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Brief Introduction to International Trade

Learning Objectives

2 Define international trade
2 Understand the reasons, benefits and some basic concepts of

international trade

2 Review briefly the main international trade policy and theory g
| ]

I What is international trade? o

International trade, also known as world trade, foreign trade, overseas trade,

import and export trade, is the fair and deliberate exchange of goods and services
across international boundaries® or territories. It concerns trade operations of both
import and export and includes the purchase and sale for both visible® and invisible
commodities. |

International trade involves activities across international boundaries and
territories. However, it is in principle not different from domestic trade as the
motivation® and the behavior of trade parties involved in a trade does not differ

fundamentally depending on whether trade is across a border or not. The main

® boundary [baunderi] n.#1 F, 2> FL
@ visible ['vizebl] a. HIEH
® motivation [moutiveifon] n. zh#l



@ Practical International Trade

difference is that international trade is typically more costly and complicated than
domestic trade, and special problems may arise, which are not normally experienced
when trading at home. The reason is that trade between foreign countries will have the
peculiarities® such as differences in language, culture, currency, technical
specification for goods and requirements as well as tariff barriers such as custom
duties, exchange restrictions, fixed quotas and other tariff barriers, and complexity in

documentations, transportation and insurance.

Brainstorm: Why do countries trade with one another nowadays?

II. Why international trade occurs and what are its benefits? @

As is discussed, international trade is typically more costly and complicated than

domestic trade. Then why do modern countries trade with one another? It’s because
more and more businesses, consumers and governments realize that their lives are
increasingly affected, not just by what goes on in their own town, state or country,
but also by what is happening around the world. Increasing international trade plays
an important role in the continuance® of globalization. International trade is a major
source of economic revenue® for any nation that is considered a world power.

There are various reasons why international trade occurs. Basically,
advantageous® trade can occur between countries if the countries differ in their
technological abilities to produce goods and services, in résource endowments such as
the skills and abilities of a country’s workforce, the available natural resources, etc.
and if demands or preferences differ between countries. On the other hand, the
existence of economies of scale in production is sufficient to generate such
advantageous trade, while government tax and subsidy programs can be sufficient to
generate advantages in production of certain products.

As to benefits of international trade, it is straightforward. That is by
international trade we can greatly improve the quality of our life. For example, as
consumers we can buy goods and services from all over the world in our local shops.
As business owners we have new opportunities to expand our markets by selling in a
multitude of other foreign countries.

peculiarity [pikjuilizeriti] n. 454
continuance [ kentinjusns] n. $%%4E
revenue [‘revinjur]n. WA ;W25
advantageous [ jeedventeidzes] a. # F|
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Brief Introduction to International Trade

Brainstorm: Please list the advantages and disadvantages of international trade for

a certain country, and analyze the reasons.

| III Basic concepts” in international trade

t

To have a better and thorough understanding of international trade, we need to
have an idea of some basic concepts first.

1. Visible trade and invisible trade _ _ _

Visible trade refers to the exchange of physically tangible goods between
countries, involving the export, import, and re-export of goods at various stages of
production. It is distinguished from invisible trade, which involves the export and
import of physically intangible items such as services. Basic categories of invisible
trade include services (receipts and payments arising from activities such as customer
service, shipping or insurance); income from foreign investment in the form of
interest, profits, and dividends; private or government transfers of money from one

country to another; and intellectual property and patents.

2. Import trade, export trade and entrepot trade

o Gen QRO

When goods or services are sold from foreign countries to the domestic consumers
in a legitimate fashion, the exchange is import trade. However, when goods or
services are provided to foreign consumers by domestic producers in a legitimate
fashion, it is export trade. Given certain reason, the exchange of goods or services
does not happen directly between the producers and consumers, but via a third party.

Under this circumstance, the trading activity is called entrepot trade.

3. Spot exchange trade & barter trade

w4 EBER

Spot exchange trade, also called “trade by free settlement”, is trade with
immediate currency transactions. The premise® is that as instrument of payment the
currency could be freely exchanged in the world financial market. Barter trade refers

to the direct exchange of goods or services without involvement of payment of

@ concept [ konsept]n. &
@ premise ['premis] n. BT
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currency or the third party.

4. Value of foreign trade, balance of trade & quantum of foreign trade _ _ _

Value of foreign trade means the total value of imports and exports of a country at
a certain period of time. It is usually expressed with a nation’s CUrrency or currency
for international use. The UN usually uses U.S. dollars. To have the statistics of
visible commodities, value of export trade is calculated with FOB, while value of
import trade with CIF. Invisible commodity is not required to declare to the custom.
Therefore, there’s no custom statistics.

