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Module 3
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Theories of Interna’tionél Business

../ THEORIES OF INTERNATIONALTRADE/BUSINESS %

3.1.1. Introduction

International business is well supported by the concept of laissez faire. No doubt, it has helped in improving the
economic conditions of many nations. Also, the barriers to trade lowered the profit margins and paved way for
other options to export. It promoted the setting up of subsidiaries in foreign nations with the help of FDI. Here,
it is vital to know how the business alliances, global operations of multinational corporations and the economic
scenario of the domestic and foreign countries are affected by FDI.and international trade. Occasionally, various
theories were proposed to give a foundation to international trade. - .

Generally, theories of international or foreign trade focus on prominent features of the complicated system. The
focus is generally on the specific features of the trade. There is a need to analyse various internationa! trade
theories for finding out the determinants and the associated pattemns of trade.

There are four phases of the development of the international trade theories. The very first stage is called the
Mercantilist stage or the Pre-classical stage. It continued from the middle ages to 1750s.The next stage was the
classical stage which continued for approximately 150 years. It also coincided with Europe’s Industrial
Revolution. The third stage was called the contemporary or modern trade theory and the last one was the Neo-
classical stage.

The timeline when major international trade theories were proposed is depicted through Figure 3.1. Scholars
continuously strive to refine the existing theories and propose novel ones.
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Figure 3.1: Trade Theory Timeline L
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3.1.2. Relevance of International Trade Theories
The following points denote the relevance of international trade theories:

1) Location: The basic premises of all international trade theories are that every nation holds specific
advantages in producing different goods or services. Hence, in order to make the business lucrative, it is

quite sensible to shift the activities of production to nations, where they can be carried out in the most
efficient manner. For example, France can be chosen for efficient designing of products, Germany can be
chosen for the effective manufacturing of products and China can be chosen for the final assembling of
products. It results in the formation of an international web of activities of production where they are
carried out at different places. However, while doing so, the considerations like factor endowment,
comparative advantage, etc., have to be kept in mind. In case, the firm is not able to take the location

decisions, then it is likely to lag behind the other firms.
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2) First-Mover Implications: The new trade theory states that the first-movers in the manufacturing of a new
Pl'OduCl enjoy the dominance in that product all over the world. It is specifically true in case of where the
International market can successfully endorse only a few players, e.g., the aerospace industry. But first-

mover advantage is also true in case of less concentrated sectors, e.g., water purifiers. Here, the implicit

message for the firms is that in order to enjoy first d ge, the company has to try new venture,
regardless of the fact that even it has to face losses for several years. The main focus here is to anticipate the

de{mnd, achieve cost advantage in terms of quantity, establish a brand image and ultimately the firm can
€njoy a lasting advantage over the competitors.

3) Government Policy: The intemational trade theories are vital for the companies which deal in business
across borders. Business can strongly influence the trade policy of the government and can promote or
restrict free trade. However, it is usually claimed under the international trade theories that a nation which
supports free trade can flourish;

yet, the same cannot always be true for the companies. But several firms
support this view and take stride towards open markets.

213;11.3. Role of International Trade Theories in the Evolution of International
" F ;

P of the ies results in the proliferation of i I business or i ional
trade or it can be said that the i i de/busi i

A is the of develop Trade
theon;s were evolved to show the manner in which the countries can resolve their economic problems. During
16-18' century, Netherlands, France, Spain and Britain were highly developed where the government had high
economic interventions. 4

Business

These g S were mainly i d in ing money and power. The economic theory which
supported these objectives was called Mercantilism. Mercantilists had a belief that a country can enjoy rapid
growth by concentrating more on exports than imports.

The income will be in the form of a real inflow of gold. However, there was a fixed amount of gold for a

period, an.d hence, it was not possible for all the countries to enjoy inflow of gold at the same time. Also,
profits gained by a nation might have to be at the cost of others. For this reason, mercantilists promoted
exports and restricted imports.

Ho.wevc:, Adam Sn_li!h challenged the point of view of Mercantilists, He supported the idea of free trade
which had its roots in the theory of absolute advantage of nation. He has shown that the nations who are

availing the ad: of free i I trade will share the benefits of international division of
specialisation and labour.

18

Two economists from Sweden, Eli Heckscher and Bertil Ohlin proposed a model of factor endowment in
1930s for indepth study of internati

1 onal trade. According to them, the variations in factor endowment of the
countries form the basis of the international trade, This

15 of the difference in factor endowment renders comparative
advantage to the countries in different sectors, and it is also responsible for relative difference in prices.

chcc.. every nation indulges in_ export of goods which are available in huge quantity and is cheap to produce,
and will import the goods which are scarce and expensive to produce. In this manner, every country will
mutually gain through the interational trade,

The theory of in_temﬁonx.l product life cycle, proposed by Raymond Vernon, explains the trade which
emerges out of differences in tez‘:hnology. He argued that during the preliminary stage of production, skilled
labour is required. However, !lns can be replaced by skilled labour when the product is standardised and
accepted by the people. For this reason, the developed countries that d igned the products hold i
advantage which shifts towards countries ;

with lower wage,
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Stefan Linder proposed the theory of overk
by stating that the countries which have samd
trade of manufactured goods in comparison t4
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apping demand. In this theory, he explained intra-industry trade
levels of per capita income will be engaged in more international
) those nations whose per capita income level is not similar.

Michael Porter proposed the theory of conintmve advantage of nation for explaining modern international
trade. According to him, competiti and degree of international trade depends upon four factors which are
summarised in the Porter Diamond. :

Hence, a study of international trade theorie:
trade reveals that the development of variou

international business.

¥

s and its impact on the development of international
s trade theories help in ascertaining the evolution of

3.14.  Types of International T¥ade Theories
There are various theories for fomignﬁnmaﬁond trade. These all theories are as follows:

1) Mercantilism Theory,
2) Classical Trade Theory,

a) - Adam Smith’s Absolute Cost Advantage Theory
b) Ricardo’s Comparative Cost Advantage Theory
3) Heckscher Ohlin’s Factor Endowment Theory,

4) Haberler's Opportunity Cost Theory,
5) Krugman’s New Trade Theory,

6) Vemon'’s International Product Life Cycle Theory, and

7) Porter’s National Competitive Ad

i
—3L5. Mercantilism Theory

The Mercantilism theory of international trade which evolved in mid-16®
main pillars for a sound economy of a countf? are gold and silver. These w
solid commercial growth. During the era when this theory
were gold and silver. That means countries he%i to spend gold and

them when they exported products.

Mercantilism states that the volume of

ge’Theory.

century in England stated that the
ere considered as the backbone for
emerged, the main currencies for international trade
silver to import products whereas they earned

expcz:( should be greater than the total volume of import for a country.
To achieve this, the government puts trade ba

difficult in home as well as overseas markets
colonial powers (like Sri Lanka which was

cheaper rates from the colonies which were.of
used these colonies as their export markets f
strengthen the economy of mother country. I
addition, they put restrictions on colonies to
finished products and export cheap raw mated
the same with their colonies in Africa, Asia,

rriers on imports and promoted the products whose survival was
The mercantilism theory was intended mainly for the welfare of
nder British rule). These powers imported the raw materials at
herwise expensive or not easily available to them. After this, they
anheﬁnishedpmducuwi!htheaimtomg;wnpmﬁmmd
N a way, the colonial powers monopolised the colonial trade. In
produce goods. The colonies were forced to import expensive
als. Not only British, but the French, Spanish and Portuguese did
pnd America. The British colonies showed dissatisfaction due to

these restrictions which later gave rise to the American Revolution.

