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ADVANCES IN TRADE THEORIES
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Learnmg Outcomes

After readmg thls umt the student will be able to
e  Understand and evaluate modern trade theorles mcorporatm g economles
- of scale, lmperfect competltlon and technologlcal 1nnovatlon e e
Anal yze key models such as Kru gman % 1ntra-mdustry trade model
Posner’s Tech nologlcal Gap theory, and Vemon S Product Cycle theory,
along wnth th“ll‘ graphlcal representatlons A e s

f Dlﬁerentlate between Forelgn Dlrect Investment (FDI) and F orelgn

_ Portfollo Investment (FPI) and assess the role of Multmatlonal Enterpnses
. (MNES) m miematlonal trade. : o, e Sr R e e

Jlam'hofw trade contnbutes to economlc gl' owth and EIObal mtegratlon A

. whlle criticelly exammmg the lumtatlons of these theorles
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2.1 Introducti'on

the StacomemPOI'ary innovations in international trade theory demonstrate a shift away from
tic frameworks of classical and neoclassical models and toward more dynamic and

n
Pirically relevant methods. These current theories explain real-world phenomena, including

no
mies of scale, imperfect competition, technological innovation, and multinational
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corporations’ strategic behavior. The addition of these variaples has Improve our
of intra-industry trade, product differentiation, and the changing structure of globa p,
Notable contributions, such as Posner’s Technological Gap Model and Vernops
Cycle Theory, highlight the importance of innovation and time-based Comparatjys iy

: " . , hacn { . ady
In determining trade patterns. This chapter analyzes these theoretical breakthrough g ana"tage
consequences for global trade dynamics. dtheir
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2.2 Economies of Scale and International Trade

One of the main assumptions of the Heckscher—Ohlin (H-O) mode] 1S

that bot
are produced under constant returns to scale, meaning that if all Inputs h

(Tike [gp, 0

capital) are doubled, output also doubles. However, in the real world. dOr ding
uS‘[I‘ieg

_ | > hany iy
“Apenence increasing returns to scale, where output increases more tha

when inputs are increased. This means if a firm doubles all its Inputs,

it pr
double the output. |
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Fig. Economies of Scale

The diagram explains how two ‘dentical countries can both benefit from trade based

on increasing returns to <cale. In this setup, each country can produce two goods: Good X
axis) and Good Y (shown on the Y-axis). The production possibility frontier
vex to the origin, meaning it bends inward. This shape represents

le, where producing more of a good lower its average cost, making

(shown on the X-
(PPF) is drawn as con
increasing returns to sca
large-scale production more efficient.

~ Without trade, both countries would try to produce a mix of both goods. This is shown
by point A, where the PPF touches indifference curve I This indifference curve represents

all the combinations of X and Y that give the country the same level of satisfaction. At point
A, the country is not fully using the adva increasing returns to scale because it splits

ntages of 1nC
production between thetwo goods. The s P,) shows the

relative price of the two goods when t
one country shifts slightly toward producing
good, making complete specialization more attractive.

With trade, each country specializes com
| specializes in producing only Good X, moving production to point B, while Country 2
t due to identical PPFs). They trade

Specia‘lizes in Good Y, producing at point B2 (same poin
§0 units of X for 60 units of Y. After the trade, both countries consume at point E, which
lies on a higher indifference curve II. This means they now enjoy more of both goods,20

extra units of X and Y each, compared 1o their no-trade situation. The move from curve

in one good. For example, Country
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to curve II shows that both countries have improved their utility or standar of |;
| Wing_
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This example proves that even when countries are the same, they can sti]| ben
trade_ simply by specializing and taking advantage of economies of scale, The dir: ﬁ
sl?emalization doesn’t matter—it could go either way depending on small diﬂ”cre(;]t
historical factors. Furthermore, if increasing returns continue over a wide range of (f S o
the market may be dominated by a few large producers, leading to monopoly or olig(l)J "
In modern times, similar ideas are applied through outsourcing and offshoring WI;]OIy'
coml?anies either buy parts from abroad or produce them in foreign countries to redu,ce coere
and increase efficiency. These strategies also help take advantage of global economieg S(t;

scale, though they raise concerns about job losses in domestic industries.

101 of

Limitations of economies of scale :

e Management Complexity : As a company gets bigger, it becomes harder to manage
everything smoothly.

¢ Lack of Flexibility : Large companies may find it difficult to change quickly when
the market or technology shifts.

¢ More Bureaucracy : Bigger firms often have many layers of management, which can
slow down decisions.

g Limited Resources : There is physical or market limits that stop a company from
growing forever or lowering costs more.

¢ Risk of Diseconomies of Scale : When a company grows too large, costs can rise

because of problems like poor communication or unhappy workers.

ECONOMIES OF SCALE
INTERNAL EXTERNAL
ECONOMIES | ECONOMIES

INDIVISIBILITY INDUSTRY
OF FACTORS  GROWTH
SPECIALIZATION ' SUPPLIER
& LABOR DEVELOPMENT
TECHNOLOGICAL .
EFFICIENCY INFRASTRUCTURE

LOWER AVERAGE COST
PER UNIT
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2.3 nternational Imperfect Competition

Concept of Intra-Industrial Trade

The traditionaltheory of international trade has assumed that commodities being traded

were homogeneous or identical. It is assumed that all international trade is inter-industry
trade, meaning that countries trade different goods with one another. But a characteristic of

5 country’s trade that has appeared in many new theories and is Increasingly recognized as
important in the real world 1s intra-industry trade.

