrease in domestic output due to its replacement by imports from B; and

· the consumption effect, which is favourable, is represented by the increase in domestic consumption, qB.

These three factors constitute the major static influences arising from the creation of the customs union.  Whether the CU is on balance favourable to world-wide allocative efficiency is dependent upon their relative magnitudes.  To be favourable, the resultant favourable consumption effect and trade creation must outweigh the negative effects of the associated trade diversion.

In reality, it is very difficult to measure such.  However, we can identify certain influences likely to affect these magnitudes:

· The larger the CU, the less scope there is for trade diversion.  (Obviously a CU that included all countries in the world would not allow for any trade diversion);

· As to the CU members, the more similar their production patterns, and the greater the differences in their respective production costs, then the greater is the scope for trade creation;

· Lastly, the lower the external tariff imposed on the products of non-CU members, then the less will be the discrimination between members and non-members, and thus the smaller will be the scope for trade diversion.

Dynamic Effects

As the CU expands the market size available to member producers, then the resultant trade diversion and creation provide the latter with:

· Scale economy opportunities; and

· Increased competition.

The scale effects may prove to be particularly beneficial to smaller member countries of the CU.

Furthermore, an increase in economic growth arising from the creation of the CU may result in an increase in demand from within for non-member imports.  This could provide some level of compensation to non-members for losses suffered as a result of trade diversion.

STUDY UNIT 6

DIRECT FOREIGN INVESTMENT AND

MULTINATIONAL CORPORATION

MOBILITY OF FACTORS OF PRODUCTION

Factor proportions theory assumes that factors of production (FOPs) are mobile between industries domestically, but immobile between countries.

Although FOPs are certainly more mobile within countries, both labour and capital can in fact move between countries.  Of the two, capital is the most mobile, labour being faced with migration barriers such as:

· Language differences;

· Immigration control measures;

· Legal restrictions;

· Social norms;

· Cultural differences.

As capital is more mobile, it can migrate more eas8iuly in search of the highest expected return on investment, in whichever country such is offered.

The study guide tells us that:

“The greater the mobility of an FOP, the greater the tendency for the returns thereon to be equalised between countries and industries.”

We have already seen in a previous chapter that a similar process occurs as a result of the trade in commodities (see the factor price equalisation theorem, study unit 3).

For example, if the return on investment in the same industry differs between two countries, then capital will tend to migrate towards the country whose industry offers the highest returns.  Market forces will then cause returns to increase in the lower return country and fall in the high return country, until the returns in both countries are equalised.

Of course, other considerations, such as risk on investment, also play a role.  Investors usually compare differences in expected “risk-adjusted” returns when decoding where to invest their capital.

This study unit focuses on the reasons for, and the effects of, the international mobility of capital, with specific reference to direct foreign investment:

· Direct foreign investment (DFI): purpose is to gain control over a foreign company.  Be4ing more long-term in its goals, it tends to be less volatile than foreign portfolio investment (see below), and contributes more to greater transfer of skills and technology between countries than the former;

· Foreign portfolio investment: purely concerned with the expected return on investments in foreign financial markets.  More volatile and less stable than DFI, portfolio investment can be easily and quickly withdrawn according to the whims of investor sentiment.

For the reasons mentioned above, host countries much prefer DFI to portfolio investment, particularly LDCs that wish to establish sustainable patterns of economic growth.

DIRECT FOREIGN INVESTMENT (DFI)

DFI can be measured as a:

· Stock variable: the total value of DFI at a particular time; and

· Flow variable: the value of such investments over a period.

We may also be interested in:

· Net DFI: the difference between outward and inward DFI.

In 2002, the US was the largest “host” country of DFI, with total stock of inward foreign investments of an estimated $1.35 trillion.  Important “source” countries of DFI include the US, the UK and Japan.

DFI has played an important role in the SA economy, especially in the mining industry:

· As with other LDCs, capital is a relatively scarce resource in SA, and as returns on inward DFI tended to be relatively high, SA was far more of a host country, rather than a source of DFI;

· This situation was exacerbated by the existence of exchange controls limiting outward DFI;

· The recent liberalisation of such c0ontrols led to a significant increase in outward DFI by SA companies (referred to as “offshore investments”);

· Between 1970 and 1985, SA was heavily reliant on foreign savings, the latter averaging about 2% of GDP per year;

· After 1985, the worsening of the political situation led to a reversal of the above trend as investors withdrew their capital from the economy, capital outflows between 1985 and 1993 averaging 2.5% of GDP per year;

· However, since 1994, for the most part there have been net capital inflows, but largely of a portfolio nature, which tends to affect the balance of payments, rather than having a direct influence on production and income within the country.  Such investment can be easily reversed if sentiment towards SA turns negative (e.g. 1997-1998, and 2001).

Table 9.1, P. 163, Prescribed Textbook

This table gives a list of the world’s ten largest multinational corporations (MNCs), with specific details relating to:

· Asset size;

· Sales turnover; and

· Number of employees.