'

Few significant terminologies which are used even today despite the dicti “f:
‘unfavourable® balance of trade. Favouralile balance of trade
imports. Whereas, unfavourable balance of gndc which is also

less than import.

Though “favourable’ means beneficial and ‘lfnfavourablc‘
country which is maintaining a favourable balance of trade
of exported goods. The trade difference in m
times, the surplus country has to either hold
own denominations. The credit granted by thd

: are ble’ and
occurs when the export is greater than
known as trade deficit means the export is

signifies adverse, it is not actually so in reality. A
might be importing goods of lesser value than those

tilist period was compensated by gold transfer but in modem
e currency of the deficit country or invest in the currency in its
surplus countrv to the deficit conntrv mav neve datrimental fae
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Neo-Mercantilism

When countries maintain or try to maintain favourable balancd of trade with a social or political motive, it is
uumednsueo—memnﬁlism.Asxialmoﬁvemaybeloaminfnll 1 by ing surplus producti
in the companies and exporting the same. A political motivd is to build or maintain political impact in a
particular area by selling more surplus in that area than purchasing from it. Countries sometimes grant credit or
extend loans to countries so that they can use them as a purchasér for the surplus prod: c i

A relatively new term, i.e., n tilism p ideolagies and techniques of neoclassi i
and is thus at variance from traditional mercantilism. It acclainfs that the new industries should be levied with
high taxes and tariffs fully. It also p pecialisatign of national ind for overall i
development of all countries. In present times, workers in d|

fveloped countries are supporting mercantilist
methods to sustain increased wages. On the other hand, d i licymakers disapp
these methods.

3.16.  Classical Trade Theory
Adam Smith and David Ricardo proposed the classical. thi ory of international trade which states the
advantages of trade and international trade specialisation sce;

bario. As stated by the classical trade theory, °
international trade depends upon geographic assumptions. I

says that a country which is very rich in a
particular resource will enjoy a cost advantage in production process and this will lay the foundation for
international trade and its specialisation.
The classical theory also states that countries produce surplys of those goods whose production is well-
hed and is in with their envi; 1| arable land, p ion, funds,
etc. As these goods are produced more than the domestic degmand, they are exported to overseas market
against the imported goods whose production does not suit it inf; or natural It can be
said that countries produce surplus of only those goods which provide them cost advantage and import the
goods with no cost advantage.
Assumptions of Classical Theory
1) Full Employment and Free Trade: Both the foundations of}
trade are considered unrealistic. On one hand, full pl
while on the other hand, free trade has lost its applicability
barriers imposed by almost all countries.

2) Homogeneity of costs: According to the classical theory} same labour per unit cost is applicable to
production of additional units of a product. Though the cost fatios in two countries for production of goods
are same, interational trade is possible only when the ratio$ differ. There may be distinct worker classes
being paid unequally or similar workers being paid differsntly based on their industries. According to
Ricardo, labour should be the only factor to be considered. If done so, prices of locally manufactured
products will be impacted by wage rates and not by the factdr analysed by Ricardo, i.c., comparative costs
of labour quantity. Hence, it can be concluded that cost of ndn-h 2 labour cannot be compared as
itis an unrealistic assumption.

jclassical theory, i.e., full employment and free

ent is disapproved by and experts;
in the modem world due to numerous trade

3) Law of Constant Return: The Ricardian theory says that copntries will continue to receive constant return
through specialisation. But, this has been criticised as it dods not focus on the fact that cost of labour at
some point of time will come at equal levels for both countrids, For example, country ‘A’ produces tea and
country, *B" produces coffee due to their respective cost advpntages. In due course of time, the volume of
production will rise and so will per unit cost of productign. This will result in a situation where the
proportional production cost in both the countries for two chmmodities will equate and countries will no
longer reap specialisation benefits. Still, bncrete as comparative advantage of countries

also infl the returns on speciali

4) Internal Mobility and External Immobility: Classical th assumes that factors of production are
intemally mobile, and internationally immobile. This assumgition is considered baseless and not based on
facts. This is because labour and capital are never com

this criticism is not f

pletely mobile intemally. Irregularities and
disparities are always noticeable in wages and rate of interest flepending on the location and industry. Also,
these factors are not completely immobile i i “,becmselabwrandupitalohenmigmlcbeyond
national boundaries.

9
Theories of International Business (Module 3) -
%) Two Countries, Two Commodities: Though it does not falsify the utilty of classieal theory, butit i it
. unrealistic to assume the world with two countries and two commodities. )
6) Transport Cost: Classical theory completely ignores transport cost. Even this assumption of the "’“"Yl‘f_
i ly criticised as ion costs exist in all the production p and are U“‘;e
than the cost of production. An organisation sends its product in overseas market only "'h,’" i
transportation cost involved is lesser than the difference in cost of production among the two countries. Al
these facts show the significance of

transport cost.
Static and Dynamics: The ad: d by ies are

2 ically, i.c., at one point in
time by the theories of absolute and comparative advantages. On the other hand, the advantages and
disadvantages in production are provided by relative conditions which are dynamic in nature.

Services: Though services account for a sij

ignificant part of the worldwide trade, the classical theory focuses
mainly on products and ignores services. This assumption does not lessen the

usefulness of the theory, as
services necessarily include resources which are employed in producing them.

)

=

8
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3.1 Theory of Absolute Cost Advantage

1776, the absoluté cost theory was proposed by Adam Smiith. Also known as absolute cost advantage theory,
it states that a country should Jook to achieve specialisation in the product in which it enjoys cost advantage
through increased efficiency. (The ‘theory applied basically ‘on England and France. Smith stated that both
England and France should achieve specialisation in textiles and wine respectively. In this'way, England and
France could exchange textiles and wine as ‘per their consumption. Smith believed tht countries can benefit
from international trade if they specialise in thiéir cost ad ducts. A\ccording to him, the products
Wwhich can be imported at low cost should riot be produced by a country. .

As a cou

nfry cannot survive through inefficient industries, the resources tend to shift towards efficient ones.
Following are the ways in which countri

ies can be more efficient with the help of specialisation: i
1) When the workforce does the same work repeatedly, they develop their skills and become more efficient.
2) Doing the same task or producing the same product reduces chances of time-wastage in moving from one
product to another. .
3) ?ontinuing a production process for longer durations ensures development of new and improved techniques
or working.

Specialisation in products enables to increase their imports as they ¢an afford them. A country thus
has to choose among various prod to opt for specialisation. According to Adam Smith, it is mostly decided
by the market but it has to be either a natural or an acquired advantage. |

Assumptions of Absolute Cost Advantage Theory

Comparative cost advantage theory has the following assumptions:

1) Two Countries, Two Commodities: The

commodities between which comparison is made:

p)) Efﬁdency. f_“: Efficiency is p d as the main objective under the absolute advantage theory.
However, it is not always the objective of the country to achieve efficiency.

3) Zero Transportation Costs: Under this theory,
is assumed to be zero.

Factor Mobility/Immobility:
a country is presumed to be
between the nations.

5) Full Empl 2 Itis

theory assumes that there are always two countries and two

the cost of transportation between and within the countries
4

As per the absolute advantage theory, the movement of resources inside
mobile; whereas, it'is considered i

mmobile in case the movement is
d under absolute ad

ge theory that every country has full employment.

