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THE “NEW” TRADE THEORY

(K/O, CH.6)
Krugman has pioneered “new” trade theory: attempts to explain intra-industry trade.

Chs. 2-5 focused on inter-industry trade: based on comparative advantage, explained by differences in factor endowments and/or productivities.

The theorems of the H-O and “standard” models were based on a c.r.t.s. Cobb-Douglas production function, common to the world.

Krugman’s new theory explores implications of pervasive economies of scale or increasing returns.
He distinguishes 

1.  Internal economies: due to advantages of large size of firm;

2.  External economies: due to advantages of large size of the industry (and/or of the whole economy: cf. Adam Smith and Allyn Young: “The division of labour is limited by the size of the market”).

· INTERNAL ECONOMIES



=> tendency to monopoly, oligopoly, or monopolistic competition.

Main reason: High fixed costs => falling AC schedule


TC = FC  + TVC(Q)







   where Q = firm’s output
Assume, for simplicity, that MC constant, then MC = AVC = c.  

Then 
AC = F/Q  +  c

(Fig. 1)
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          mc = avc
                                                               AFC = F/Q

Fig.2 (see handout):     p1* and q1* are the profit-maximizing P and Q (where MC = MR) if a market is monopolised:

But these monopoly profits rarely go uncontested. 

=>  entry by some other firms.

=> inward shift and flattening of the demand schedule facing each of the firms. 

=>  downward pressure on prices. 

=>  P tends toward AC => monopoly profits tend to zero. 

However, under “monopolistic competition” the  equilibrium (q2*) is where AC is still significantly above the minimum AC  (and P > MC).

Fig. 3 shows these opposing pressures on price and average cost (AC) as the number of firms (n) increases:
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· Equation for price (PP) schedule: 
p = c + 1/b.n
c = MC = MR.  Price is higher than MC and MR depending on the degree of monopoly or competition.  (With perfect competition P = MC = MR).
n = # of firms:  As n( price( (the competition effect). 

b = sensitivity of a firm’s market share when it raises or lowers its price relative to competitors’ price. 

     Higher b => lower PP schedule. It reflects a higher demand elasticity for an individual firm when it changes its P relative to rivals’ P. This induces lower prices. 

 
 And in the monopolistic competition diagram (Fig.2 above), the D2 schedule would be flatter, and P would be closer to MC = MR.

Equation for Cost schedule CC:
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Recall that AC = F/Q + c

But a single average-sized firm has S/n of the overall market, S. Thus the typical Q = S/n
=> Equation for CC schedule:
AC = F.n  +  c
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F = fixed costs







c = (constant) marginal cost







S = size/sales of the industry

Thus, AC( as n(; 

         … and AC( as overall market size (S) (
 (economies-of-scale effect)

· MONOPOLISTIC COMPETITION AND TRADE

Trade => larger market size (S)

=> (i) More firms (n) sell in each country’s market than existed in the smaller home market before trade (but now with fewer firms in the world as a whole).

    (ii)  Lower price, because each firm has larger sales (Q) so long as n increases by less than the rise in S. (Each firm has sales Q = S/n.)

Fig. 4 illustrates effect of a rise in S due to trade. 
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For a given n, AC is lower as S( because AC = nF  +  c
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(Note:  Krugman’s C2 schedule does not allow for S to be further boosted by the fall in P. That would yield even greater benefits from trade.)

Thus we have more firms selling in each country, offering a wider choice to consumers, but fewer firms in the world as a whole. This means larger average size of firm, hence lower AC and lower price.

These firms compete with each other in both markets. Thus countries both import and export similar (but non-identical) products. 

This is intra-industry trade.

=> The Grubel - Lloyd index:


 
GL  =  (Xi + Mi)  -  (Xi - Mi (





Xi + Mi
With intra-industry trade there are fewer problematic income-distribution effects than with conventional inter-industry trade based on comparative advantage and differing factor intensities for the traded goods.

The greatest expansion of world trade, post-war, has been between countries that are similar to each other, not dissimilar. 

Comparative advantage theory cannot easily explain this; the monopolistic competition model can.

[Next lecture: External economies and trade]

