Extensions of the ricardian model

Dynamic effects and economic growth

The simple comparative advantage model assumed that trade does not change a country's stick of resources or the efficiency with which it utilizes those resources.

Opening an economy to trade is likely to generate dynamic gains of two sorts:

1. free trade might increase a country's stock of resources as increased supplies of labour and capital from abroad become available for use within the country. (I.e. Eastern Europe)

2. free trade might also increase the efficiency with which a country uses its resources. Gains in efficiency could arise from a number of factors: 

1. economies of scale as trade expands the size of the total market to domestic firm;

2. better technology from abroad available to domestic firms;

3. foreign competition might stimulate domestic producers tom look for better ways to increase their efficiency.
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Moving U.S. White-Collar Jobs Offshore

Economists have long argued that free trade produces
gains for all countries that participate in a free trading
system, but as the next wave of globalization sweeps
through the U.S. economy, many people are wondering if
this is true, particularly those who stand to lose their jobs
because of this wave of globalization. In the popular
imagination for much of the past quarter century, free trade
was associated with the movement of low-skill, blue-collar
manufacturing jobs out of rich countries such as the United
States and toward low-wage countries—textiles to Costa
Rica, athletic shoes to the Philippines, steel to Brazil,
electronic products to Malaysia, and so on. While many
observers bemoaned the “hollowing out” of U.S.
manufacturing, economists stated that high-skilled and
high-wage, white-collar jobs associated with the
knowledge-based economy would stay in the United
States. Computers might be assembled in Malaysia, so the
argument went, but they would continue to be designed in
Silicon Valley by high-skilled U.S. engineers.

Recent developments have some people questioning this
assumption. As the global economy slowed after 2000 and
corporate profits slumped, many American companies
responded by moving white collar “knowledge-based” jobs
to developing nations where they could be performed for a
fraction of the cost. During the long economic boom of the
1990s, Bank of America had to compete with other
organizations for the scarce talents of information
technology specialists, driving annual salaries to more
than $100,000. However, with business under pressure,
between 2002 and early 2003 the bank cut nearly 5,000 jobs
from its 25,000-strong, U.S.-based information technology
workforce. Some of these jobs are being transferred to
India, where work that costs $100 an hour in the United
States can be done for $20 an hour.

One beneficiary of Bank of America’s downsizing is Infosys -

Technologies Ltd., a Bangalore, India, information technology
firm where 250 engineers now develop information
technology. applications for the bank. Other Infosys
employees are busy processing home loan applications for
Greenpoint Mortgage of Novato, California. Nearby in the
offices of another Indian firm, Wipro Ltd., five radiologists
interpret 30 CT scans a day for Massachusetts General

Hospital that are sent over the Internet. At yet another
Bangalore business, engineers earn $10,000 a year designing
leading-edge semiconductor chips for Texas Instruments.
Nor is India the only beneficiary of these changes.
Accenture, a large U.S. management consulting and
information technology firm, moved 5,000 jobs in software
development and accounting to the Philippines. Also in the
Philippines, Procter & Gamble employs 650 professionals
who prepare the company's global tax returns. The work
used to be done in the United States, but now it is done in
Manila, with just final submission to local tax authorities in
the United States and other countries handled locally.

Some architectural work also is being outsourced to
lower-cost locations. Flour Corp., a California-based con-
struction company, employs some 1,200 engineers and
draftsmen in the Philippines, Poland, and India to turn lay-
outs of industrial facilities into detailed specifications. For
a Saudi Arabian chemical plant Flour is designing, 200
young engineers based in the Philippines earning less than
$3,000 a year collaborate in real time over the Internet with
elite U.S. and British engineers who make up to $90,000 a
year. Why does Flour do this? According to the company,
the answer is simple. Doing so reduces the prices of a proj-
ect by 15 percent, giving the company a cost-based com-
petitive advantage in the global market for construction
design.

The companies that outsource such skilled jobs clearly
benefit from lower costs, enhanced competitiveness in the
global economy, and greater profits. American consumers
benefit from the lower prices made possible by global
outsourcing. Developing nations such as India and the
Philippines with a good supply of well-educated, skilled,
and (by global standards) low-cost labor also benefit.
However, some wonder whether the United States will
suffer from the loss of high-skilled and high-paying jobs?
Will the trend to global outsourcing ultimately depress the
salaries of white-color employees nationwide? If that does
happen, might it not have negative implications for the
entire U.S. economy?