Natural Advantage

Easy availability of certain natural endowment, favourable climate, and skilled @

with natural ad ge in production of a particul product, The workforce provides a country
natural advantage depends a lot on the climati

products ¢ d
ic conditions of the country, i) gcueion i

BT skl

e e T

g §ie
] g Rk
g n s s L &
PP T ot DUV IO




Y]

0 MBA Fourth Semester (nternational Business) VTU

For example, if country A’s climate is favourable for tea and not wheat, it would get a natural
advantage by producing tea. If in case it wants to start producing wheat which is not supported by its climate, it
would have to sacrifice the land which is being used for tea cultivation thereby decreasing the output.

On the other hand, country B has favourable climate for wheat. Planning to produce tea will not be a good decision
for country B. The common way out here for both the countries is to keep producing the products of natural
advantage and import the products which they cannot produce due to unfavourable climate. The volume of trade
between two countries depends on the degree of variance between their climates, Every country has to import some
product or the other from other countries. There is no single self-sufficient country which does not depend on othe;
countries. Soil combined with geographical factors is another natural advantage countries can have.

Acquired Advantage
In the cumrent scenario of

1 A

trade, f: d

p and services account for a lot more than
P . The acquired advantage of which are competitive in facturing of prod
and services lies in their product or the technology used in facturing procedure, Advanced technol, gy
distinguishes a homogenous product from products of the competi A good ple of acquired ad 8!
can be Japan which instéad of importing coal and iron (basic elements to produce steel), exported steel. This
was possible due the advanced technol 8y of automation and dures which save raw material.

3.1.62. Comparative Cost Advantage Theory: Ricardian Theory
‘T'EETBmparaﬁve cost theory was propounded by David Ricardo, who further developed the theory given
by Adam Smith. The comparative cost theory explored the outcomes in case of a country having

absolute advantage in all the products.: Smith believed there will be no advantage or gain from foreign
trade for such country. .

Ricardo believed that countries tend to produce surplus of those goods in which they have a comparative cost
advantage and import the goods which are no

t much cost advantageous comparatively. He states that
specialisation is entirely based upon comparative cost advantages.

The country entering into trade contract with another country which is more efficient in all the prod!mt
lines will also reap benefits of international trade. It is because every country has different comparative
costs due to ample availability of resources. These resources are in distinct proportions with the product
demand in various countries. -
This theory promotes the practice of free international trade for global welfare and development. It has
considered only the labour cost of production as a factor of production. The lab fac'tors were cor_npletely
ignored. Later, J.S. Mill introduced the principle of “equation of reciprocal demand” which was considered a
significant inclusion in the comparative cost theory.

Difference between Absolute Cost Advantage Theory and Com; arative Cost Advantage Theo!
Absolute Cost Advantage C ive Cost Advantage

1) The capability of a nation to produce goods at a low price]l) The capability of a nation to produce goods at low

is described under this theory. oppertunity cost is described under this theory.
2) Under this theory, the two nations are not mutuallyf2) Under this theory, the two nations are mutually|
benefitted by trading. g benefitted by trading.

3) Under this theory, a higher quantity of goods using the|3) Under this theory, a bcna. quality of goods ufing the
resources available in the country is produced by a nation. given amount of resources is pmdncsfi bya nauon.. g
4)  As per this theory, the advantag, is gained by producing[4) This theory takes into consideration the nation’s|

goods in abundant quantity. overall prod under a certain period of time.

Features of Comparative Cost Advantage Theory

The features of ive cost advantage theory are explained as follows:

1) Itiplicity of Organi and Activities: The comparative cost I l.heory ‘ more
relevant when there is not one but multiple organisations along with a number of activities that those

Theories of International Business (Module 3)

2) Two-Edged Sword: Comparison betwe}

under comparative advantage statement {The model of ‘two

every country and commodity. Hence, e}
comparative advantage and import from
3) §lgn of Mixed Partial: It is explained ¢
Is more than one organisation or activity

- F 61

ntwoornmnaﬁonsandbetweentwoormomacﬁviﬁaisdme

commodities two countries” can be stretched to
port those goods in which it holds

Fountries where goods are available at lower prices.
arlier that the com,

parative advantage theory is relevant when there
ding the or;

and its

involved. Based on this featu it i i i
based on the sign of mixed partial derivalive e i b'e's‘ald, 1t s they s

4) Dependence of Comparative Advantag
is required to be compared and measurd
theory of comparative advantage. Particq
the change in the value of exchange betw

5) Not to Create Reasons to Exist: The tf

which have a reason to exist independen{]

fot mean that an all new organisational
organisational structure of the existing fif
theory. The concept of comparative ady
which a country should specialise so as
gained when people migrate from ond
productivity is ensured by the economic
6) Express in Terms of Money and Lal
therefore, the labour terms can also be st
would form the basis for specialisation to

7 No Trianxport Cost is Unrealistic: The
the cost of transportation between the cqg
the addition of the cost of transportatiof
countries in which they hold cost advan|
‘product A’ as compared to USA, but w|
cost of production, India loses the cost
selling goods to its bordering nations.

Assumptions of Comparative Cost Advantdge Theory

The following assumptions are the basis of

ke on Relative Valy,

I e: The value obtained by the various activities
td while deciding to allocate activities to organisations as per the
larly, the direction of ive advantage can be infl d by
een any two activities,

cory of comparative advantage s relevant for those organisations
y and have to decide which activity they want to perform. It does
¢t-up needs to be formed; neither the theory intends to change the
m. The reason for existence of countries is not justified under this
antage theory actually suggests about the particular activities in
€njoy comparative cost advantage. However, huge profits can be
country to another. But this would be possible ~when greater
ind legal environment of the country in which people migrate. .

your: Sixmlhetotalcostcanbecxpressedinmonetarylcfms‘.

ted in monetary terms, Comparative advantage in monetary terms
occur.

heory of ge is listic since it assumes that
juntries and inside the countries is zero, It is also stated that upon
;lotheleonms!.mly!hosegoodswill-bcpmduwdby
2g¢. For example, India may be more efficient in production of
enthecostoitnnsponaﬁon (involved in export) is added to the

cost ad:

1) Two products that are being produced by
2) Only one factor of production, i.e., labour

¢ ge theory:
fwo countries.

is considered and units of labour determine the production cost.

3) Marginal productivity equals average prod Juctivity and the factor-output ratio remains constant.

4) ‘The labour units are homogenous.

5) The law of constant returns applies to production.

6) Factors of production are internally mobi
7) Transportation cost is zero.

8) Government does not have control on f
9) Countries engaged in foreign trade have

but externally immobile.

ign trade,
1 employment.

10) Goods as well as factor market have perfeft competition.

11) Balance of trade prevail

Criticism of Comparative Cost Advantage Theory
The comparative cost advantage theory is critifised as follows:

1) - Restrictive Model: There are a number of

trade. However, this theory assumes only

2) Labour Theory of Value: The labour vajue
However, comparative advantage theory uf

d undg

3) Full Empl It is

Wo nations and two products.

lheozyismxmcticalsimeitbasanumbcofshmoomina
Emhelabommeorymdemmmememm'vﬂue.

theory that every country. has full

employment. However, the reality is alt

4
. =)
ther different. There is likelv t he a chonna in tha anct af

advantage. However, India bolds greater advantage in terms of .

products and countries which are considered under international

e il o
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4) Ignore Transportation Costs: While finding out the differed
transportation are totally ignored.
5) Demand is Ignored: The aspect of demand in i ional trafie is not under the theory of
comparative advantage. This theory only relies on the supply aspest of international trade.

jces in comparative costs, the costs of

3.1.63. Comparative Cost Advantige with Money 3
Ricardian comparative costs principle, an assumption is taken tat money does not exist and production is
measured through inputs of labour. In the modemn money exchange system, all exchange of goods occurs:
through the medium of money. So it is not the comparative differgnces in labour costs alone, but also the
absolute differences in prices that influence the international trade.

