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International trade refers to trade between countries, it
Includes import and export of goods and services.



®

What are the benefits to countries and firms of international trade?
Which goods should a country export and which should it import?

Do trade restrictions protect domestic producers from foreign
competition?

Can trade restrictions enhance the overall welfare in an economy?



Changes in trade value of major countries before and
after the outbreak of the COVID-19

(Billions of U.S. Dollar)

Country or 2018 2021
Region | Goods exports | Goods imports | Goods exports | Goods imports
World 19,122 (100%0) 18862 (100%0) 21,789 (100%0) 21,316 (100%0)
China 2,417(12.6%) 2,037 (10.8%) 3,216 (14.8%) 2,653 (12.4%)
USA 1,677 (8.8%) 2,556 (13.5%) 1,761 (8.1%) 2,852 (13.4%)
Japan 736 (3.8%) 725 (3.8%) 749 (3.4%) 733 (3.4%)
Germany 1,528 (8.0%) 1261 (6.7%) 1617 (7.4%) 1,389 (6.5%)
India 332 (1.7%) 519 (2.8%) 402 (1.8%) 579 (2.7%)

Note: Figures in parentheses are percent to total

Source:

World: https://data.imf.org/regular.aspx?key=60961513
Selected country https://data.imf.org/regular.aspx?key=62805740




Current Account Balance

» B R s R R S

Deficit Surplus No Data

Source: https://data.imf.org/?sk=7A51304B-6426-40C0-83DD-CA473CA1FD52&s1d=1484148942565
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Effects of the opening of trade in the market for a single goods
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After trade
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Theory of Absolute Advantage

Adam Smith: Wealth of Nations (1776).
Assumptions:
— A two-country and two-commodity model
— Labor is the only factor of production

— Labor is perfectly mobile within a country but completely immobile
Internationally

— There is no transactions cost
— The economy is operating under perfect competition

Trade will occur and will be beneficial whenever there are international
differences in cost of production.

If country A is more efficient in producing commodity X and country B
IS more efficient in producing commodity Y, they will both profit if
each produces what it is more efficient in producing and then exchange.

13



Theory of Comparative Advantage

David Ricardo: Principles of Political Economy (1817)
Efficiency of resource utilization leads to more productivity.

When a country has an absolute disadvantage in the production
of both commodities with respect to the other , mutually
advantageous trade still take place.

The less efficient country should specialize in the production of
and export the commodity in which its absolute disadvantage is
less.
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Heckscher-Ohlin Factor Endowment Theory

Eli Filip Heckscher: The effect of foreign trade on the
distribution of income (1919).

Bertil Ohlin: Interregional and international trade (1933)

The theory postulates that comparative advantage of a country
depends on its endowment of inputs (factors of production) to
produce goods

A nation will export goods which it produces with resources that
are relatively abundant.

A nation will import goods which it produces with resources that
are relatively scarce.

15



Factor Endowment - Example

Resource Country A Country B
Capital 100 machines 20 machines
labour 200 workers 1000 workers

« Country A: capital/labor ratio = 0.5 (100/200)

« Country B: capital/labor ratio = 0.02 (20/1,000)

« Since Country A has relatively more abundant capital

Kx Kp
42 > —_——
Ly Lp

, It will produce capital-intensive goods with

Country B producing goods that are more labor-intensive

Kz Kp
—_— =,
Lp Lp
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Assumptions of the Heckscher-Ohlin Model

« There are two countries and two goods model

 Production and consumption conducted under perfect competition
 No transportation costs, taxes, or other obstructions to trade
 International trade does not cause complete specialization

« Consumers in both countries have equal tastes and preferences

« Both countries are endowed with homogeneous factors of production,
capital (K) and labor (L), and both are used in production

« Technology for production is the same in both countries and produced
under constant returns to scale

« (Capital and labor are mobile domestically

« Labor and capital cannot move between countries

17



How much a McDonald’s Big Mac costs around the world?