Intra-industry trade occurs when a country is both exporting and importing items in
me same product classification category.

Traditional trade theory dealt only with inter-industry trade, but intra-industry trade
~onstitutes an important segment of International trade.

" REASONS FOR INTRA-INDUSTRY TRADE

ECONOMIES OF SCALE PRODUCT DIFFERENTIATION

Economies of Scale

Making more of a product in one place often lowers the cost of each item. Instead of
making all types of cars 1n small amounts, a country can specialize in making some types
in large numbers and sell the extra to other countries. Other countries do the same, and they
trade with each other. This way, everyone gets better products at lower prices.

Product Differentiation

Countries trade similar products because people like variety. For example, both India
and Germany make cars, but German people may want to try Indian cars, and Indians may
want German cars like BMW or Audi. Even though both make cars, the brands, styles, and

leatures are different. So, countries trade to offer more choices to consumers.

There are some assumptions :

®  Markets operate under imperfect competition.

®  Firms produce differentiated products.

* Countries have similar resources and technology.

0 s - - “
Economies of scale exist in production.
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-- Trade occurs in a single industry between {wo countries.
e There are many firms with free entry and exit.

e Consumers prefer variety in products.

e No transport costs or trade barriers.

Measurement of Intra-industry trade :

Measured by the intra-industry trade index (T), which is

x— M|
;f”::..--l---I I(O.._~::‘T..--_*:::l)
X+ M
'@ X represents the value of exports,and M represents nnpor“[s of a particyly,

industry or commodity group.

. 1T =0, when a country only exports and only imports the good in question (there
IS no intra-industry trade).

¢ 1 = 1, when exports and imports of a good are equal(mtra—mdustry trade is
maximum). |

2.4 KRUGMAN MODEL OF INTRA-INDUSTRY TRADE

It was developed by Paul Krugman in the late 1970s and early 1980s to explain why
countries with similar resources and technology still trade similar but differentiated products.

P(S)

AC
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On the horizontal axis (X-axis), we have the quantity (Q) of the product that the firm
uces and sells. On the vertical axis (Y-axis), we have the price (P) of the product in

rod . .
) hich also includes cost levels like average cost (AC) and marginal cost (MC).

dollars, W

The curve labeled D is the firm’s demand curve. It is downward sloping and relatively
flat, meaning the firm faces elastic demand. This happens because many firms offer similar
hut not :dentical products, so a small price change can cause a large change in quantity
sold.Because the firm must reduce its price on all units if it wants to sell more, its marginal

evenue (MR) curve lies below the demand curve. This means that MR is always less than
price. |
For example, if the firm sells 2 units at $4.50, total revenue is $9. If it sells 3 units
.t $4, total revenue becomes $12. So, the marginal revenue from the third unit is $3, even

though the price 1S $4, because lowering the price affects all units.

The firm also benefits from economies of scale. That means the more it produces, the
lower the average cost (AC) becomes. So, the AC curve slopes downward.The MC curve lies
helow the AC curve because for the average cost to fall, the marginal cost must be less than
the average cost. This 1s why both cost curves slope downward, with MC under AC.

The firm will choose the level of output where MR equals MC. In the diagram, this
happens at point E, which 1s at Q = 3 units. This is the most efficient output level.From Q
= 3. we go up vertically to reach the demand curve D, which gives the price the firm can
charge. That’s $4, shown at point A.So, the firm produces 3 units and charges $4 per unit.
At this point, the price equals the average cost (P = AC), so the firm earns zero economic
profit, or just a normal return.In the long run, more firms will enter the market if there are
profits. Entry will make the demand curve tangent to the AC curve, so no firm earns excess

profit.

Now connecting this to trade : Suppose Nation 1 is labor-rich and Nation 2 is capital-
rich. If both countries make homogeneous products, they will do inter-industry trade: Nation
| exports the labor-intensive good, and Nation 2 exports the capital-intensive good, based
on comparative advantage.But if the products are differentiated, like different styles of cars
or phones, then even though Nation 1 exports more of its product overall, it will also import
other varieties of the same product from Nation 2, and vice versa.

This is called intra-industry trade, which héppens due to product variety and economies
of scale. So, both countries import and export similar goods.

In simple terms, people in both nations want different varieties, and firms want to

]0\’\{61* costs by producing more. That’s why trade happens even between similar countries. When
?;;;O?St t":arcm similar in technolog?/ and resources, intra-industry trade becomes more in;nportant
r-Incustry trade.Over time, as industrial countries became more alike, intra-industry
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trade has grown more than traditional comparative advantage trac e.

So. the diagram shows how a firm works in such a market: choosing output where MR
- MC smmg pnw where the D curve meets that quantity, and breaking even in thc Fong

# r = -

rts the idea of mtra-mdusny trade based on differentiate




