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The economic rise of China and 
India 
Jon Guest 

This resource provides answers to the ‘Questions and activities’ set in the article on measuring 
school performance, on pp. 30–3 of the April 2016 issue of ECONOMIC REVIEW. 

Question 1 
Explain why trade between the UK and China could still be in the interests of both countries 
even if the UK has an absolute advantage over China in the production of all goods and 
services. 

Even if the UK has an absolute advantage over China in the production of all goods and services it will 
still benefit from importing those goods from China for which the opportunity cost of producing them 
domestically is greater than the opportunity cost of them being produced in China, i.e. importing these 
goods means the quantity of other goods forgone will be lower. China also benefits for the same 
reason. Both countries also benefit if China imports those goods from the UK for which the opportunity 
cost of producing them domestically is greater than the opportunity costs of them being produced in 
the UK. Even if the UK has an absolute advantage in producing all goods and services, it will not have 
a comparative advantage in producing all goods and services. 

Question 2 
Compare and contrast the ‘trade’ and ‘technology’ explanations for the rapid increase in the 
skills premium. 

The skills premium is the ratio of graduate to non-graduate earnings. This ratio has increased rapidly 
since the 1970s.  

• The trade hypothesis states that this rising ratio is caused by the growth in international  
trade — in particular, the growth in trade with developing countries. Developing countries tend 
to export goods produced by low-skilled workers because of the cost advantages, i.e. the 
lower wage rates. As developed countries increasingly start to import these goods rather than 
producing them domestically it reduces the demand for low-skilled workers. This reduction in 
demand puts downward pressure on the wage rates for low-skilled workers. At the same time 
developed countries will tend to export more goods produced by high-skilled labour. This will 
place upward pressure on the wage rates of skilled workers. 
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• The technology hypothesis states that the rising ratio is caused by firms in developed 
countries switching production away from processes that require low-skilled labour to those 
that require high-skilled labour, i.e. using more technologically advanced methods of 
production or investing in research and development. This process of switching production 
methods is not a response to increased globalisation. 

In reality the two competing explanations may not be completely independent of one another. The 
threat of greater competition from imports may be the major reason why some firms in developed 
countries switch production methods, i.e. ‘defensive innovation’. 

Question 3 
Explain why the increasing integration of China and India into the world economy creates 
policy issues for the UK government. 

An important policy issue is how to ensure that the economic benefits from increasing trade with China 
and India are spread evenly among the whole population. One policy option is for the government to 
promote and directly invest in training. In particular, it could focus on the re-training of low-skilled 
workers. This would increase their chances of obtaining jobs in sectors where demand has risen as a 
result of the increase in trade, i.e. the UK government’s target of 3 million apprenticeships by 2020. 
Another policy option is for the government to subsidise the incomes of low-skilled workers through 
the tax and benefit system, i.e. using tax credits. Although this policy helps in the short run, it reduces 
the incentives for people to re-train in the long run.  
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