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I
Features of International Trade

1. Natural resources are unevenly distributed over the earth.  Different nations have different 

endowments on resources.  The endowments would affect their production capacity and types 

of goods & services produced.

2.
Production depends on specialization.  Specialization in turn encourages trade. It lowers the 

possibility of self-sufficiency and increases the level of mutual dependence among nations.

3.
International trade expands the size of the market.  Once the market size is enlarged, there is 

more chance to specialize.

II
Difficulties of International Trade

1. Many people argue that the developing nations face with an undesirable terms of trade ( the ratio of export price to import price ).  The developed nations are simply capturing gains from them.

2. Trade barriers hinders the development of international trade.

III
Economic Principle of International Trade

International trade is based on an important theory in economics.  It is called the theory of 

comparative advantage.

Absolute Advantage

A nation is said to have an absolute advantage in the production of a good if it can produce a greater quantity of the good than that of another nation, with the same amount of resources used or at the same cost.

Comparative Advantage

When a nation has a lower opportunity cost in producing a good, it is said to have a comparative advantage in the production of that good.

The theory states that if a nation specializes in the production of a good with a comparative advantage, i.e. a lower opportunity cost; more output can be produced provided that other nations do accordingly.  Nations will gain if they exchange according to this principle, provided that the exchange ratio lies within their domestic cost ( with low or even zero transportation cost ).

IV
Trade Protection


Forms of Trade Protection / Barriers
1.
Tariffs
A tariff is an import tax levied by the importing nation.  It will lead to revenue to the government.

2.
Import Quotas
Quota refers to a maximum amount of quantity set on imports within a time period.  Both tariffs and quotas have similar effects on the prices & volume of imports.  The effect of a tariff on imports depends on the price elasticity of demand for imports.  The effect of a quota is more certain.

3.
Embargo
It is a complete prohibition of trade in general.  A partial embargo refers to a prohibition of trade on certain selective commodities only.


Reasons for Trade Protection
1 Infant Industry Argument
When a domestic industry just starts to grow, it is not strong enough to face foreign competition.  It should be protected by the govt. to allow it to grow.  The developing nations always use barriers during their early stage of industrialisation.

2 Local Workers & Employment
A restriction of imports would encourage the local industries to survive.  As a result, local firms would provide more employment opportunities to workers.

V
Exchange Rates


Fixed Exchange Rate System

It refers to the system adopted by the govt. to fix the ratio between the local currency with the rest of the other currencies.

When the govt. raises the exchange value of its currency in terms of another currency under a fixed exchange rate, the local currency is said to be revalued.  The opposite case is called a devaluation.
Floating ( Flexible ) Exchange Rate System

Under this system, the exchange rates are determined by the forces of demand & supply in the free exchange market.

Whenever the exchange value of a currency falls ( either depreciates or devalues ) the prices of exports in terms of a foreign currency will fall also.  The import prices will rise.  The changes in prices of imports & exports will affect the terms of trade as well as the volume of imports & exports of the nation.  In other words, changes in exchange rates affect the pattern of inter. trade through the prices of imports & exports.

Linked Exchange Rate System In H K

The linked rate system is neither a fixed rate system nor a flexible rate system.  In fact, it is operated together with the presence of a flexible rate system in the foreign exchange market.

In September 1983, people in general lost confidence on the H K $.  They began to sell their HK$ and exchanged for other currencies, mainly the US$ which was treated as a reliable international currency.  The HK$ depreciated sharply in the foreign exchange ( forex ) market.  This would make our monetary system very unstable.  

On 17 October, 1983, the govt. implemented the linked exchange rate system to stabilize the fluctuation of the exchange rate of the HK$.

1 From then on, the forex market is still allowed to operate freely, i.e. there is a flexible exchange rate system in the open market.

2 The 2 note-issuing banks had to buy & sell the Certificates of Indebtedness at a rate fixed at HK$ 7.8 : US$ 1 ).

3 the 2 note-issuing banks agree to buy & sell US$ with the rest of all other banks at this rate ( HK$ 7.8 : US$ 1).

4 All banks are still allowed to exchange any currencies at any rates.

The Operation of The Linked Rate System

Whenever the exchange rate in the forex market is not the same as the linked rate, a process or activity called arbitrage would occur.

If the HK$ depreciates against the US$ in the forex market ( due to many reasons ), say 

HK$ 8 : US$ 1 ; there is a difference between the market rate and linked rate.  In other words, HK$ is relatively cheaper ( in terms of US$ ) in the forex market & HK$ is relatively dearer in the exchange of US$ with the Exchange Fund.

** If you are a bank in HK, what would you do ?

The resulting actions of the banks would eventually lead to a rise in the value of HK$ in the forex market.  The market rate will stay close at the linked rate.  That is why the rate set by the govt. is called a linked rate.
The linked rate system has been quite successful during these years and the government kept on declaring that it had no intention to abolish the system or to alter the linked rate in the near future.  This could avoid any speculation on the HK$ and increases the stability of the system.

There are also critics on the level of the linked rate.  The criterion of determining the linked rate is too advanced. The process of arbitrage will also affect the level of money supply in H K.  Again, the detailed treatment is too advanced.

VI
The Balance of Payments Account

A balance of payments account is a financial account of all the payments to the foreign nations and all receipts from these nations.  It is an accounting record of all transactions dealt with foreign nations, resulting in an outflow or inflow of capital.

There are 3 accounts on  the balance of payments accounting.

1 Current Account
It mainly records all the values of goods & services imported & exported in a year.  Exports lead to receipts to a nation, causing a capital inflow.  The amount is credited in the balance of payments ( B/P ) account.

Imports lead to payments and a capital outflow.  The amount is recorded in the debit side of the B/P account.

The current account is divided into visible trade and invisible trade.  A balance of trade in general refers to the balance of visible trade.



Net Export ( Import ) = Domestic Export + Re-export – Import

The current account also includes some unilateral transfers like gifts, grants and aids given to friends, relatives, organisations or govt. abroad.

2 Capital Account
It records all the inflow and outflow of capital, both in short & long terms.

Short-term Capital Movement ( More than 1 year )

They are made for temporary or speculative purposes.  They are called hot money.

Long-term Capital Movement ( More than 1 year )

They include the stocks, bonds, real estates, fixed assets and the setting-up of new firms.

Investment made by local residents to abroad causes a capital outflow.  Investment made by foreigners locally causes a capital inflow.

3 Official Reserve Or Financial Account
It records all the amount of gold & foreign reserves ( currencies ) of a nation ( which are held by the central bank ).

Every nation keeps an amount of gold & foreign currencies to pay for the deficit in the B/P account.  It is a balancing account of the other 2 accounts.

The table on next page is an example.

The Balance of Payments Accounts

	
	Debit 

(-)
	Credit (+)
	Balance

	1.
Current Account
	
	
	

	

Visible Items




Exports




Imports
	$300
	$270


	

	

Balance of visible trade
	
	
	- $30

	

Invisible Items




Exports




Improts
	60
	180
	

	

Balance of invisible trade



Net factor income from abroad



Unilateral Transfers
	50


	80
	120

50

- 80

	
Balance of the current account

	
	
	+ 60

	2.
Capital & Financial Account

I.
Capital Account


Net capital transfers and net change in non-

produced / non-financial assets

II.
Financial Account

Net change in financial non-reserve assets Net change in official reserve assets


	140


	30

50
	

	
Balance of the capital & financial account
	
	
	- 60

	OVERALL BALANCE OF PAYMENTS
	
	
	0


Before 1999, there is no official record of the flows of capital in & out of HK so that the HK government simply has no accurate results about these figures.
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