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What is International Economics?

• International economics deals with the economic and financial interdependence among 
nations

• 2 main components:

• International Trade

• International Finance

• International Economics → analyzes the flow of goods, services, payments, and monies 
between a nation and the rest of the world, the policies directed at regulating these flows, and 
their effect on the nation’s welfare



International 
Trade

Why?

Implications?How?

International Trade
Cross-border transactions involving products, i.e., exports and imports of 

goods and services



Why do nations trade?

The Economic Basis for Trade

• International trade is a way nations can specialize, increase the productivity 
of their resources, and realize a larger total output than they otherwise would.

• Rationale for trade:

1. The distribution of economic resources among nations is uneven

2. Efficient production of various goods require different technologies or 
combinations of resources

3. Products are differentiated among nations and some people prefer imports



The Economic Basis for Trade

Nations differ in:

 Distribution of Economic Resources

 Technologies

▪ Labor-Intensive Goods

▪ Capital-Intensive Goods



Example :

1. Indonesia has a large labour force and can specialize in 
labour-intensive commodities.

2. Australia has an abundance of land relative to human and 
capital resources and can cheaply produce land-intensive 
agricultural products.

3. Industrially advanced nations such as Japan are in a 
position to produce capital-intensive goods.

The Economic Basis for Trade



Revision!

Why do nations trade?



How does trade take place?

Evolution of Trade Theories
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Mercantilist Trade Theory

• Idea → wealth and power of a nation are measured in terms of the amount of gold and 
silver reserves the national treasury possesses (bullionism)

• The best way to a country’s prosperity was to make few imports and many exports

• Countries with this ideology competed to outperform each other in terms of trade 
expansion and building up bullion 

→ colonisation of resource-rich countries

→ waging war if there were signs of threats that could weaken their control over the 
trade routes and raw materials supplies



Mercantilist Trade Theory (cont.)

• Countries with large colonial empires were extremely prosperous

• Principle: colonies are expected to supply the raw materials to support the development of 
the domestic industry of their mother nations; while the manufactured and non-
manufactured goods needed in the colonies must be imported from the colonial masters

• E.g. Staples Act 1663, Trade and Navigation Acts

• Aim: maximise exports to ensure the enlargement of bullion reserves



Mercantilist Trade Theory (cont.)

Criticisms:

1) Benefitted the wealthy

2) Physiocrats→

• raised concerns about the labour rights of workers who were exploited by the trading 
communities

• overemphasis on manufacturing and commerce needs to be reduced and put more 
focus on self-sufficiency in agriculture to ensure societies’ welfare and growth



Classical Trade Theories
• Adam Smith: The Wealth of Nations

• Government regulations created unwarranted impediments to people’s daily life and their progress

• Mercantilist policy is inward-looking, biased against nations and in favour of the rich 

• Heavy restrictions on imported goods cause more harm to society than create welfare 

• The theory of absolute advantage
• What is the absolute advantage?→The ability to produce a good or service more efficiently than its 

competitors

• Countries should specialize in the production of and export the commodities in which they have an absolute 
advantage in

• 2 countries x 2 commodities

• Trade allows specialisation that would improve efficiencies 

• Both trading partners could enjoy higher levels of output and consumption



Classical Trade Theories (cont.)
The theory of absolute advantage 

Country Commodity Total output 

(units)

Steel (units) Corn (units)

A 30 60 90

B 60 30 90

World 90 90 180

Country Commodity Total output 

(units)

Steel (units) Corn (units)

A 0 120 120

B 120 0 120

World 120 120 240

Key takeaways:

• By specialization, division of labour, and trade, producers with different absolute advantages 

can always gain more 

Pre-specialization After Specialization 



Classical Trade Theories (cont.)
The comparative advantage (Ricardo)

Country Commodity Opportunity cost 

ratio

Steel (units) Corn (units)

C 200 200 1:1

D 50 100 1: 2

World 90 90 180

Steel

To produce 1 unit of steel, country C need to 

forgo 1 unit of corn  (200/200)

To produce 1 unit of steel, country D need to 

forgo 2 units of corn  (100/50)

Who has the lowest OC? 

Corn 

To produce 1 unit of corn, country C need to 

forgo 1 unit of steel  (200/200)

To produce 1 unit of corn, country D need to 

forgo 0.5 unit of steel  (50/100)

Who has the lowest OC? 

Idea→ countries should trade based on their 

ability to produce a particular good or service at a 

lower opportunity cost than their trading partners. 



Motivation:

• COVID-19 outbreak: upsurge in demand for 

medical products+ MCO + trade policies

Objective:

• Examine the comparative advantages in 

producing medical products

Main findings:

• Medicines→ in high-income countries e.g. 