Some writers, including Angeil, held the view that the introductipn of prices, would lead to conclusions
different from those given by the Mill-Ricardo theory. Taussig, howgver, discounted such a view. He stressed
that the comparative differences in labour cost of production can be esily converted into‘money terms, without
in any way, affecting the exchange relations between commodities.
We suppose that 10 days’ labour can help pmduéé 250 units of
the same country can procure also 250 units of commodity Y. In the
100 units of X and 10 days" labour can yield 240 units of Y commodify. .
‘This illustration shows that country A has an absolute advantage i ducing both the dities. But she
has a comparative advantage over B in the production of X while B has a lesser comparative disadvantage in the
production of Y. Consequently, A will specialize in the production and export of X and B will specialize in Y.
commodity. Assuming that the daily money wage in countries A and B are respectively Rs. 10 and Rs. 80, this
illustration can be converted into money terms. star . .

dity X in country A. 10 days’ labour in
£ country B, 10 days' labour produces

Table 3.1 shows that per unit money cost of producing X is lower ih A than in B. On the opposite, country B
can produce commodity Y at a relatively lower per unit money cost. [Therefore, country A will specialise in the
production of X, while country B will specialise in producing Y dity. The lusion is in compl
harmony with the Ricardian comparative costs theory.

It may, however, be criticised on the ground that the wage rates fn the two countries have been arbitrarily
chosen. In fact, this criticism is nat valid. There are specific upper pnd lower limits within which the ratio of
money wages between two countries must lie. There is nothing arbitfary about these limits as these are fixed by
the comparative efficiency of labour in each country.

Table 3.1: Comparative Costs b Money Terms

(Country| Labour input [Daily Wage|Total Wage|Total Product| Money Cost or
man-da (in%) Supply Price per Unit (in
A 10 100 1000|250 units ¢f X 4.00
10 100 1000|250 units ¢f Y 4.00
B 10 80 800 100 units ¢f X 8.00
10 80 800 240 units of Y 333

In terms of output, country A has an advantage over B in the produétion of commodity X as measured by (250
units of X in A/100 units of X in A) =2.5. If now daily wage in couptry B is assumed as Rs. 80, the daily wage
in country A at the maximum can be 2.5 times the daily wage in ¢ountry B, i.e., Rs. 200. The lower limit is

d by the d g !halcounuyBhasovcrcomm-yAinthcpmducﬁonofcommodity Y.It
is measured as (250 units of Y in A /240 units of Y in A) = 25/24. -

* Given a daily wage of Rs. 80 in country B, the minimum limitof daily wage in country A will be 80 x
~ (25/24) = 250/3 = Rs. 83.33. So if the daily wage in country B ig Rs. 80, the daily wage in country A will
* have to lic between Rs. 83.33 and Rs. 200. There is no possibility} of money wage differences going beyond
these specific limits. - .

Suppose the daily wage rises to Rs. 200 in country A, per unit cost gf producing both X and Y commodities rise
10 Rs. 8.00. In this sitoation, there can be no export of X from A tq B because the per unit cost in country B is
" Rs. 8.00. The import of commodity Y from country B will, hqwever, continue because per unit cost of
" producing Y in country B remains much lower than the cost in counjry A.

. 63
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.
Such a situation will cause adverse balance of payments, depletion of foreign exchange reserves and gold in
case of country A. This will lead to a fall in wages and prices in country A. On the opposite, the wage rate
lower than Rs. 83.33, the lower limit of daily wage for country A, will cause adverse balance of payments,
depletion of gold and foreign exchange reserves in case of country B.

Suppose daily wage in country A is Rs. 80, per unit cost of producing X and Y both will fall to Rs. }.20, This
will lead to a stopping of exports of Y from country B and country A will continue to export ch}mnd\ly X.The
resultant inflow of gold and foreign exchange will increase the supply of money. This will raise the level of
daily wages and prices in country A. In this way, it becomes clear that the wage rate will lie between the
specific upper and lower limits.

The cost data alone, however, cannot determine where exactly between these limits the actual money wage ratio
of two countries and international terms of trade for the two commodities will settle. The Rt_cardtan theory
provides no answer to this question. The problem was later dealt by 1.S. Mill in terms of the reciprocal demand
for the product of each other.

. Relative Factor Endowment Theory: Heckscher-Ohlin Theory .

Factor endowment theory has been promoted by Bertil Ohlin who drew his concepts from the Heckscher ‘s
General Equilibrium Analysis. That is why, this theory is also called Heckscher Ohlin (HO) model or theory. It
is also known as the modemn theory of i 1 trade. Both Heckscher and Ohlin reasoned that cnm_p‘-\l'-ﬂ:;:
advantage develops due to the differences in factors endowed (gifted) to a nation. The theory describes that
foreign trade happens due to the differences in prices of products in different countries. T_hls d\(fcren_cf: J:‘
product price depends upon the lavishness of these factors (capital, 1abour, land); ?osl will be less if the
resources are in abundance and vice-versa. In accordance with HO model. a country will export goods that ““"

that are abundantly available with it and will import goods that use factors that are scarcely available.

3.17.1.  Faétor Intensity in Production
Labour and capital are the two factors of producti
make a product is regulated by technology. Different

X Capital (units)
2

idered by Heckschy Oblin Theory. Their combination to
of labour and capital demand different products.

prop

1 Unit of Good Y
B Relatively Capital- *
intensive

B
i
* 1 Unitof Good X
Relatively Labour-
intensive

—_—

Labour (units)

Figure 3.2; Factor Proportions in Production

In the given figure, a product is elaborated through the proportions of its factors. 1 unit of capital and 4 units of
labour are needed to produce a single unit of X. Whereas, 2 units of capital and 4 uaits of labour are required to
produce 1 unit of Y. Increased number of units of labour per unit of capital (4 to 1) are needed by X as
compared to Y (4 to 2). Hence, Y will be called as a ly capital intensive product relatively and X will be
a relatively labour-intensive product. These proportions are not influenced by number of capital to labour but
are completely based on the ive requi of Xand Y.