Balance of trade is the difference between the monetary value of exports and
imports in an economy over a certain period of time. A favorable balance of trade is
known as trade surplus (Exports > Imports), or excess of export over import; an
unfavorable balance of trade is known as trade deficit (Exports<Imports) , or excess
of import over export, or informally, a trade gap. Trade balance (Exports=Imports)
means exporting is equal to what is imported. Given the fluctuation® in the value of
currency, monetary value of foreign trade fails to exactly express the real scale of a
nation’s overseas trade. It also prevents the direct comparison of foreign trade at
different period of time. To avoid the influence, trade index is used. It means that the
value of foreign trade is calculated using a fixed price at a certain period of time as
standard price. The formula is quantum of foreign trade= the fixed export and import

price index / volume of export and import.

5. Terms of trade il

Terms of trade, or TOT, are the relative prices of a country’s export to import.
In the simplified case of two countries and two commodities, terms of trade is defined
as the ratio? of the price a country receives for its export commodity to the price it
pays for its import commodity. Export and import price indices (PX & PM) are used to
calculate the ratio.

6.Ratio of dependence® on foreign trade

CE 0]

Foreign trade dependence, FTD, also called ratio of dependence on foreign
trade, is the indicator of a country’s dependence of national economy on its import
and export trade. It is expressed usually by a ratio between the total value of import

@ fluctuation [ flaktjueifon] n. P Eh
@ ratio ['reifisu] n. =
® dependence [dipendens] n. {Kifi



Brief Introduction to International Trade

and export and the GNP (or GDP) at a certain period. The bigger the ratio means the
heavier the dependence. Given the differences in economic development, trade
policies and size of the domestic markets, FTD differs with countries. The formula for
FTD is FTD= (EX+IM) / GNP(GDP). According to the flow of trade, we can divide
FTD into export dependence, in short ED, and import dependence, in short ID.
Therefore, ED=EX / GNP(GDP); ID= IM / GNP(GDP).

/"IV. Main theories of international trade e

Starting from slave society and feudal society, there was trade across boundaries

and territories. It gradually expanded with the development in production and further
international labor division. During the course, a variety of models and theories are
described which offer a reason in theory for trade and the expected effects of trade on
prices, profits, incomes and individual welfare.

The Mercantilism®

Mercantilism developed at a time when the European economy was in transition.
At that time, the capitalist mode of production had not been established. However,
technological changes in shipping and the growth of urban centers led to a rapid
increase in international trade. Of course, the introduction of double-entry
bookkeeping and modern accounting as well as the discovery of America played a great
role. The former made very clear the inflow and outflow of trade, thus giving the
balance of trade a close scrutiny, while the latter opened new markets and propelled®
foreign trade.

Development of the Mercantilism experienced two stages, the early time and a
later period. During the early time, focus was on “balance of currency”. It was in fact
bullionism®. The representative scholar was Britain’s William Stafford (1554—1612).
During the later period focus was placed on “balance of trade”. It was the real
Mercantilism, a representative scholar of which was England’s Thomas Mun (1574 —
1641). Thomas Mun’s representative works, England’ s Treasure by Foreign Trade was
regarded as “the Holy Bible of the Mercantilism” by Marx.

Main arguments of the Mercantilism are the prosperity® of a nation depends
primarily upon the possession of precious metals such as gold and silver, the volume of
the world economy and international trade is unchangeable, and foreign trade is the

Mercantilism ['moikontailizom] n. TR E X

propel [propel] v.

bullionism ['buljenizom] n. £BEHREX, ELE X
prosperity [ prosperiti |n. %3
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Practical International Trade

real source of a nation’s economic assets. Therefore, to become wealthy and prevent

pauperization, the best way is to encourage exports, but discourage imports through
the erection of tariff barriers, keep positive trade balances, and control capital
movement.

Mercantilism once played an important role in the history. However, the policy
restricted research on circulation of commodity, mistakenly holding that wealth and
benefits are obtained through circulation of commodity. It also confused wealth with
money. Besides, Mercantilists believed one nation’ s gain was only achieved by
another nation’s loss; the trade between states was a “zero sum game”. They failed to
understand the notions of absolute advantage and comparative advantage, the real
benefits of trade and the impossibility of constant positive trade balances.

The Absolute Advantage

Capitalism rapidly developed after the 17th century in Western Europe. Merchant
capital constantly expanded its position in social economy. Afterwards in between
1648 and 1789 bourgeois revolution erupted one after another in England and France.
The economical research also shifted from the circulation of commodity to the
production. This leads to the declining of the mercantilism and the rise of the period
of free trade

The notion of division of labor across borders and free trade was first proposed by
Adam Smith (1723—1790) in his representative works An Inquiry into the Nature and
Cause of the Nations , in short Wealth of Nations, in 1776. According to Adam Smith,
theoretical basis of division of labor was absolute advantage or absolute cost. Absolute
advantage came from natural endowment or later favorable conditions of a state.
Proper division of labor enhanced the labor productivity, and promoted the public
wealth. Therefore, Adam Smith believed a country has an absolute advantage over
another in producing a goods, if it can produce that goods using fewer resources than
another country.

