2.2 (AS90795) – INTERNATIONAL TRADE 

Why do Countries Trade?

Countries just like individuals specialise in producing in what they do best.

Why does the Middle East export oil and import dairy products?
Why does New Zealand import cars but export wool?

What countries specialise in depends upon :-

a) Factor Endowments  - Availability of the Factors of Production (Resources)

· 
· 
· 
· 

The mobility of these resources are very limited (they cannot be moved from country to country easily) e.g. labour and immigration law. 

b) Expertise – A country may have certain knowledge or expertise in certain 
    area of production e.g. ____________________________

c) Economies of Scale – Where the scale (or size) of the industry is large compared to
    other countries and therefore they can produce goods at a lower cost than other 
    countries e.g. _____________________________

d) Different Tastes – consumers in different countries and cultures have different tastes 
    and preferences e.g. France and  ________, Italy and __________, Swiss and __________

Specialisation leads to Interdependence – because we cannot produce everything we need for ourselves we need to buy from other countries.

‘Regional’ vs. ‘International’ Trade  


‘On-shore’ vs ‘Off-shore’ Services


Theory of Comparative and Absolute Advantage

i) Theory of Absolute Advantage – 



The following table shows the different amounts of apples and TV’s that can be produced in NZ and Japan if ALL resources are allocated to the production of one good or the other.


	Country
	TV’s (units)
	
	Apples (units)

	New Zealand
	2,000
	or
	60,000

	Japan
	4,000
	or
	30,000


Using PPC’s

			New Zealand					Japan
    TV						     TV












						Apple		           				         Apple


New Zealand has an absolute advantage in the production of _______________ therefore it should specialise in the production of _______________. New Zealand should export ______________ and import _________________.



Japan has an absolute advantage in the production of _______________ therefore it should specialise in the production of _______________. Japan should export ______________ and import _________________.



	
	Before Trade (half resources to each good)
	After Trade (specialised in area of absolute advantage)

	
	TV (units)
	Apples (units)
	TV (units)
	Apples (units)

	NZ
	
	
	
	

	Japan
	
	
	
	

	Total World Production
	
	
	
	





Gains from trade – Total World production has increased by _____________ TV’s and ______________ Apples as a result of each country specialising in the production of the good where they have absolute advantage.  












ii) Theory of Comparative Advantage – 




The following table shows the quantities of DVD’s and Car’s that could be produced in New Zealand and Japan if they allocated ALL their resources to the production of DVD’s OR Cars.


	Country
	DVD’s (units)
	
	Cars (units)

	New Zealand
	750
	or
	5

	Japan
	1000
	or
	50




Japan has an absolute advantage in the production of both goods  . . . but which one is it relatively better at producing (comparative advantage)??

Using PPC’s

			New Zealand					Japan
	DVD						  DVD












							 Cars						   Cars




Comparative Opportunity Costs

a) In Japan they can produce either ____________ DVD’s or _____________ Cars


· The opportunity cost of one car is 20 DVD’s

If  . . . 50 cars cost 1000 DVD’s 

Then . . . 1 car cost 20 DVD’s

· The opportunity cost of one DVD is 0.05 (1/20th) of a car

If  . . . 1000 DVD’s cost 50 cars

Then  . . . 1 car cost 0.05 (1/20th) of a car




     b)	In New Zealand they can produce either _________ DVD’s or __________ Cars

· The opportunity cost of one car is 150 DVD’s 

If  . . . 5 cars cost 750 DVD’s 

Then . . .1 car costs 150 DVD’s 

· The opportunity cost of one DVD is 0.006 (1/150th) of a car

If . . . 750 DVD’s cost 5 cars

Then 1 DVD costs 0.006 (1/150th) of a car

Comparative Opportunity Cost Table


	
	 1 DVD Costs
	1 Car Costs

	Japan
	
	

	New Zealand
	
	




· DVD’s are relatively cheaper in NZ only costing 1/150th  (0.006) of a car whereas they cost 1/20th  (0.05) of a car in Japan. 

· Car are relatively cheaper in Japan only costing 20 DVD’s whereas in NZ they cost 150 DVD’s.

The Gains From Trade

If the trade price for a car is greater than 20 DVD’s and less than 150 DVD’s (e.g. 50 DVD’s) then there are gains from trade.