Switzerland and Germany

• Medical equipment, medical supplies and PPP 

→ middle-income countries. E.g. Malaysia and 

China



Classical Trade Theories (cont.)
The Heckscher-Ohlin

• What determines the comparative advantage? → factor endowments

• A country that has an abundance of capital will have a comparative advantage in capital-
intensive products

• A country that has an abundance of labour resources will have a comparative advantage 
in labour-intensive products



Classical Trade Theories (cont.)
Implications of trade

The Samuelson → factor price equalisation

Pre-trade: in labour-abundant countries

• Price of capital is high

• Price of labour is cheaper

After-trade: in labour-abundant countries

• Price of capital is lower

• Price of labour is high

Pre-trade: in capital-abundant countries

• Price of capital is cheaper

• Price of labour is high

After-trade: in capital-abundant countries

• Price of capital is higher

• Price of labour is lower

Price of capital
C-A

L-A

Price of labour
L-A

C-A



Classical Trade Theories (cont.)
Implications of trade

The Stopler-Samuelson → factor price equalisation and income distribution

• International trade causes abundant factors to get higher returns while the owners 
of scarce factors receive lower remunerations



Modern Trade Theories

• Spencer

Comparative advantage can be created through government intervention

• Porter

A nation’s competitiveness depends on its ability to innovate constantly

National prosperity is created, not inherited 

• Linder

Country similarity theory → country trade because of similar income/taste



International Trade from the Islamic 
Perspective

One of the earliest writings on the division of labour and specialisation (Shams al-Din al-
Sarakhsi (1009-1090):

….The farmer needs the work of the weaver to get clothing for himself, and the weaver 
needs the work of the farmer to get his food and the cotton from which the cloth is made.. 
(Chapra, 2001, p.53)

Ibnu Khaldun (1332-1406), al-muqaddimah:

….it is well-known and well-established that individual human beings are not by themselves 
capable of satisfying all their economic needs. They must cooperate for this purpose. The 
needs that can be satisfied by a group of them through mutual cooperation are many times 
greater than what individuals are capable of satisfying themselves.   



Objectives of External Economic Policy

i. Preserving and promoting the economic interests of own people, priority attaching to 
need fulfilment

ii. Observing the Shari’ah rules relating to economic transactions with a view to 
ensuring justice and equity

iii. Reinforcing cooperation with the Muslim ummah, disseminating values of Islam to 
others and promoting human welfare at the global level



• Islam obligates Muslim traders to comply with shariah while conducting trade

• Motivation to earn profits is permissible but must ensure transactions and the 
method of dealings are lawful, and one’s desire to make profits would ultimately 
benefit society and improve public welfare

• Any transactions that could create greater harm than benefit to the country, 
community, and environment are forbidden in Islam

International Trade from the Islamic 
Perspective (cont.)



International Trade Policy

Free trade

• Countries can export and import without barriers/restrictions

• Advantages:
• Attracts competition; reduces the prices of the products

• Creates economies of scale of production

• Provide greater choice and services

• Generate higher income; lowers poverty level

• Allow greater mobility of factors of production; stimulates technology transfer, skill-enhancements

• Promotes innovations due to greater flow of trade circulate ideas

• Greater trading activities enhance the rule of law and strengthen the integrity of the administrative 
system, improve governance, etc



International Trade Policy (cont.)
Is Free trade good for all?

• Not necessarily 

• Some scholars found that gains from trade are not equally distributed

• Trade economists: trade needs to be complemented with well-designed policies

Islam’s views on free trade

• Islam supports free trade and natural competitions

• Prophet SAW encouraged competition and market forces to work freely without 
interference 

• However, in circumstances where free trade brings harm to society, it becomes imperative 
for the government to take action



International Trade Policy (cont.)

Trade Protectionism

• The economic policy adopted by the government to protect domestic industries from 
foreign competition by putting up barriers to trade

• Why country protect?
• Infant-industry

• Anti-dumping

• Supporting the “Buy Local Product” campaign

• Source of government revenue

• Security reasons

• Improving balance of payment







Types of Trade Barriers

Tariffs

• Import tariff

• Export tariff

Types of tariffs:

1) Applied tariff rate

2) MFN bound rate

3) Preferential tariff rate

Non-tariff

• Quota

• Tariff-rate quota

• Voluntary Export Restraints 
(VER)

• Subsidies 

• Standards 



Example of Voluntary Export Restraints (VERs)



Islamic perspective on trade protectionism

• Trade restrictions are allowed

• Any policy action requires strong justifications and careful consideration of all 
aspects before its implementation

• E.g. Import duties were imposed during Caliph’s Umar administration as a 
response to complaints made by traders that duties are being imposed on 
them at entry points of foreign markets (Mannan et. A, 1992)

• Must place priority on maslahah (public interest) and the development of the 
country as a whole



Economic Integration: Trade Agreements

• Agreement between two or more nations to reduce barriers to imports 
and exports among them. 