Students should note that nowadays, MNCs are the main vehicle through which DFI takes place.

MOTIVES FOR DFI

Prospects of profit from such investment are greater than that anticipated from other uses (e.g. investment in domestic economy):

“… given the investment climate at home and abroad, expected profits (allowing for risk) from an incremental investment in foreign countries exceeded profits expected from such activity in the domestic economy.”

Factors affecting the aforementioned “climate” may include:

· General level of economic activity;

· Existing/anticipated tax and tariff policies.

· International profit differentials within an industry.

Additionally, business organisations may offer reasons other than purely profit for DFI:

a)
Cost Considerations (investment is “cost reducing”)

· Motive is the need to obtain raw materials from abroad, as they are either unavailable at home or are available at extremely high cost.  For example, investments in the extractive industries by the US.  Such investment is complementary to labour/capital employed in the source economy, without which the latter would be harmed.

· Motive is to take advantage of lower labour costs in foreign countries.  Resultant savings may be offset to some extent by productivity differentials.  This type of investment is definitely not complementary to FOPs in the source economy

· Motive may be to take advantage of policies of the foreign government favourable to DFI (e.g. special tax concessions).

b)
Marketing Considerations

· Familiarisation with foreign markets via exports may lead to the setting up of foreign branches;

· The need to cater to the specific needs of the foreign market may result in the setting up of own distribution channels; and eventually the setting up of foreign production facilities and gearing of product line towards local tastes;

· Local anti-trust laws may preclude the possibility of expansion through the purchase of local competitors.

FOREIGN INVESTMENT AND ECONOMIC WLFARE (REAL INCOME)

World Welfare

· Free mobility of resources leads to the beneficial allocation of such;

· If capital is attracted by a higher rate of return, then it will flow from where it is cheap (and abundant) to where it is expensive (and scarce) until returns are equalised;

· Raises real total output

Host Country

Benefits from DFI:

· Real product increases as a result of the contribution to the economy of the new capital;

· There is a managerial/technology transfer from the source to the host country;

· External benefits may include a better trained labour force, and a newer and higher economic growth path for the host country.

Disadvantages of DFI (whether real or imagined):

· Exploitation of the host country’s labour and natural resources;

· Research and development activities tend to be performed in the source country, only the routine work being allocated to the foreign branch in the host country

Source Country

Advantage of DFI:

· If investment is related to extractive industries, then this will provide access to raw materials not otherwise available in the domestic economy

Disadvantages of DFI:

· Revenue loss to domestic government;

· Foreign investment increases the productivity of foreign labour, and provides indirect benefits to the host country (e.g. labour quality and production technologies improved, establishment of superior organisational forms etc.)

MULTINATIONAL CORPORATIONS

We have already briefly mentioned the importance of MNCs in DFI, and some of the costs/benefits that they may bring to host LDCs.

However, MNCs my also engage in certain practices that are detrimental to the host country.

Transfer Pricing

International trade theory assumes that commodities are traded on world markets between independent firms, at market-determined prices (or what is referred to as “arm’s length prices”).

However, about 25% of modern world trade in manufactured goods is conducted within firms.

A modern MNC tends to be a vertically integrated company, manufacturing – in addition to its range of final goods – a range of intermediate goods for its own production processes.

Various intermediate products (referred to as “components” may be manufactured by the MNC via affiliates and subsidiaries located in different countries.  Furthermore, the assembly of the final product may be located in another country still.

As components move through the production process, they are transferred from one subsidiary to another, and therefore become part of international trade.  As a result, and as we indicated above, a large part of international trade is actually “intra-firm exchange.”

The point to note from the above is that:

“Items entering such trade will be valued according to considerations other than those determining competitive market prices.”

In this type of exchange, the pricing decisions of the MNC will be influenced by its goal of maximising its overall after-tax profit, rather than the profit of individual subsidiaries.

The prices charged by one subsidiary on sales to another subsidiary located in a different country, known as “transfer prices”, may therefore differ significantly from world prices.

Such prices will be designed to minimise overall corporate income taxes and tariff payments.  If tax rates are different between the countries in which the MNCs subsidiaries are located, the MNC will shift profits from the higher to the lower tax country.

For example:

· The prices of components sold by a subsidiary in a high tax country to a subsidiary in a low tax country will be decreased;

· As a result, the taxable income where taxes are high will be decreased, and increased where taxes are low;

· This leads to lower tax revenues for high-tax host countries.

A similar strategy may be applied to take advantage of differing tariff rates between countries.

MNCs AND THE FACTOR PROPORTIONS THEORY

The increasing role played by MNCs in global trade has raised the question as to how relevant the factor proportions theory remains with regard to providing an explanation of patterns of trade.

It is argued that the theory still remains relevant in explaining patterns of trade where such trade involves relatively immobile FOPs (e.g. land, unskilled labour etc.)
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