· If NZ only produced DVD’s it could produce _________ DVD’s

· It could trade 250 DVD’s for _________ cars at the trade price (pt. X)

· It could trade all 750 DVD’s for ________ cars
Production and Consumption Possibilities Curves for New Zealand with Trade

		DVD’s













										Cars

If the trade price for a DVD is greater than 1/150th (0.006) of a car and less than 1/20th (0.05) of a car (e.g. 1/20th (0.02) of a car) then there are gains from trade.

· If Japan only produced cars it could produce _______ cars
· It could trade 20 cars for _______ DVD’s at the trade price (pt. X)
· It could trade all 50 cars for ______ DVD’s
Production and Consumption Possibilities Curves for Japan with Trade

		DVD’s













										Cars

Supply and Demand and Free Trade  

New Zealand must accept or take the price that is set in the world market. New Zealand is too ___________ to influence the world price as its exports or imports are a very small part of the world market. New Zealand is a _______________ in the world market; therefore has a horizontal supply and demand curve for exports and imports at the world price (PW).

New Zealand as an Exporter

When the world price (PW) is ___________ than the New Zealand price (PNZ), New Zealand will be an exporter.


 (
The local price of apples will have to _______________ to match the world price. 
The quantity demanded of apples by 
New Zealand
 consumers will _________, the quantity supplied by local apple growers will ________, and the __________ can be ______________ at the world price. 
)
New Zealand as an Importer

When the world price (PW) is __________ than the New Zealand price (PNZ), New Zealand will be an importer.


 (
The local 
price of cars will
 __________ to match the world price. 
The quantity demanded of cars by 
New Zealand
 consumers will __________, the quantity supplied by local car manufacturers will ________ and the ____________ can be _____________ at the world price. 
)















Establishing the Trade Price – Two Country Model

Assuming trade is only between two countries for a particular good, the trade price is established where the exports from one country are equal to the imports from the other country.  


Example – Assume New Zealand only exports apples to Singapore, and Singapore only imports apples from New Zealand. 



· Label the axis and curves.

· Label the equilibrium price (PNZ) and quantity (QNZ) of apples in NZ before trade. 

· Label the equilibrium price (PS) and quantity (QS) of apples in Singapore before trade.

· New Zealand should export / import apples to the Singapore. Why?

· Find the world price (Pw) where amount of apples exported from NZ is exactly equal to the amount of apples imported by Singapore 


· Label the new quantity of apples produced in NZ after trade (A)

· Label the new quantity of apples consumed in NZ after trade (B)

· Label the amount of exports to Singapore from NZ (Qx)

· Label the new quantity of apples produced in Singapore after trade(C)

· Label the new quantity of apples consumed in Singapore after trade(D)

· Label the amount of imports into Singapore from NZ (Qm)

· Which groups in NZ and Singapore benefit from trade in the example above?

· Which groups in NZ and the UK lose from trade in the example above?
 
Types of Protectionism

1) Tariffs 

A tariff is a tax on an imported good. The effect of a tariff on a market is shown below.


    
 (
A) 
Before
 trade
The price of family cars is $___________ and ______________ cars are sold. All of these cars were assembled in 
New Zealand
.
B) 
With
 free trade
The price of family cars falls to $____________. Consumers now buy ______________ cars. All of these cars are imported; ___________ cars are assembled in 
New Zealand
 at this price. 
C) 
With
 a tariff 
A tariff of $____________ increases the price of imported family cars to $___________. The amount of cars purchased by 
New Zealand
 consumers falls to ______________. ___________ 
cars
 will be assembled in 
New Zealand
 and ____________ cars will be imported at this price.
)



















 (
Effects in NZ
Price to consumer –
Price to producer – 
Quantity consumed –
Quantity produced –
Advantages:
Disadvantages:
)2) Quotas



        
 

3) Exchange Controls

What are they?


Examples - 

Advantages:



Disadvantages:



4) Export Subsidies

[bookmark: OLE_LINK1][bookmark: OLE_LINK2]What are they?


Examples – 

Advantages:



Disadvantages:


5) Regulations 

What are they?