CITYICOUNTRY COSTOFABIGMAC  CITY/COUNTRY COSTOFABIG MAC

Moscow, Russia $229  London, United Kingdom §432

Johannesburg, South Africa $2.53  Toronto, Canada $4.38 In USD and
Hong Kong, Hong Kong $287  New York, United States $509  inMay 2018
Bangkok, Thailand $385  Paris, France $5.37

Oubai, United Arab Emirates $4.08  Zurich, Switzerland $6.89

Buenos Aires, Argentina $4.22

Why the same goods have different prices around the world?

Market mechanism:
Market supply and market demand of a product determine its market price.
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Causes of international trade

The non-availability of the traded —
goods in countries.

Cost differences between countries. Supply side | _

Decreasing cost (Large-scale :

specialization) Differences
o In relative

Government taxes and or subsidies — | prices

Differences in tastes or preference between

between countries. countries.

Differences in the number of

potential customers between _ | Demand side 1~

countries.

The availability of substitute or
complementary goods of the traded
goods (Different price elasticity)
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Would it be possible for a firm to export its product to a foreign
market if the market price there is lower than that in the home
market?

Answer: whenever it is profitable to export the product.

20
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Why do countries restrict trade?
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https://www.youtube.com/watch?v=Y2X3KPilAt0

The benefits of free international trade

Importing countries

Exporting countries

1. They can enjoy a wider range of
goods

1. It allows a country to specialize in the
manufacture and export of products that can be
produced most efficiently in that country; that is,
specialization and mass production are possible

2. The danger of scarcity or drastic
swings in prices are reduced

2. It enables resources to be fully employed.

3. Lower commodity prices through
competition among domestic and
foreign suppliers.

3. Since the price elasticity are lower in foreign
markets than that in the domestic market, it
allows firms to set a higher price (as relative to
the price determined in the domestic market).

23




Free Trade occurs when a government does not impose
restriction on the free international exchange of goods or
services.

Trade protection is the deliberate attempt to limit imports or
promote exports by putting up barriers to trade.

Trade restriction occurs when a government establishes some
barriers on the free international exchange of goods or
services.

24



Possible barriers to imports

Custom duties (or tariffs) on imports

Restrictions on the amount of certain goods that can be imported
(quotas)

Subsidies on domestic products to give them a price advantage
over imports

Administrative regulations designed to exclude imports, such as
customs delays or excessive paperwork

Government favoring domestic producers when purchasing
equipment.

25



The good that is partly home produced and partly imported, and the country is too small to affect world prices.

P Domestic market supply curve
/ S0= MC
Sd
Eq

PW+t S world + tariff

S world

.~ Domestic market demand curve

D,

Q

0 o o Q& @
Area A represents the loss of consumer surplus by the reduction of consumption from Q, to Q, .

Area B represents the extra costs of producing Q; — Q4 at home rather than importing it. 26



Arguments in favor of restricting trade

To protect the infant industry.

To reduce reliance on goods with little dynamic potential.
To prevent dumping and other unfair trade practices.

To prevent the establishment of a foreign-based monopoly.
To prevent the spread the risk of fluctuating markets.

To reduce the influence of trade on consumer tastes.

To prevent the importation of harmful goods.

To take account of externalities.
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Barua, S. (2020). COVID-19 pandemic and world trade: Some analytical notes.
Available at https://mpra.ub.uni-muenchen.de/99761/1/MPRA _paper_99761.pdf

28



Panel A: Essential goods (such as medical products and food)

(A1) World market (A2) Importing country (A3) Exporting country

Price Price Price
Sm1i Sm2

Se1

Pmz

Pm1

Dmi1

7.4\

De1

Qwi Qw2 Quantity Qmi Qm2 Quantity Qe1 Q=2
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Figure 3 panel A shows the trade effects for essential goods.

* In Figure A1, the initial world market equilibrium is at ewl at price p,, and
quantity traded at p,;.

« During the pandemic, demand for essential goods sharply increases, leading the
world demand curve move from D, to D,,.

« The world now reaches a new equilibrium of e ,, where a greater quantity of Q,, Is
traded at price P,.

« Although demand increases, supply in the world market is not likely to increase
since almost all counties of the world are affected by the pandemic and there is an
increasingly excess demand for essential goods within every country.

