Chapter 13 Demand

1. Different tastes between countries as a determinant of
demand.

If everything on the production side of two economies is
identical, then each country will import the good for which it has

a high preference in demand.
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2. Per capita income.

Suppose that all consumers in both countries have identical
preferences, but that they are non-homogeneous. High income
consumers consume more X relative to Y than low income

consumers.

That is, X is a "luxury" and Y is a "necessity".

If the countries are identical except for factor productivity,
then the high productivity country will export Y and import X. Per

capita income becomes a basis for trade.

Estimates of income elasticities of demand

Food 0.45
Beverages and Tobacco 1.24
Clothing and Footwear 1.00
Gross Rent 1.74
Fuel and Power 0.81
House Furniture 0.76
Medical 1.91
Trans and Communication 1.72
Recreation 1.42
Education 0.87

Other 1.25
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The Linder hypothesis
Heckscher-Ohlin theory is fine for primary products.
However, manufactured goods do not exist "in nature".

Entrepreneurs create new manufactured goods in response to
perceived demand.

Demands are closely r%lated to per capita income.

After a product is introduced, where does the entrepreneur
look for additional markets?

Entrepreneurs export to markets with similar per capita
incomes.

This is suppose to help explain the large volume of trade
among the high income developed countries.
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The product cycle (Vernon)

New products are first introduced in the high income
countries ala Linder. Production must initially take place
near the market: production may require special skills, and
critical revision.

Exports begin to other high income countries.

As development proceeds, (a) exports begin to lower income
countries as incomes grow there, (b) production becomes
more standardized, requiring less skilled labor.

Eventually production shifts to the lower income countries as
producers in the high-income countries move on to the next
generation of products.

Finally, the original product may be exported back to the high
income country which first introduced it.

This theory does not necessarily contradict HO and Linder:
the high income, skilled-labor-abundant country exports the
skilled-labor intensive goods, it is that a given good is skilled-
labor intensive at one point in time, unskilled-labor intensive
later.



The Linder Hypothesis seems to explain why the high-income
developed countries trade so much, but not why the low income
countries trade so little.

The following features seem to complete the explanation.

1.

The skilled-labor and capital-intensive differentiated goods
are high income elasticity goods.

The high-income countries that produce the differentiated
manufactured goods also spend a high fraction of their
incomes on these goods. Each differentiated good is sold in
each market, so trade among the high-income countries is

very high.

The unskilled-labor abundant (poor) countries have a high
demand for the low income-¢elasticity labor-intensive goods.
So instead of exporting a lot of these goods, they are
consumed at home. The low income countries don't trade
much.

The low income countries are simply poor - they have a low
share of world income. Thus they do not trade much.

The pattern of world protection has historically been biased
against the low-income countries.

The high-income countries have high protection against the
labor-intensive manufactured exports of the low-income
countries (regarding them as a threat to local manufacturing).

The low-income countries have high protection against the
goods from the high-income countries (regarding them as
necessities).