Examples – 



 (
Reasons for Protectionism:
To protect the balance of payments
To prevent dumping
To protect infant industries
To protect local employment
To protect an essential industry
To protect against imported goods with externalities or demerit goods
To retaliate against other countries
To prevent against the exploitation of labour  
To protect against an overseas monopoly being established
)















































BALANCE OF PAYMENTS

A lot of money flows between countries around the world. For this topic you need to learn which category these money flows are and to learn the formulas for the different balances. 

The Balance of Payments is the account that records all the transactions of one country with the rest of the world. It is divided up into the CURRENT ACCOUNT, CAPITAL ACCOUNT and the FINANCIAL ACCOUNT.

An example of New Zealand’s Balance of Payments is included in these notes 

1) The Current Account.

This account records the value of NZ’s goods, services, income and transfers transactions with non-residents

It is made up of four parts:

a) BALANCE OF GOODS (or MERCHANDISE TRADE)

This is the export of goods eg lamb, butter, wool, fish minus the import of goods e.g. cars, TV’s, oil, mobile phones.

This balance is usually positive for NZ as we export a lot of primary products to the rest of the world.

b) BALANCE OF SERVICES

Refers to services such as transport e.g. transport (shipping, air travel), tourism, insurance, communication (post, telecommunication).

c) BALANCE ON INCOME

Income generated from owning an asset eg

· interest earned or paid on loans					
· dividends earned or paid from shares
· interest earned or paid for savings 


d) BALANCE ON CURRENT TRANSFERS

Is foreign aid and other gifts (government and individuals)











Summary . . .

 (
+ BALANCE OF GOODS
+100
+ BALANCE OF SERVICES
  +50
+ BALANCE OF INCOME
- 350
+ BALANCE ON CURRENT TRANSFERS
- 100
= CURRENT ACCOUNT BALANCE
)











2) The Capital Account  

Records the 

–balance of transfers made by migrants to and from a country, eg a family immigrates to NZ bringing $1million with them.

3) The Financial Account

It consists of the balance of:

	-direct investment (purchasing >10% of a company)
	-portfolio investment (purchasing <10% of a company)
	-other investment (eg loans, deposits)
	-reserve assets (NZ governments foreign exchange holdings)

There is also a figure called “NET ERRORS AND OMISSIONS” which makes sure that the overall BOP = 0 

Summary . . .

 (
+ CURRENT ACCOUNT BALANCE
- 200
+ CAPITAL ACCOUNT BALANCE
   -50
+ FINANCIAL ACCOUNT BALANCE
+ 300
+ NET ERRORS AND OMMISSIONS 
= 0 (OVERALL BALANCE OF PAYMENTS)
)
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Categorise the following transactions into the correct part of the BOP

1. The purchase of oil from Kuwait
2. Foreign aid payments to Tonga
3. NZ Government borrows from overseas
4. Dividends received by New Zealander from USA company
5. Sale of NZ wetsuits to Poland
6. NZ Government lends money to the Cook Islands
7. Chinese tourist visits New Zealand
8. NZ firm pays uses Russian ship to transport goods
9. NZ government pays interest on foreign loan
10.  USA company buys Telecom
11.  USA company receives dividends from Telecom
12.  New Zealander purchases 1000 Microsoft shares
13.  South African immigrant comes to live in NZ, bringing life savings

	
	Current Account
	Capital Account
	Financial Account

	
	Inflow
	Outflow
	Inflow
	Outflow
	Inflow
	Outflow

	1
	
	
	
	
	
	

	2
	
	
	
	
	
	

	3
	
	
	
	
	
	

	4
	
	
	
	
	
	

	5
	
	
	
	
	
	

	6
	
	
	
	
	
	

	7
	
	
	
	
	
	

	8
	
	
	
	
	
	

	9
	
	
	
	
	
	

	10
	
	
	
	
	
	

	11
	
	
	
	
	
	

	12
	
	
	
	
	
	

	13
	
	
	
	
	
	







	Balance of payments major components

	Year ended 31 March

	NZ$(million)

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	 
	 
	 
	Series
	Year

	
	
	
	ref:
	

	 
	 
	 
	BOPA
	2005
	2006
	2007
	2008
	2009
	2010

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	New Zealand's current account summary

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Balance on goods
	S5AC3A1
	-2,230
	