« This situation drives counties to consume any increases in supply domestically
rather than exporting; and in most cases, countries will rather import in bulk since
domestic supply falls largely short of demand for these goods.

« Also, in the short-run, producers are unable to bring in new technology or
investment to increase supply to the world market.

« In a free trade environment, the increased price P, in the world market forces
countries to import essential goods at a price higher than the previous level (P,,,).

30



Figure A2 shows the case of an importing country.

 In the normal times, the country imports quantity Q,,, (equal to distance
‘ab’) at international price P, which equals to P,;.

« Due to the pandemic, demand for essential goods increases in the country,
leading demand to curve to shift from D, to D, ,; faced by the increased
demand, there could be some increases in local productions targeting
primarily the local shortage of essential goods, leading the supply curve to
shift from Smlto S,,.

« The increase in supply happens as many producers may begin switching
productions from non-essential to essential goods to help the nation during
the emergency (for example, in the US, companies including General
Motors begin producing ventilators, and in China, many companies started
producing medical supplies).
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The increase in supply however is not likely to be too large for at least
two reasons: (1) producers shifting from other trade (e.g., automobile)
may not have perfect technology, skill, and experience, and (2) many
producers believe the pandemic will not last for a long time (a short time
effect) and thus they do not want to increase their production scale.

Combined with increased import prices and increased demand and
supply, the country moves to a new equilibrium where it now imports
more quantity of essential goods at Q,, (equal to the distance ‘cd’).

The country now consumes more of essential goods, with a higher level
of imports (Q,>Q,,;) at a higher world price (P, ,>P1)-

32



Figure A3 shows the case of an exporting nation that normally exports essential
goods at a quantity Q,; (equal to the distance ‘fg’).

As the pandemic spreads worldwide, the exporting nation also faces similar sharp
increases in demand for essential goods, leading the demand curve to shift from
D,; to D,.

Faced with increased demand both locally and export demand globally, some
producers may intend to produce more, leading the supply curve shift from S, to
S,,-

The country now moves to a new equilibrium where it now consumes more locally
and exports Q,, (equal to the distance ‘hj’) quantity which is lower than what it
normally used to export (Q,,<Q,,) and export at international price (P,,) which is
higher than previous price P,,.

A lower export indicates that the country uses more of its produced essential goods
to meet the local demand, which is what countries are expected to do (as a
priority) to protect their citizens during an emergency like the COVID-19
pandemic.
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Panel B: Non-essential goods (such as electronics, luxury items)

(B1) World market (B2) Importing country (B3) Exporting country
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Figure B1 shows the world’s normal equilibrium is at e at price P,; and
quantity Q,s-

During pandemic, both supply of and demand for non-essential goods face
big slump worldwide, leading both the world demand and supply curves shift
leftward from D4 to D,,, and from S; to S, respectively.

Both demand and supply fall as borders close, factors and business are shut
down, people remain lock down at homes and movement of human and
goods become heavily restricted, in response to the outbreak.

At the new equilibrium, the world now trades fewer quantity of non-essential
goods at Q4 (Q,4<Q.s) at a lower price P, (P,,4<P.3)-

The worldwide demand and supply fall extends to both non-essential goods
markets in importing (Figure B2) and exporting (Figure B3) nations.
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Figure B2 shows that in normal times, the country imports Q5 quantity
(equal to the distance ‘no’) at international price P .

However, as both demand and supply decreases sharply domestically
and globally, now the country’s import shrinks to Q,,, quantity (equal to
the distance ‘k1’) at lower international price P,,.

The figure signifies that during the pandemic, total consumption of non-
essential goods will be lower than the normal times with a lower import
demand or quantity of imports.
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Figure B3 shows the case for an exporting nation, where in normal
times the country exports Q. quantity (equal to the distance ‘pg’) at
world price P.

When both domestic and international demand for non-essential goods
sharply decline, demand curve shifts leftward from D, to D,.

Furthermore, factory shutdowns, restrictions of movement of goods and
human, and business closures cause production to fall, leading the
supply curve to shift leftward from S_; to S,.