However, principles of absolute advantage merely explain the special shape of
foreign trade. That is benefits could be obtained when a state has absolute advantage
over another state. It didn’t touch whether benefits could be acquired when absolute
advantage is not available.

The Comparative Cost Doctrine (the Comparative Advantage)

From absolute advantage, British economist David Ricardo (1772 — 1823) argued
about the comparative advantage. Principles of comparative advantage argued for the
first time that benefits from foreign trade was not limited to the availability of
absolute advantage. What matters is not absolute cost, but the opportunity cost of
production. A country should specialize in products and services in which it has a
comparative advantage. It should trade with another country for products in which the
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other country has a comparative advantage. In this way both countries become better
off and gain from division of labor and trade.

Ricardo’ comparative advantage is highly valued and significant. It symbolizes
the establishment of the theory of international trade. From the view point of history,
comparative advantage provides the theoretical foundation for free trade. However,
limitation to the theory still exists. For example, methods which the theory used for
analysis is static, neglecting the dynamic situation. Generally, the theory explained
why benefits could be gained even there is only comparative advantage. But it did not
touch issues such as how much benefit they would gain, how benefit of trade would be
allocated and how countries would differ in their labor cost. Besides, it believed that
labor was the only production factor; that it was homogenous; and it was evenly used
in all products, so value of a product depends on the labor value. Obviously it fails to
address all issues in practical trade.

The Heckscher— Ohlin Theory (Factor Proportions Trade Theory)

Factor Proportion Theory is most commonly known as the Heckscher — Ohlin
Theory. It was originally developed by Eli Heckscher (in 1919), and continued by
Bertil Ohlin(in 1933) . Thus it was sometimes called the “Heckscher—Ohlin (or H—O)
model”. Many elaborations® of the model were provided by Paul Samuelson after the
1930s and thus sometimes the model is referred to as the Heckscher — Ohlin —
Samuelson (or HOS) model or simply the more generic “Factor Proportions model.”

The logic of the model is straightforward®. That is a country should choose what
to produce and trade on the basis of the relative scarcity® of labor, land, and capital.
Basically, on this view the relative scarcity of a factor or factors determines the
comparative advantage of the country. According to Heckscher and Ohlin, a country
can produce relatively more cheaply the commodity which uses relatively intensively
(in the production process) (factor intensity) the factor with which the country is
relatively abundantly endowed (factor abundance). So the H— O theory predicts the
pattern of trade between countries based on the characteristics of the countries. A
capital-abundant country will export the capital-intensive goods while the labor-
abundant country will export the labor-intensive goods.

In fact, the trade theories of both Ricardo and Heckscher — Ohlin are based on
the concept of comparative advantage. From the view point of theoretic system, the
theory of Heckscher — Ohlin is more thorough. However, there are flaws in the
Heckscher—Ohlin Theory.

@ elaboration [ilsebsreifon Jn. R4
® straightforward [streitforwad] a. H#E T 4K
® scarcity ['skessiti] n. =



& \.. Practical International Trade

@ Two basic concepts in the Heckscher— Ohlin Theory are factor abundance and
factor intensity. However, degree of “abundance®” and “intensity®” are not clear.
Also, does it refer to the price or amount? .

@Trade will occur and trade will be nationally advantageous because of price
difference. However, as the result of trade, when the difference is not available, will
trade still occur?

@ The H—O model assumes that production technologies are the same. It neglects
the role technologies played in division of labor and trade. However, innovation and
advancement in technology can change the factor proportion, consequently change the
opportunity cost.

@ The H—O model focused on activities of countries with different factor
endowment, and failed to touch those with similar factor endowment and requirement
pattern.

Besides the trade policy and theory discussed above, Leontief Paradox should be
mentioned.

USA is a country which is capital-abundant while relatively scare in labor.
According to the Heckscher — Ohlin theory, USA should export the capital-intensive
commodity while import labor-intensive commodity. Professor Wassily W. Leontief
made the first serious attempt to test such conclusion in 1954. To perform the test,
Leontief used the 1947 input-output table of the US economy (He received his Nobel
Prize for his contribution to input-output analysis later). However, Leontief reached a
paradoxical conclusion that the US the most capital abundant country in the world by
any criterion exported labor-intensive commodities and imported capital-intensive
commodities. It was then believed that the Heckscher — Ohlin theory failed to truly
explain the reason of the structure and flow of commodity in international trade. This
result has come to be known as the Leontief Paradox.

E | Summary g

The world has a Ifong and rich history of international trade. In fact, trading

among nations can be traced back to the earliest civilizations. These and other early
civilizations recognized that trade has a close and direct tie to an improved quality of
life for the citizens of all the partners. Today, the practice of trade among nations is
growing by leaps and bounds. There is hardly a person on earth who has not been
influenced in some way by the growing trade among nations. It is safe to say that
nearly every person on earth has benefited from international trading activities.
Therefore, it will be interesting and important to understand international trade no

@ abundance [e&bandons]n. FE#H
@ intensity [intensiti]n. %4