The theory states that these factor intensities or proportions are greatly influenced by the current technological
scenario in the production processes. It is based on the assumption that each country uses same technology for
P ing same p It therefore falsifies the classical theory which said that variance in the production
efficiency determines international trade. The classical theory justified the fact that’s why, some countries need
more labour than other countries to produce a product. It could do so because of its assumption that technology
and labour product varies from country to country. ’
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3.1.72.  Assu
napo e e :::m;ﬁm;u ety 3..81. Merits of Opportunity Cost Theoty
ow: i icardian theory follows:
. Twe Countries, Two Products, and Two Factors: The usual 242x2 ssumpion of tvo counties, to 593" S ki o i ot e e vy e ptity et ey o ot ol o S
pmdﬁﬁh?g al::(; ‘t;:!clwrs is followed by this theory. Both countries must attain balance of trade if they the Ricardian theory, i.e., labour. The theory ofjopportunity cost ensures the validity of comparative cost theory
oy products and trade only among themselves. even if one does ot consider the labour theory f value and depends entirely upon opportunity cost theory.
) Inputs and the Outputs are Perfectly Competitive: It assumes that both inputs and outputs are 2) The theory of cost considers produ costs as constant whereas the theory of ppportunity
completely competitive. The inputs, i.e., factors or resources paid their worth in the markets where they cost assumes constant, increasing, and decreading costs.
were transacted. Also, the finished products were competitive to restrict the domination of one country over 3) The significance of substitution in productionjis taken into consideration by this theory.
the market of other country. ! 4) A simplified model of general equilibrium fod i ional trade is given by it.
3) Increasing Prod of Product Experi Diminishing Returns: I d number of inj i i
it Jel e P ; puts will 3.1.82.  Demerits of Opportunity Cost THeo
be required per unit of output as a country gains more specialisation in few product lines. | Following are the demerits (l;)fpme oppc:r’;tmity cos thry:
4) Identical Technologies: The theory assumes the technology used in both countries to be same. According 1) Several approaches on which it is based are ithpractical.
to this assumption, countries can produce cheaper products only when labour and capital are cheaper. 2) In his studies of intema;onal u'::; :}'mria, acob Viner m the :]hssical ;eal cost lher:'yf super'iur
e to the opportunity cost theory. This is becausp according to hi actual costs of sacrifice and foregoing
3.1.7:3. __Significance of Factor Endowment Theory are ignored by this theory.
The sngmﬁcapce of factor endowment theory is explained below: 3) Though Viner also said that theory of opporfunity cost ignores the variations in factor supplies, the theory
1) More satisfactory and detailed reasons for the existence of international trade are offered by this theory. was backed by V.V. Walsh who said that these variations can be evaluated in terms of opportunity cost by
2) The reasons for the variations in the i i sations i considering inal productivities of f: d variations in product price ratio. .
ot ool in the production costs with respect to the variations in factor endowment are 4) According to Viner, the income with respectfto preference for leisure is not considered by opportunity cost
3 . approach. Walsh again supported opportunity dost theory and stated that when countries transact at international %
) ;l.:hls t};eox:/l :;adz:s th:t the gr::;il dcn;land and supply of inter-regional trade can be extended to price ratio, their income increases and a part it if assumed to be leisure to lessen the output of both products. i
ternation: without any significant alterations. |
4> I takes ifito consideration the viriations & . X g ; o The theory proposed by Professor Gottfried Hiberler was an extension of the Ricardian theory. The reason i
into consideration the variations in the production function which makes this theory more realistic. behind the opp ity cost approach and the parative cost approach is same in the matter of mtcmanoml
& &ve:a‘::;gh qm:]h f mﬁaof producing goods become equal, the trade continues to occur. This s due to m::g aid mav. :111 4 ppomx;ity cost apprdach i i nfmil bec:lll: it . bteh m“;ﬁm mt‘::v: l
c ions in the factor endowments. cos! sai e 0] ach is more e it can ly
A general equilibrium system. It is, therefore, not furprising that the opp ity cost approach has gained more I
3.1.8. Opportunity Cost Theory and more popularity and it is used by even who, fn principle, attack it.”
In 1983, Professor Gottfried Haberler presented the opportunity cost theory which serves as a replacement for
the comp ative cost theory. Basically, opp ity cost is the cost one has to pay or sacrifice while choosing 3.1.9. New Trade Theolry )
one alternative over the other. For example, if a gardener decides to grow carrots, his or her opportunity cost is Paul Kr n from the M: tis Instituge of Technology propounded the new trade theory in 1980s.
the yield of alternative crop (potatoes) that might have been grown instead. According to him, the signifi ofl}ﬁwodcffqmandmmu ofm!eusuchtha!ﬁncypwvemmm.nﬂ
g theories of comparative advantage as imrelevant. The theory states that the countries which specialise in a specific
Opportunity cost is therefore the cost of the foregone or sacrificed alternative to acquire something else. Just product can gain economies of scale and develop ntwork benefits as well. Also, the early entrants in the macet tend
like LPe comparative cost theory, this theory also considers the differences in the opportunity costs of to dominate the market by creating their monogoly and creating barriers for the new entrants. They establish
1 ing products between ies as the basic foundation of international trade. Though there exist themselves, dominate a major part of global markft, and develop competitive advantage. The competition th £
?gemﬁm@emhofmewo.newmpmﬁvecostwymkesintoconsidmﬁonthelabourorany is limited ﬂl;d the poor countries find it diffiagt to develop some industries due to their inability to achieve
er real cost in calculating the production cost. On the other hand, economies of scale. Alfred Chandler from Harvagd Business School supported Krugman’s view by proposing that
theory of opp t ity cost the cost of production in terms : first-mover advantage of countries help them in cagturing a major portion of the global market.
;:‘::ct cost sacrificed for producing the additional units of another ! 3191 Ee £ Scale and Imperfect Co on
.1.9.1. onomies of e and Imperfect Competi
X " iz The developments in theory made by Panl Krugntan laid emphasis gain on production cost, and the influence of cost
Production possibility curves (PPC) generally describe the - 8 and price on international trade. Two types of ecodormies of scale were mainly emphasised by Krugman through the
opportunity cost theory. In figure 33, country A's production theories which he developed from analysi X d mi ics. These are explained below:
possxtnhugs are shnwn; Inblhe ﬁgure. if country ‘A’ uses all its R 1) Internal Economies of Scale: Internal econofnies refers to a situation where a large organisation lowers the per
u in carrot proc it can produce 10 units of carrots, = unit cost of the output through large scale p on. Internal ies lead to the organisation’s poly
and if employs the entire resources in potato production, 20 units gives rise to imperfect market conditions in dgmestic as well as overseas markets. The organisation becomes the
of potatoes are pl:oduccd. It can also have a combination of both ‘price-maker’ by lowering the price through large scale production and low cost per unit.
the if the are empl 0y d for carrots as well T 710 20
as PU‘”W;-CW"C"‘ a C?“'_il_!;y Pmdllcq 8 un;lsz of carrots, 4 units of Potatoes In such an imperfect market, the theory of fomparative advantage forms the basis of this inter-relatedness
p are produce e p of dditional units of  Figure 3.3: Production Possibilities of b polising the d ic marke{ and its impact on i ional trade. If an org: jon plans
pofanl){u is .posnble if the country reduces carrot production by 1 Country A for expansion and large scale production, if has to drive the resources from other industries towards itself.
unit. Here, it can be concluded that the opportunity cost of producing one unit carrot is two units of potato. Due to this, there is a decline in many prodfct specialisations and other ies get a chance to specialise
in these ionared nroducts. This develoos a ive ady cycle of exploration by the i
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While the traditional theories of trade do not valida
justifies it. When a country exports and imports t}
Krugman states that internal economies of scale enab
is not very wide, but sufficient to reap the large scall

different countries might be manufacturing the same
The customers of any of the countries, if interested in

and import the same product. Having been deeply studi
by Grubel-Lloyd Index which gives the import-export

The calculation is illustrated as follows:

X, - M,

Intra-Industry Trade Index; = L
=i X;+M))