• Goods and services can be bought and sold across international 
borders with little or no government



Stages of Economic Integration
Stages Features

Preferential Trade Agreements (PTA) • Reduction of tariffs and NTBs

Free Trade Agreement • Elimination of tariffs and NTBs

Customs Union • Elimination of tariffs and NTBs

• Common external tariffs

Common Market • Elimination of tariffs and NTBs

• Common external tariffs

• Free mobility of labour and capital

Economic Union • Elimination of tariffs and NTBs

• Common external tariffs

• Free mobility of labour and capital

• Harmonisation of economic policies and institutions

Monetary Union • Elimination of tariffs and NTBs

• Common external tariffs

• Free mobility of labour and capital

• Harmonisation of economic policies and institutions

• Single currency

• One central bank for all countries in the bloc



Classifications of Trade Agreements

Multilateral

• Historically: Multilateral approach 

• GATT was signed in 1947→ liberal multilateral trading system

• After several rounds of negotiations → WTO negotiations were in a 
deadlock, hard to achieve consensus

• Countries that have a strong interest in liberalising trade shifted their 
strategy from a multilateralism approach toward bilateral and regional FTAs



Classifications of Trade Agreements (cont.)

Regional 

• A preferential trading arrangement between countries that have 
geographical proximity in a particular region

• E.g. AFTA ( Agreement among ASEAN countries)

Bilateral 

• A preferential trading arrangement between two countries



Source: https://fta.miti.gov.my/index.php/pages/view/4?mid=23

https://fta.miti.gov.my/index.php/pages/view/4?mid=23


Source: https://fta.miti.gov.my/index.php/pages/view/4?mid=23

https://fta.miti.gov.my/index.php/pages/view/4?mid=23


Issues in trade agreements
• Rules of origin 

→used to determine whether an imported product qualifies for a preferential treatment granted by 
the trade agreement

→ ensure concessions benefit only the partners and avoid ‘back-door’ entry of non-FTA members

• Trade diversion
→FTA members shift its import from a low-cost supplier from a non-FTA member to a less 

efficient supplier from an FTA member nation

• Low utilisation of trade preferences
→ It is too cumbersome for the exporters to comply with the rules of origin

• Spaghetti-bowl syndrome 
→Overlapping FTAs membership 

→Complications to comply with ROOs



Trade Cooperation Among Muslim Countries

• Organisation of Islamic Cooperation (OIC)- 1969

• Aim→ to enhance cooperation among and promote intra-OIC 
trade through preferential trade agreements for the Muslim 
countries







Other cooperation in Muslim countries

• Developing-8 (D8 Organization for Economic Cooperation)

• Idea of cooperation among major Muslim developing countries 

(Prof. Dr. Necmettin Erbakan, Prime Minister of the Republic of Turkiye, Seminar on 
“Cooperation in Development” Istanbul, October 1996) 

• Members: Bangladesh, Egypt, Indonesia, Iran, Malaysia, Nigeria, Pakistan and 
Turkiye

• Objective: to improve member states’ position in the global economy, diversify and 
create new opportunities in trade relations, enhance participation in decision-
making at the international level, and improve standards of living.



Trends in Global Trade

Rank Countries
Value 

(USDBN)

Share 

(%)

1 China 3363.96 15.4

2 United States 1754.58 8.0

3 Germany 1631.82 7.5

4 Netherlands 835.99 3.8

5 Japan 756.03 3.5

Merchandise Exports, 2021

Source: World Development Indicator (2021)

Rank Countries
Value 

(USDBN)

Share 

(%)

16
United Arab 

Emirates
425.04 1.9

23 Malaysia 299.03 1.4

26 Saudi Arabia 258.40 1.2

27 Indonesia 229.85 1.1

29 Turkiye 225.29 1.0



Emergence of Peripheral Players
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Rank Countries

High-tech Exports 

(USDBN) Share (%)

1 China 757.68 26.57

2 Hong Kong 340.12 11.93

3 Germany 182.35 6.39

4 South Korea 163.99 5.75

5 Singapore 160.49 5.63

6 USA 141.54 4.96

7 Japan 102.75 3.60

8 Vietnam 101.53 3.56

9 Malaysia 92.11 3.23

10 Netherlands 87.14 3.06

High-technology exports, 2020

Source: World Development Indicator (2021)



Halal Trade Overview

Source: State of the Global Islamic Economy 2022 Report



Islamic Economy Trade Overview

Source: State of the Global Islamic Economy 2022 Report



Review Questions:

1) Why do nations trade from the perspective of mercantilists?

2) What was Smith’s idea on the gains from trade?

3) What are the two main categories of trade barriers?

4) What is the Islamic perspective on free trade?

5) Is protectionism allowed in Islam?