	-4,104
	
	-2,831
	R
	-1,798
	R
	-1,522
	R
	2,641
	

	
	Exports of goods
	S5AC1A1
	31,114
	
	31,582
	
	35,633
	R
	38,717
	R
	44,247
	R
	40,092
	

	
	Imports of goods
	S5AD1A1
	33,344
	
	35,685
	
	38,464
	
	40,515
	
	45,770
	R
	37,451
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Balance on services
	S5AC3A2
	1,222
	R
	542
	R
	454
	R
	259
	R
	-878
	R
	93
	

	
	Exports of services
	S5AC1A2
	12,390
	
	12,350
	
	12,639
	
	12,890
	R
	12,949
	R
	12,332
	

	
	Imports of services
	S5AD1A2
	11,168
	R
	11,809
	R
	12,186
	R
	12,631
	R
	13,827
	R
	12,239
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Balance on income
	S5AC3B1
	-8,639
	R
	-10,501
	R
	-11,616
	R
	-13,544
	R
	-13,176
	R
	-7,773
	

	
	Income inflow
	S5AC1B
	5,100
	R
	4,603
	R
	5,698
	R
	6,373
	R
	4,876
	R
	4,495
	

	
	Income outflow
	S5AD1B
	13,738
	R
	15,104
	R
	17,313
	R
	19,917
	R
	18,052
	R
	12,268
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Balance on current transfers
	S5AC3B2
	305
	R
	141
	R
	644
	R
	699
	R
	853
	R
	581
	

	
	Inflow of current transfers
	S5AC1C
	1,556
	
	1,665
	
	1,957
	
	2,094
	
	2,337
	
	2,003
	

	
	Outflow of current transfers
	S5AD1C
	1,251
	R
	1,524
	R
	1,313
	R
	1,396
	R
	1,483
	R
	1,422
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	Current account balance
	S5AC3
	-9,342
	R
	-13,923
	R
	-13,349
	R
	-14,384
	R
	-14,723
	R
	-4,458
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	New Zealand's capital account summary

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Balance on capital account
	S5AC4A
	108
	
	-327
	
	-458
	
	-758
	R
	404
	R
	-337
	

	
	Inflow of capital account
	S5AC2A
	1,354
	
	998
	
	958
	
	918
	R
	2,040
	R
	1,064
	

	
	Outflow of capital account
	S5AD2A
	1,246
	
	1,325
	
	1,415
	
	1,677
	
	1,635
	
	1,401
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	New Zealand's financial account summary

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	New Zealand investment abroad
	S5AD2B
	3,226
	R
	-3,783
	R
	11,201
	R
	13,237
	R
	-16,595
	R
	11,758
	

	
	Direct investment
	S5AD2B1
	365
	
	-3,849
	
	2,351
	
	5,346
	R
	-1,024
	R
	-733
	

	
	Portfolio investment
	S5AD2B2
	1,459
	R
	-290
	R
	4,029
	R
	1,469
	R
	-1,564
	R
	6,385
	

	
	Other investment
	S5AD2B3
	2,315
	
	-4,494
	
	-1,924
	R
	659
	R
	-4,008
	R
	-387
	

	
	Reserve assets
	S5AD2B5
	-913
	
	4,851
	
	6,744
	
	5,763
	
	-9,999
	R
	6,493
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Foreign investment in New Zealand
	S5AC2B
	13,872
	R
	10,485
	R
	23,101
	R
	26,416
	R
	-14,993
	R
	13,138
	

	
	Direct investment
	S5AC2B1
	3,718
	R
	2,525
	R
	8,582
	R
	3,646
	R
	4,640
	R
	-1,692
	

	
	Portfolio investment
	S5AC2B2
	4,262
	
	2,905
	
	4,614
	R
	14,459
	R
	-18,729
	R
	13,072
	

	
	Other investment
	S5AC2B3
	5,892
	
	5,055
	
	9,904
	R
	8,311
	R
	-904
	R
	1,758
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Net errors and omissions
	S5AC4B6
	-1,412
	R
	-18
	R
	1,907
	R
	1,963
	R
	12,717
	R
	3,416
	 

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	






THE EXCHANGE RATE 

Currencies are exchanged in the foreign exchange market, but what determines the rates at which they exchange for one another? This is really a question of price - we are asking what determines the price of one currency in terms of another.