Sources: P. Engardio, A. Bernstein, and M. Kripalani, “Is Your Job Next?”
BusinessWeek, February 3, 2003, pp. 50-60; “America’s Pain, India’s Gain,”
The Economist, January 11, 2003, p. 57, and M. Schroeder and T. Aeppel,
“Skilled Workers Mount Opposition to Free Trade, Swaying Paliticians,”
The Wall Street Journal, October 10, 2003, pp. A1, A11.





Heckscher-Ohlin theory

Ricardo's theory contends that comparative advantage arises from differences in productivity.

Heckscher-Ohlin argued that comparative advantage arises form differences in national factor endowments.

Land, labour, and capital

the more abundant a factor, the lower its cost.

Countries will export those goods that make intensive use of factors that are locally abundant, while importing goods that make intensive use of factors that are locally scarce.

The US exports agricultural goods: abundance of land.

China export labour-intensive goods (textile, footwear) reflecting low-cost labour.

The product life-cycle theory

Most new products were initially produced in the United States.

Just because a new product is developed by a US firm and first sold in the US, it does not follow that the product must be produced in the US.

However, pioneering firms believed it was better to keep production facilities close to market and to the firms's center of decision making, given the uncertainty and risks inherent in introducing new products.

Also the demand for most new products tends to be based on nonprice factors.

Firms can charge high prices for new products, which obviate the need to look for low-cost production sites in other countries.

Over time, demand for the new product starts to grow in other advanced countries. It becomes worthwhile to begin producing in those markets. Hence less trade.

As the market matures the sproduct becomes more standardized, and prices becomes the main competitive weapon. Hence cost considerations start to play a greater role in the competitive process.
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The wireless phone market is one of the great growth
stories of the last decade. Starting from a very low base
in 1990, annual global sales of wireless phones surged to
reach 780 million units in 2005. By the end of 2005, there
were more than 2 billion wireless subscribers worldwide,
up from less than 10 million in 1990. Nokia is a dominant
player in the market for mobile telephone sales. Nokia's
roots are in Finland, not normally a country that comes to
mind when one talks about leading-edge technology
companies. In the 1980s, Nokia was a rambling Finnish
conglomerate with activities that embraced tire manufac-
turing, paper production, consumer electronics, and
telecommunication equipment. By 2005, it had trans-
formed itself into a focused telecommunications equip-
ment manufacturer with a global reach, sales of more
than $40 billion, earnings of more than $6 billion, and a
33 percent share of the global market for wireless phones.
How has this former conglomerate emerged to take a
global leadership position in wireless telecommunication
equipment? Much of the answer lies in the histary, geog-
raphy, and political economy of Finland and its Nordic
neighbors.

The story starts in 1981 when the Nordic nations got
together to create the world's first international wireless
telephone network. Sparsely populated and inhospitably
cold, they had good reason to become pioneers: It cost far
too much to lay down a traditional wire-line telephone
service. Yet the same features that made it difficult
make telecommunications all the more valuable there:
People driving through the Arctic winter and owners of
remote northern houses needed a telephone to summon
help if things go wrong. As a result, Sweden, Norway, and
Finland became the first nations in the world to take
wireless telecommunications seriously. They found, for
example, that although it cost up to $800 per subscriber to
bring a traditional wireline service to remote locations, the
same locations could be linked by wireless cellular for
only $500 per person. As a consequence, 12 percent of
people in Scandinavia owned cellular phones by 1994,
compared with less than 6 percent in the United States,
the world’s second most developed market. This lead
continued over the next decade. By the end of 2003,
85 percent of the population in Finland owned a wireless
phone, compared with 55 percent in the United States.

Management |

Nokia, a longtime telecommunications equipment sup-
plier, was well positioned to take advantage of this devel-
opment from the start, but there were also other forces at
work that helped the company develop its competitive
edge. Unlike virtually every other developed nation, Fin-
land has never had a national telephone monopoly. In-
stead, the country’s telephone services have long been
provided by about 50 or so autonomous local telephone
companies whose elected boards set prices by referen-
dum (which naturally means low prices). This army of in-
dependent and cost-conscious telephone service
providers prevented Nokia from taking anything for
granted in its home country. With typical Finnish pragma-
tism, its customers were willing to buy from the lowest-
cost supplier, whether that was Nokia, Ericsson, Motorola,
or some other company. This situation contrasted sharply
with that prevailing in most developed nations until the
late 1980s and early 1990s, where domestic telephone mo-
nopolies typically purchased equipment from a dominant
local supplier or made it themselves. Nokia responded to
this competitive pressure by doing everything possible to
drive down its manufacturing costs while staying at the
leading edge of wireless technology.