‘Where,

i = Product category,

X — MI = Absolute value of net exports of that product

2) External Economies of Scale: External economies of sg
output per unit cost and not the size of an individual firnf

the industry is able to manufacture at costs which are
country can take over the worldwide market of a product
scale production and not just a single large organisation iy
a single large organisation. Several smaller units combind
cannot be breached by any competing industry of other cq
imperfect market conditions. It imes leads to world]
‘This is the reason why low cost, labour, and resources of |
arises here is the reason for evolution of these small ory
partial description on this issue has been given by Michae]

3.19.2. Impact of New Trade Theory
The new trade theory advocates increasing returns tof
protectionism (government actions and policies to restrict g
large industries which later go on to create dominance in g
new trade theory also calls for protecting the “infant industy
much different than the older theories, new trade theory has|
trade. The first is the use of mathemati
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e intra-industry trade, interal economies of scale
e same product, it is called intra-industry trade.
e an organisation to specialise in product line which

cost benefits. Similarly, different organisations in
roduct line with little or no product differentiation.
puying both the similar products, will have to export
£d in last few years, intra-industry trade is calculated
ratio of the similar product between two countries.

exports — imports).

ple occur when the industry size is the determinant of

‘When the cost per unit is based on the industry size,
jower than smaller industries of other countries. The
hrough numerous small organisations striving for large
prufacturing on huge scale. There is no requirement of
to build a highly competitive industry whose markets
mtries. External economies of scale do not give rise to
vide supremacy of an industry in a particular product.
countries do not attract all industries. The issue which

banisations and how they are linked to each other. A
Porter.

scale. According to this theory, by following

y restrain international trade), countries can develop

obal market. Just like the traditional trade theories,

fies” against free trade. Though these effects are not
brought two very important impacts in international

change is the network effect which makes the whole indust]

P
for

ing returns on scale. The second important

[y more efficient. Therefore, there are gains to trade
from specialising in a particular industry. Also,

industry For

these highly technical models forecasted the likelihoods of

P by p p
improved pool of skilled labour and infrastructure.

firms specialise in Silicon Valley, leading to

_3.1.10. International Product Life Cycle (PLC) Theory °’

The interational product life cycle theory of trade is given by
along the life cycle, there is a shift in their location of producti¢

ymond Vernon. It states that as the products move

n. The international product life cycle theory has four
stages namely introduction, growth, maturity and decline. All

Table 3.2: International Changes d;

stages are highlighted below (table 3.2):

uring Product’s Life Cycle

Stages
Basis Introduction Growth Maturity Decline
P In i ing  orfln  innovating  and 1IN nations. Mostly in
Location industrial nation. i ial nations. developing
economies.
Market Mostly in innovating|1) Mostly in industrial nations. 1) Growth + in{ 1) Mostly in|
Location nation, with  the[2)Due to the repl of] ping nations. ping
provision of exports. exports by foreign production in|2) Certain decline in| nations.
some markets, there § a shift in|  industrial nations.  |2) Certain
export markets. developing
nations export.
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ets| 1) Deman
Competitive |[1) Position of near|1) Demand grows rapidly. I)DCE;"udd & decline. -
Factors monopoly. 2) Increase in the number of| stabiliseC. in the|2) Price is the maj
2)Instead  of price,| competitors. 2) Decrease tool.
es are based on|3) Some’ competitors start to cut 3
uniqueness. o | theirprices. mpe ;
3) The characteristics'of|4) Standardised products. 3) P;ﬁulmy i
products evolve. 5eveloil\ nation
Production 1) Production runs are| 1) Increase in capital input. \)pse of hlri: ca
Technology short. 2) Standardised methods. inputs X
2) The methods evolve pr.oducuon dardbisedA
as products evolve. 2) nghl'y stan s
3)High !abour input 3) Req\l\l’el‘:;‘l;l
and labour skills| labour skills.
relative to capital
input.

3.1.10.1. Assumptions of International Product Life Cy(:,le Theory .
Development of a new product is based on certain actual or perceived monopolistic beneﬁll.s.
1) The needs and opportunities of the domestic market induce the need for a new product.

e ticaA 1 *s is known to the
2) No information about the market d of ped or ping country’s is
isati hich is innovating. 1 gcie . er
3) %g:n_lsauon_w " Grganisti gof loped countries face different environment at home from oth
g Org;
developed industrialised countries. . i 5
4) The exi of itors results in prod: of exp p

5) Capital rich countricsrdevelop new products at first.

3.1.10.2. Stages of International Product Life Cycle . .
The main causcgbehind development of a new product is the need and opportunity available for it in the n;ar:l:;
This implies that an Indian organisation is most likely to indulge into new produ'ct d;velapmem for the In e
market, a Chinese organisation for the Chinese market, and so on. A combination of several forces i

it of engi and sci income levels, and high demand of consumers are the reason

y to develop new products in industrial countries. i .

Stage 1: Introductory Stage: As soon as a new product is created, an organisation can carry out its production
at any place in the world. Generally, the introductory stage or the initial production takes place in the .homc
country to save transportation overheads and get instant feedback. Organisations can also sell off a portion of
the surplus produce in overseas market where consumers have the income to purchase new products.
Inthe i y stage, the p

for e of

process can be more labour-intensive. The production process has to be
dynamic enough to allow quick changes in product features according to the market feedback as the product is
not standardised yet. In other words, more labour has to be employed in place of capital based automated
production. The machinery and equip required for large scale production are generally developed after the
product technology, when rapid expansion of sales takes place in the growth stage to meet the high costs of
hinery develop for new p ion process. The industrial countries having high labour costs and
labour force which is skilled even before the standardisation of production, is most likely to witness early
production. In case of high production costs due to costly labour, the organisations sometimes shift the cost
burden on the customers, who do not want to delay their purchase in anticipation of future price-falls.
Stage 2: Growth Stage: This stage marks the entrance of i and iderably high d ds in
overseas markets of developed countries. The increased demand is at such level that the organisation might
think of starting to manufacture in a foreign location to cut down on transportation costs. However, the entire
produce stays completely in the foreign country with the additional production unit. If the prometer is in

country X and the additional production unit is in country Y. The following reasons will encourage the
producers in country X to sell the product in country Y:

1) Product’s increased demand in the market of country Y.
2) Need for introducing unique variants of products for local consumers.
3) High costs due to challenges of production in start-ups.

2
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There are ample amount of in
to rapid sales growth both |
by the competitors with
product technology. As a
degree than the previous
their export volumes but
in producing locally.

centives for organisations at this stage to improve the process technology due
ocally and internationally. But, the wide array of variations in products offered
an aim to dominate the market refrain the organisations from improving their
result, the production process still remains labour intensive but slightly lesser in
stage. In the growth stage, the countries who are original exporters will boost
will have to let go of some significarit export markets due to competitors engaging

Stage 3: Maturity Stage:

The global demand tends to stabilise at this stage irrespective of the ups and
downs of demand in v.

arious countries. In order to standardise the product models, the producers
sometimes undergo complete transformation, which results into the producer’s cost advantage. Also, due to
the lengthened production funs, per unit cost is reduced which enh demand in developing markets.
Due to globalisation of markets and technologies, the innovator country does not enjoy a production
advantage anymore. It is beneficial for the producers to shift towards developing countries due to
availability of cheap and unskilled labour for capital-intensive processes. In addition, the foreign
production takes over the exports from the innovator country.