The Exchange Rate – the price of one currency measured in terms of another currency

			 e.g. $NZ 1 = $US 0.57 therefore $US 1  = $NZ 1.76

Appreciation – When there is an increase in the value of a currency against another

Depreciation – When there is a decrease in the value of a currency against another.

 (
Calculate the following when the exchange rate is:
       i) $NZ 1 = $US 0.50          &         ii) $NZ 1 = $US 0.65
$NZ 6 = $
US
 . . .
__________
__________
$NZ 5,300 = $
US
 . . . 
__________
__________
$US 1 = $NZ . . . 
__________
__________
$US7,000 = $NZ . . . 
__________
__________
 a) Did the $NZ appreciate or depreciate in question one? Explain.
________________________________________________________________________________________________________________________________________________________
 b) Did the $US appreciate or depreciate in question one? Explain.
________________________________________________________________________________________________________________________________________________________
Assume NZ exported 2000 units of wool to the 
USA
 and the price of one unit is $NZ 10
Calculate the price change to an American of an exchange rate change from  $NZ 1 = $US 0.50 
to $NZ 1 = $US 0.55
 
Given your answer to 3a), what is likely to happen to the demand for NZ wool? Explain. 
________________________________________________________________________________________________________________________________________________________
Calculate the percentage change in the exchange rate.
Assume the quantity of 
USA
 demand changed by the same amount as the exchange rate change. 
Calculate the change in the number of units of wool bought.
Given your answer to 3d), calculate the change in revenue to NZ farmers.
The price of wool never changed in NZ but did in the 
USA
. Explain.
________________________________________________________________________________________________________________________________________________________
What are the consequences for NZ farmers and US consumers of an appreciation of the $NZ
)




































New Zealand operates a floating (flexible) exchange rate system, where the value of the $NZ is determined by market forces i.e. by buyers (who demand $NZ) and sellers (who supply $NZ). As the supply and demand of $NZ changes, so to will it’s market price. 


Demand							Supply
	
                   Appreciation 					                   Appreciation
 NZS	                          NZS in 
 in US$	 	                                                      US$	                                                      
	
	


   	                                   
	
   	
	        
	

                                                      							 

                                                          Quantity of NZ$			Quantity of NZ$
 


					

 					                    
                        Depreciation	                                                                             Depreciation
NZ$ in                                                                                                       NZ$ in 
US$	                   US$
	    							


	


 	

                                                                                                                        
					

										

                                                                       Quantity of $NZ	                                   Quantity of $NZ
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An increase in the demand for the $NZ will result from more people wanting get or buy $NZ.

· Increase in the value of exports

· Increase in tourists travelling to NZ

· Increase in foreign investment in NZ (buying assets / companies / depositing savings)

· Increase in NZer’s taking out loans overseas

An increase in the supply for the $NZ will result from more people wanting get or buy other currencies (as they have to supply $NZ to the market to get the other currencies)

· Increase in the value of imports

· Increase in NZer’s travelling to other countries

· Increase in NZ investment overseas

· Increase in NZer’s repaying loans made overseas


Activity – Show the effect of the following changes on the market for the $NZ


1. More New Zealanders are travelling overseas for their holidays


2. More international students arrive in NZ to study


3. New Zealand is exporting less. 


4.  New Zealand is importing more


5. The NZ government borrows $US 100 m from a US bank to pay for a new hospital


6. Increased number of NZ companies buying Australian companies


7. A US company buys $ 200 m of Telecom shares


8. Decrease of foreign companies buying NZ companies


9. NZ government makes a $ 200 m repayment of a loan taken out in the UK


10. NZ government increases tariffs on imported goods.










EXCHANGE RATE CONTINUED . . . 

Interest Rates and the $NZ

· Relative Interest Rates

.


Factors (other than the $NZ) That Will Affect the Demand for NZ’s Exports.

· Relative Inflation Rates 




· Incomes of Countries NZ Trades With 



· Tastes and Preferences 



· Access to Overseas Markets 




Factors (other than the $NZ) That Will Affect the NZ’s Demand for Imports.

· Level of Incomes NZ 



· Tastes and Preferences of Local Consumers 



· The Availability of Goods and Services From Local (Domestic) Producers 
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Singapore Market for Apples















































New Zealand Market for Apples
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