The consequences of these forces are clear. Nokia is
now the leader in digital wireless technology, which is the
wave of the future. Many now regard Finland as the lead
market for wireless telephone services. If you want to see
the future of wireless, you don't go to New York or San
Francisco, you go to Helsinki. The Finns were the first to
use their wireless handsets not just to talk to each other,
but also to browse the Web, execute e-commerce
transactions, control household heating and lighting
systems, or purchase Coke from wireless-enabled vending
machines. Nokia has gained this lead because Scandinavia
started switching to digital technology five years before
the rest of the world. Spurred on by its cost-conscious
Finnish customers, Nokia now has the lowest cost
structure of any cellular phone equipment manufacturer
in the world.

Source: “Lessons from the Frozen North,” The Economist, October 8, 1994,
pp. 76-77; “A Finnish Fable,” The Economist, October 14, 2000; M. Newman,
“The U.S. Starts to Catch Up,” The Wall Street Journal, September 23, 2002,
p. R6; D. Pringle, “How Nokia Thrives by Breaking the Rules,” The Wall
Street Journal, January 3, 2003, p. A7; M. Hansson, “Nokia Boosts Net,
Phone Forecast, but Margins Slip,” The Wall Street Journal, October 21,
2005, p. B3; and the Nokia Web site, www.nokia.com.
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countries have pools of relatively skilled, moderate-cost labor. Thus, many producers
of laptop computers have standard components, such as memory chips, produced at
these locations.

The manufacture of advanced components such as microprocessors is a capital-
intensive process requiring skilled labor. Because cost pressures are not so intense at
this stage, these components can be, and are, manufactured in countries with high
labor costs that also have pools of highly skilled labor (e.g., Japan and the United
States).

Finally, assembly is a relatively labor-intensive process requiring only low-skilled
labor, and cost pressures are intense. As a result, final assembly may be carried out in
a country such as Mexico, which has an abundance of low-cost, low-skilled labor. A
laptop computer produced by a U.S. manufacturer may be designed in California,
have its standard components produced in Taiwan and Singapore, its advanced
components produced in Japan and the United States, its final assembly in Mexico,
and be sold in the United States or elsewhere in the world. By dispersing production
activities to different locations around the globe, the U.S. manufacturer is taking
advantage of the differences between countries identified by the various theories
of international trade.

First-Mover Advantages
According to the new trade theory, firms that establish a first-mover advantage with
regard to the production of a particular new product may subsequently dominate
global trade in that product. This is particularly true in industries for which the global
market can profitably support only a limited number of firms, such as the aerospace
market; but early commitments also seem to be important in less concentrated
industries such as the market for cellular telephone equipment (refer back to the
Management Focus on Nokia). For the individual firm, the clear message is that it pays to
invest substantial financial resources in trying to build a first-mover, or early-mover,
advantage, even if that means several years of losses before a new venture becomes
profitable. The idea is to preempt the available demand, gain cost advantages related
to volume, build an enduring brand ahead of later competitors, and, consequently,
_establish a long-term sustainable competitive advantage. Although the details of how
to achieve this are beyond the scope of this book, many publications offer strategies
for exploiting first-mover advantages and for avoiding the traps associated with
pioneering a market (first-mover disadvantages).**

Government Policy
The theories of international trade also matter to international businesses because
firms are major players on the international trade scene. Business firms produce
exports, and business firms import the products of other countries. Because of their
pivotal role in international trade, businesses can exert a strong influence on
government trade policy, lobbying to promote free trade or trade restrictions. The
theories of international trade claim that promoting free trade is generally in the best
interests of a country, although it may not always be in the best interest of an individual
firm. Many firms recognize this and lobby for open markets.