Stage 4: Decline Stage: In the last stage, i.e., decline, the
developed countries as compared to developing countries due
for new and improved products. Till this stage arrives,
countries and is exported to small and specific markets
innovator country which used to export the product is now

product loses its demand more rapidly in the
to the increased demand of wealthy consumers
the entire production is carried out in developing
of the developing countries. This means that the
turned into an importer.

3.1.10.3. Importance of Product Life Cycle Theory
The PLC theory claims that the geographical location in which the product is launched influences the trade

patterns. H . its predictability has declined steeply from 1945-75 due to integration of worldwide
economy. The following points highlight the importance of PLC theory:

1) Advantageous for Innovative Countries: The innovative countries are likely to reap additional benefits
from the PLC theory. These countries can benefit significantly by striking a balance between the
technological innovation rate and the diffusion rate of technology to other countries. Failing to maintain this
stability results in fall in trade benefits. However, it’s worth ioning that rapid globalisation has boosted
the diffusion rate of technology.

2) Sustains Competitive Drive: Throggh PLC theory, an org ly strives for i ion
which keeps it one step ahead of the competitors and helps in maintaining its competitiveness.

Stimulates Trade: Being majorly based upon the traditional marketing theory of a product’s life cycle, this
theory defines the basic motivations for trade among nations distinctly. It searches out for the trade
opportunity of a product throughout the four phases of the life cycle right from the innovation stage in
which a new product is produced in the domestic country and also marketed mainly in the same area.
Enhances a Country’s Comparative Advantages: The International Product Life Cycle (IPLC) theory
starts when a developed country looks to ipitalise on its technological ad in market by
selling them a new product which meets their needs. This disseminates the innovative initiatives bcyondAa
developed country’s boundaries and the developing countries also start their own production facilities. This
leads to the shift of comparative advantage towards devel ping countries from the developed ones,

3)

4

=

3.1.104. Limitations of International Product life Cycle Theory

The limitations of international product life cycle are explained below:

1) Vernon assumed that the technology diffusion takes place at a rate through which it can generate temporary
differences between countries in terms of their access and usage of new technology. But such an
assumption became invalid by the latter part of the 1970s. There was a drop in the differences in income
b developed countries. Imitation of products by petitors was « ing at a rapid speed.
Moreover, production facilities were established in different countries by the MNCs. This allowed thém to
simultancously market their products in different countries. Relocation of plants and factories became
difficult as investments were made in the existing production facilities.

‘Theories of International Business (Module 3) ]

A d

2) This theory assumes that firms first produce in a single country. Then they export their products to different

countries and then finally, they set-up their production facilities at different countries. The scenario of
business completely changed during 1950-1960. The organisational

and relationships with the
ppliers became more licated. The balance between FDI and exports was basic and a greater number
of modes of entry existed.
3) Capturing the technology in the basic of

! ] e perations and capital equipment was assumed under this model.
Various d on unit cost, standardisation and labour intensity were reinforced by this assumption.
According to this theory, the various stages of intemational product life cycle are distinct and occur in a
systematic order. A study conducted by Vernon stated that the ies designed by organisations are
oriented towards product technol gy- The behaviour of or i ploying advanced technologies is
different from the ones which employ less advanced technologies. Therefore, greater investments in the
R&D would enable the organisations to revamp their technologies and enhance the quality of their products.
5) This theory cannot be used to predict futur= changes due to its simplicity. Determining the product’s phase
in the life cycle is generally not very easy. Moreover, the impact of several factors is reflected on a single

stage of the life cycle. This either hinders or improves the rate of sale of products and hence makes it
difficult to actually know the real cause behind it.

The country level was mainly emphasised by Vernon. The relationship between country level and
organisation lacked appropriate structure. In fact, he did not favour the consumer aspect but the product
aspect of the life cycle, in tum focussing on the aspect of supply. It is improper to sell ‘old” products in
markets that are not much developed; especially, when there is worldwide accessibility of information and
the cost of transportation for imports is not high.
7) Apart from average income consumers, a aumber of other se.

rising g of global were not consid

4

6

<

gments constitute the foreign markets. These
under the study of Vernon.

3.1.11. Porter’s National Competitive Advantage Theory: Porter’s Diamond Model

The early trade theory emphasised mainly on the country and the natural resources possessed by it which build
the country’s competitiveness. However, with the evolution of trade and its theories, the emphasis is now laid
upon the product and the industry. Michael Porter in 1990 published the ofa h which defined

the reasons for success and failure of es in ‘The research outlined four points which

countries should focus upon to be successful in international markets. These points are also collectively called
Porter’s Diamond Model as illustrated in the figure below.

Figure 3.4: Porter’s Diamond Model for Competitiveness

3.11L1. Components of Porter’s Diamond Model B
According to Porter, the ability of innovation and upgradation of an inc#ustry derives the competitiveness of
the country in which it is operating. Porter referred innovation as a key fo competitive_ne.ss. he also stated
that competitiveness fosters primarily due to inovation. A firm should|nbcessarily equip itself with all th:
constituents of comnetition that can inflnenre the it - - skt £ o e
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develop the competitiveness of the country also.
as “the di: of nati d
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Portet classified all such factors under four main

n
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-
Two additional factors which impact the competitiveness are Chance and Government.

e

omp ge”. Figure 3.4 illustrates the components of Porter's 1) Role of Chance: Chance factors are very important factors, which may tun the table for the compcl-:‘(::
‘Diamond model as well as other factors which also play ag important role. Al four components are inter- companies. I other words, it can either abolish one’s competitive edge, or at the same time it can P
related and hence affect each other. )

b - - -
very advantageous to other companies. Following factors can be referred to as chance factors: ? -
i) Inventions and discoveries,

ii) Change in political environment of home as well as host countries,

Additi all the four get affected by goverpment and chance factors.
1) Factor Conditions: In order to compete in an industry, hbw suitable and appropriate a country’s factors of
production are, derives the factor conditions of that countr

y. Porter also pointed out that the factor condition
isani it

p source of

United States have comp

p of a country, yet it is not a lone factor responsible for it. This fact
is also advocated by two theories of trade, i.¢., factor pro

porter, factor conditions do not mean that only acquirin
factor conditions also refer to regular updation and optimy

portion theory and classical theory. According to
b the necessary factors of production, rather the
fn management of it.

conditions which resulted in this p

ge over other

in the field of biotechnology. The factor
st techingl .

economic methods of capital generation, etc.

2) Demand Conditions: Demand condition refers to the
should necessarily face in its home market. Only those

presence of various

ertain intensity of competition that a company

can gain conipeti ge, which
can perform considerably well in their local markets, becapse local markets are usually very demanding and
very competitive. Porter concludes that, it's the d d that derive itiveness in the
market, not the market size. Because demand of custome]

fs forces the companies to innovate and improve
its services. Porter refers the demanding customers as char]

The camera of Japan launched ad

pcter of the market.

varfants of cameras with improved technology and
quality only because the camera customers in Japan ar] and d ding. Similar}

of parti region of North

Europe were

welk-informed

13 the
ety fond of cellular phones, which enforced the
mobile phone companies of that area to heavily inves

Companies had to take that step much prior to when demd
of the world, only because of the highly demanding local

in jmproved technologies of mobile phones.
ind for such products was not there in other parts

hmarket. Those companies wese Nokia, Ericsson,
and Motorola, which later became major companies of cell

3) Related and Supporting Industries: This

phone industry on global platform.

related industries to the firm, and their competitiv

of Porter’s Diamond model considers suppliers and

eness fas well. Because firms and industries working
together with other related firms and industries migh)

g close relati ps with
product between them. These relation:
participate in it.