The overall outcome is a new equilibrium where total consumption of
non-essential goods decreases in the country and exports shirk to
quantity Q., (equal to the distance ‘st”) which is much smaller than the
normal time exports quantity Q..

The effect overall signifies that the country will face a lower domestic
consumption of and export demand for non-essential goods.
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The overall outcome in the world market is an increased level of trade for
essential goods at a higher price, while a reduced level for non-essential goods
at a lower price. Increases in demand for essential goods are not likely to
Improve total trade volume at the world level since global trade for essential
goods is significantly smaller compared to that for nonessential goods.
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A general mapping of the likely trade implication of the COVID-19 outbreak

A COVID- 19 pandemic timeline

>
Pandemic begins Post-pandemic
-
Short term Short to Medium term Short to Medium term Long term Long term
First wave Second wave Third wave Fourth wave Fifth wave
Localized direct Effects on trade Effects on trade and Implications for world Implications for world
impacts activities capital flows market market
Human Routes
lockdown i i
diversion Sourcing
location
) Increased ;ha".geg § shift
Demand shoc direct and iversion o Altered

Production
shock

Carrier crisis

Port closure

¥4

Distortion to
supply chain

indirect cost

Interruption
of human
flows

Delays in port
clearance

Delays in
shipment

Increased risk

trade flows

Changing
international
prices

Changes/
diversion of
capital flows

Revised
tariff and
non-tariff

barriers

Altered
global trade
competition

trade
relations

Possible de-

globalization

[ The waves and the specific impacts are interrelated and interact in a complex way, eventually altering global trade patterns ]
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https://www.wto.org/
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https://www.wto.org/

WTO

(e
)/, WORLD TRADE
» / ORGANIZATION

The primary purpose of the WTO Is to
open trade for the benefit of all.

The World Trade Organization (WTO) is the only global international
organization dealing with the rules of trade between nations. At its heart
are the WTO agreements, negotiated and signed by the bulk of the world’s
trading nations and ratified in their parliaments. The goal is to help

producers of goods and services, exporters, and importers conduct their
business.
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 General Agreement on Tariffs and Trade (GATT)

— It was first signed in 1947
— It covers international trade in goods.

« WTO

— Location: Geneva, Switzerland
Established: 1 January 1995
Created by: Uruguay Round

— Covers broad areas, including services and IP

42



WTO has 164 members since 29 July 2016

European Communities 1 January 1995
Hong Kong, China 1 January 1995
Macao, China 1 January 1995

China 11 December 2001

Chinese Taipeli 1 January 2002
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China and the WTO

https://www.wto.org/english/thewto e/countries e/china e.htm
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https://www.wto.org/english/thewto_e/countries_e/china_e.htm

Regional Trade Agreements Database
http://rtais.wto.org/Ul/PublicSearchByMemberResult.aspx?MemberCode=156&lang=1&redirect=1

Background information

« Trade profiles

« Tariff profiles

« Trade policy review

» Preferential Tariff Analysis

45




RTAS iIn force

ASEAN - China

Asia Pacific Trade Agreement (APTA)
Australia - China

Chile - China

China - Costa Rica

China - Georgia

China - Hong Kong, China

China - Korea, Republic of

AcCCcessions

China - Macao, China
China - Mauritius
China - New Zealand
China - Singapore
Iceland - China
Pakistan - China

Peru - China
Switzerland - China

Asia Pacific Trade Agreement (APTA) - Accession of China
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RTAs for which an early announcement has been made

The Cross-Straits Economic Cooperation Framework Agreement (ECFA)
China - Norway
Republic of Moldova - China
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The WTO can ...

.. cut living costs and raise living standards;

.. settle disputes and reduce trade tensions;

.. stimulate economic growth and employment;
.. cut the cost of doing business internationally;
.. encourage good governance;

.. help countries develop;

.. give the weak a stronger Vvoice,

.. support the environment and health;

© 00 N o o b wWw DD B

.. contribute to peace and stability; and

10 ... be effective without hitting the headlines
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