For example, when the U.S. government announced in 1991 its intention to place
a tariff on Japanese imports of liquid crystal display (LCD) screens, IBM and
Apple Computer protested strongly. Both IBM and Apple pointed out that (1) Japan
was the lowest-cost source of LCD screens, (2) they used these screens in their own
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would increase the cost of laptop computers produced by IBM and Apple, thus making
them less competitive in the world market. In other words, the tariff, designed to pro-
tect U.S. firms, would be self-defeating. In response to these pressures, the U.S. gov-
ernment reversed its posture.

Unlike IBM and Apple, however, businesses do not always lobby for free trade. In
the United States, for example, restrictions on imports of steel are the result of direct
pressure by U.S. firms on the government. In some cases, the government
has responded to pressure by getting foreign companies to agree to “voluntary”
restrictions on their imports, using the implicit threat of more comprehensive formal
trade barriers to get them to adhere to these agreements (historically, this has occurred
in the automobile industry). In other cases, the government has used what are called
“antidumping” actions to justify tariffs on imports from other nations (these
mechanisms will be discussed in detail in the next chapter).

As predicted by international trade theory, many of these agreements have been
self-defeating, such as the voluntary restriction on machine tool imports agreed to
in 1985. As a result of limited import competition from more efficient foreign
suppliers, the prices of machine tools in the United States rose to higher levels than
would have prevailed under free trade. Because machine tools are used throughout
the manufacturing industry, the result was to increase the costs of U.S. manufacturing
in general, creating a corresponding loss in world market competitiveness. Shielded
from international competition by import barriers, the U.S. machine tool industry
had no incentive to increase its efficiency. Consequently, it lost many of its export
markets to more efficient foreign competitors. Because of this misguided action, the
U.S. machine tool industry shrunk during the period when the agreement was in
force. For anyone schooled in international trade theory, this was not surprising.’’
A similar scenario unfolded in the U.S. steel industry, in which tariff barriers erected
by the government in 2001 raised the cost of steel to important U.S. users, such as
automobile companies and appliance makers, making their products more
uncompetitive.

Finally, Porter’s theory of national competitive advantage also contains policy
implications. Porter’s theory suggests that it is in the best interest of business for a
firm to invest in upgrading advanced factors of production; for example, to invest in
better training for its employees and to increase its commitment to research and
development. It is also in the best interests of business to lobby the government to
adopt policies that have a favorable impact on each component of the national dia-
mond. Thus, according to Porter, businesses should urge government to increase in-
vestment in education, infrastructure, and basic research (since all these enhance
advanced factors) and to adopt policies that promote strong competition within do-
mestic markets (since this makes firms stronger international competitors, according
to Porter’s findings).




[image: image5.jpg]Focus on Managerial Implications

Why does all this matter for business? There are at least three main implications for
international businesses of the material discussed in this chapter: location implica-
tions, first-mover implications, and policy implications.

Location

Underlying most of the theories we have discussed is the notion that different coun-
tries have particular advantages in different productive activities. Thus, from a profit
perspective, it makes sense for a firm to disperse its productive activities to those
countries where, according to the theory of international trade, they can be per-
formed most efficiently. If design can be performed most efficiently in France, that s
where design facilities should be located; if the manufacture of basic components can
be performed most efficiently in Singapore, that is where they should be manufac-
tured; and if final assembly can be performed most efficiently in China, that is where
final assembly should be performed. The result is a global web of productive activi-
ties, with different activities being performed in different locations around the globe
depending on considerations of comparative advantage, factor endowments, and the
like. If the firm does not do this, it may find itself at a competitive disadvantage
relative to firms that do.

Consider the production of a laptop computer, a process with four major stages:
(1) basic research and development of the product design, (2) manufacture of standard
electronic components (e.g., memory chips), (3) manufacture of advanced components
(e.g., flat-top color display screens and microprocessors), and (4) final assembly. Basic
R&D requires a pool of highly skilled and educated workers with good backgrounds
in microelectronics. The two countries with a comparative advantage in basic micro-
electronics R&D and design are Japan and the United States, so most producers
of laptop computers locate their R&D facilities in one, or both, of these countries.
(Apple, IBM, Motorola, Texas Instruments, Toshiba, and Sony all have major R&D
facilities in both Japan and the United States.)

The manufacture of standard electronic components is a capital-intensive process
requiring semiskilled labor, and cost pressures are intense. The best locations for