Among all the components of Porter's Diamond model, t

derive the advantage of synergic effect by

ppliers, other firms, and by quick movement of information and
ships prove to be more beneficial, if firms and suppliers willingly

is component is most applicable of all. Various
examples illustrates this fact, such as, relationship of tdxtile and apparel industry of Germany, which
produces quality products in markets of fabric, needles| of sewing machine, and various other textile
machinery. Similarly, steel industry of Sweden is well-kno}

made up of steel, e.g., cutting tools, ball bearing, etc.

4) Firm Strategy, Structure, and Rivalry: The conditions

vn, which provides advantage to all the products

f a country may either facilitate or obstruct the
ability of a firm to establish it and to compete with internat

strategy which can be successful everywhere and in ev
company, which can take appropriate steps and adjust itse

at different times.

Porter analysed that in Germany and J;

apan, majority of top 1
in United States people from finance specialisati i

jonal firms. According to Porter, there is no such
Ty situation. I requires a prompt and flexible
f in different countries, different situations, and

are engil whereas

and technology based industri

he concluded that the firms of Japan and Germany are ore inclined towards improvement of product
design and manufacturing processes, and the firms of Un

financial returns. He also stated that such ideology of

mnjo; part of top mmugcmm't. With this fact,

ted States are more concerned with short-term
(U.S. hampered the competitiveness, as far as

i

iii) Wars, P

iv) Major changes in exchange rates and other economic environment,”
v) Fluctuations in prices of inputs, e.g. increase in prices of oil,
vi) Sudden hike in demand, H

vii) Significant i

in technological envi

2) Role of Government: All the components of Porter’s Diamond model can be affected by Government and
its decisions. Such decisions of g are:
i) Grants and subsidies,
ii) Policies and procedures of education sector,
iii) Defining certain rules and benchmarks for local products,
iv) Amend in Jaws and provisions related to tax,
v) Changes in competition laws.

3.1.11.2. Limitations of Porter’s Diamond Theory a

Tt cannot be taken for granted, that an industry will surely prosper in the geographical area where all Lh'e four

components are available because different businesses may have different set of conditions. Accorc_h'ng o

comparative advantage theory, due to limited resources in a country, companies may.become c:o}npe,uuvri l:\

selective industries while leaving the others. But, in such cases also those companies may enjoy 'nbso ute
advantage. For example, Switzerland would have been successful if it had a sound mnﬂ. corflpum' industry,
because the'conditions of Switzerland were f ble for it. But it is known for its scientific instruments gnd
watches. Hence, it decided to secure the position which it already had in the world market, instead of diverting
its skilled workforce to an entirely different industry.

Companies are becoming very much capable of factors of production, knowledgt .about the global
market, and finished goods from overseas. And this possesses another limitation of Porter’s Diamond model. It
can be explained with the help of following situations: i .

1) Competition is not only limited to domestic markets now, and this situation lead to considerably high

exports in Asia. Indeed, few Japan based companies are selling major portion of its production in foreign
countries only, e.g., Fujitech, Uniden, etc.

2) Scope of companies in today’s world have increased to such an extent that they are not dependent only on
domestic factors of production. As almost every factor condition has become movable on global platform.

3) Another essential component of diamond model is related and supporting industries. But, due to easier
norms of import and ad d portati panies acquire related parts and products easily from
abroad. Assembling of products by bringing its components from different countries is also in trend.

4) Competition and rivalry is not remained limited to one’s home country, while companies also react to the
activities of foreign rivals. .

Hence, it can be said that, absence of any one component of diamond model will not affect the competitive
efficiency of a firm on a global platform.

3.L12. Global Strategic Rivalry Theory '
~ The Global Strategic Rivalry Theory of i ional trade was developed in the 1980s by such economists as

Paul Krugman and Kevin Lancaster as a means to ‘examine the impact on trade flows arising from global
strategic rivalry between Multi-National Corporations. It expl

should exploit their competitive advantage globally and try to keep it sustainable. According 1o this view, firms

struggle to develop some i p antage, which they can then exploit to dominate the global
marketplace. Like Linder’s approach, global strategic rivalry theory predicts that intraindustry trade will be

p the notion that in order to stay viable, firms
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commonplace. It focuses, however, on strategic decisions that firms adopt as they compete internationally.
These decisions affect both international trade and international investment. Companies such as Caterpillar
and Komatsu, Unilever and Protect & Gamble, and Toyota and Ford continually play cat-mouse games with
one another on a global basis as they attempt to leverage their own strengths and neutralize thosc ‘of their rivals.

Firms will encounter global competition in their industries and in order to prosper, they must develop
competitive advantages. The critical ways that firms can obtain a sustainable competitive advantage are
called the barriers to entry for that industry. The barriers to entry refer to the obstacles a new firm may face
when trying to enter into an industry or new market.

The barriers to entry that corporations may seek to optimize include:

1) Research and development,

2) The ownership of intellectual property rights,

3) Economies of scale,

4)  Unique business processes or methods as well as extensive experience in the industry, and
5) The control of resources or favorable access to raw materials.

3.1.13. Review on Trade Theories

The benefits of entering into international trade are explained under international trade theories. The trends of
international trade happening around the world are also explained under them. Free trade is emphasised in the
theories of Heckscher-Ohlin, Ricardo and Smith. However, intervention of the government to put restriction or
free trade is supported by the New Trade theory and the Mercantilist Doctrine.

Essence of different international trade theories is given below:

1) According to Mercantilists, a trade surplus was in the best interest of a nation. According to them, trade
Wwas a zero-sum game where the gains of a particular country result in the other country’s losses.

2) As per the Absolute Advantage Theory, there is a difference in the ability of nations to produce goods
in an efficient manner. Moreover, only those goods should be produced by nations in which they hold
absolute advantage.

3) According to the Comparative Advantage Theory: :

i) Those goods should be produced by nations which they hold specialisation in or can produce in an
efficient manner. Further, those goods should be purchased by nations which they cannot produce in an

efficient manner. .
ii) As per this theory, trade is considered as a positive-sum game, as in there is an increase in the overall

production of the world due to free trade.
iii) Also, growth is registered by an economy when it engages itself in free trade. As a result, profits are
generated. This claim is also supported by some experimental evidence.

4) According to the Theory of Heckscher-Ohlin, the variations in the Factor Endowment determine the
international trade patterns. As per its prediction, goods that use local factors of production intensively are
exported whereas goods that use local scarce factors of production intensively are imported.

5) According to the Theory of Product Lifecycle, the location of introduction of a new product influences the
patterns of trade. However, as the world economy is becoming integrated, the theory of product lifecycle is
losing its predictive nature.

6) Itis stated by the New Trade Theory that: .

- i) Through trade, countries can attain specialisation in producing goods, decreasing the production costs

of such goods and achieving economies of scale. It also enables a nation to purchase those goods which
it does not specialise in producing. As a result, there is an increase in the number of goods for
consumers to choose from. This in turn lowers the average cost of goods. .

ii) According to the new trade theory, such industries where considerable economies of scale is achieved,
suggest that a few organisations will be supported by the world market; nations may indulge in exports
only because an organisation in that industry was already engaged in exports.

iii) The concept of strategic trade policy is promoted by some theorists of new trade. They argue that the
subsidies offered by the government may encourage local ofganisations to get involved in exports.




