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General Introduction to International Trade

Warming-up Questions }

1. Do you know China's “Silk Road ”7? What role did it play in Ancient China?
2. What's your attitude towards exported products?

Text One
An Introduction to International Trade

The Concept of International Trade

International trade is the exchange of goods and services across national
boundaries or territories. It has existed throughout most part of the world history with
economic, social, and political importance on the rise in the past few centuries.
Industrialization, advanced transportation, globalization, multinational corporations,
and outsourcing all have gn impact on its development.

International trade represents a significant share of GDP in most of the countries.
These countries are engaged in international trade to overcome the various deficiencies
in the resources in their home country by sourcing them from the neighboring or other
countries to produce the goods and services for their needs and wants. In a modern
business world, due to globalization, international business ventures are rapidly eying
to establish their reputation firmly.

International trade is also a branch of economics, which, together with
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international finance, forms the larger branch of international economics. Thus,
increasing international trade is basic to globalization.
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Theory of International Trade

1. Ricardian Model

Ricardian Model focuses on comparative advantage and is perhaps the most
important concept in international trade theory. In Ricardian model, countries
specialize in producing what they produce best. Unlike other models, the Ricardian
framework predicts that countries will fully specialize instead of producing a bread
array of goods. Also, the Ricardian model does not directly consider factor
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endowments, such as the relative amounts of labor and capital within a country.

2. Heckscher-Ohlin Model

Heckscher-Ohlin Model argues that the pattern of international trade is
determined by differences in factor endowments. It predicts that countries will export
those goods that make intensive use of locally abundant factors and will import goods
that make intensive use of factors that are locally scarce. Empirical problems with the
H-O model, known as the Leontief paradox, were exposed in empirical tests by
Wassily Leontief who found that the United States tended to export labor intensive
goods despite having a capital abundance.

Heckscher-Ohlin model was produced as an alternative to the Ricardian model of
basic comparative advantage. Despite its greater complexity it did not prove much
more accurate in its predictions. However, from a theoretical point of view it did
provide an elegant solution by incorpoerating the meoclassical price mechanism into
international trade theory.

3. Specific Factors Model

Specific Factors Model (SF) model was originally discussed by Jacob Viner and
it is a variant of the Ricardian model. Hence the model is sometimes referred to as the
Ricardo-Viner model. The model was later developed and formalized mathematically
by Ronald Jones (1971) and Michael Mussa (1974). Jones referred to it as the 2
good — 3 factor model. Mussa developed a simple graphical depiction of the
equilibrium which can be used to portray some of the model results. lt is this view that
is presented in most textbooks.

The model's name refers to its distinguishing feature: that one factor of
production is assumed to be “specific” to a particular industry. A -specific factor is
one which is stuck in an industry or is immobile between industries in response to
changes in market conditions. A factor may be immobile between industries for a
number of reasons. Some factors may be specifically designed (in the case of
capital) or specifically trained (in the case of labor) for use in a particular production
process. In these cases it may be impossible, or at least difficult or costly, to move
these factors across industries.

The specific factor model is designed to demonstrate the effects of trade in an
economy in which one factor of production is specific to an industry. The most
interesting results pertain to the changes in the distribution of income that would arise
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as a country moves to free trade.

4. New Trade Theory

New Trade theory tries to explain several facts about trade, which the main
models above have difficulty with. These include the fact that most trade is between
countries with similar factor endowment and productivity levels, and the large amount
of multinational production which exists. In one example of this framework, the
economy exhibits monopolistic competition, and increasing returns to scale.

5. Gravity Model

The Gravity Model of trade presents a more empirical analysis of trading patterns
rather than the more theoretical models discussed above. The gravity model, in its
basic form, predicts trade based on the distance between countries and the
interaction of the countries’ economic sizes. The model mimics the Newtonian law of
gravity which also considers distance and physical size between two objects. The
model has been proven to be empirically strong through econometric analysis. Other
factors such as income level, diplomatic relationships between countries, and trade
policies are also included in expanded versions of the model.

Economic Globalization

Globalization of the economy depends on the role of human migration,
international trade, movement of capital, and integration of financial markets. The
International Monetary Fund notes the growing economic interdependence of
countries worldwide through increasing volume and variety of cross-border
transactions, free international capital flows, and more rapid and widespread
diffusion of technology.

The rise of technology has allowed the environment to be characterized as a
global one. The global economy gave business the ability to market products and
services all over the globe. It has also allowed them to develop partnerships and
alliances throughout the world, which has become essential for success in today’s
business.

Regulation of International Trade

Traditionally, trade was regulated through bilateral treaties between two nations.
For centuries under the belief in Mercantilism most nations had high tariffs and many
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restrictions on international trade. In the 19th century, especially in Britain, a belief in
free trade became paramount. This belief became the dominant thinking among
western nations since then despite the acknowledgement that adoption of the policy
coincided with the general decline of Great Britain. In the years since the Second
World War, controversial multilateral treaties like the General Agreement on Tariffs and
Trade (GATT) and World Trade Organization have attempted to create a globally
regulated trade structure. These trade agreements have often resulted in protest and
discontent with claims of unfair trade that is not mutually beneficial.

Free trade is usually most strongly supported by the most economically powerful
nations, though they often engage in selective protectionism for those fields which are
strategically important such as the protective tariffs applied to agriculture by the
United States and Europe. The Netheriands and the United Kingdom were both
strong advocates of free trade when they were economically dominant. Today the
United States, the United Kingdom, Australia and Japan are its greatest proponents.
However, many other countries such as India, China and Russia are increasingly
becoming advocates of free trade as they become more economically powerful
themselves. As tariff levels fall, there is also an increasing willingness to negotiate
non-tariff measures, including foreign direct investment, procurement and trade
facilitation. The latter looks at the transaction cost associated with meeting trade and
customs procedures.

The regulation of international trade is done through the World Trade Organization
at the global level, and through several other regional arrangements such as
MERCOSUR in South America, NAFTA between the United States, Canada and
Mexico, and the European Union between 27 independent states. The 2005 Buenos
Aires talks on the planned establishment of the Free Trade Area of the Americas
(FTAA) failed largely due to opposition from the populations of Latin American
nations. Similar agreements such as the MAI ( Multilateral Agreement on Investment )
have also failed in recent years.

Cultural Aspects of International Trade

Cultural views are in large part influenced by our environment. The ability to
communicate, socialize, negotiate and manage relationships in different cultural
environments is essential to successful global business operations. Multicultural
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effectiveness is primarily a function of knowledge, and with knowledge comes the
ability to understand and be sensitive to different cultural perceptions and beliefs.

Risks in International Trade

The risks that exist in international trade can be divided into two major groups:
e Economic risks:
Risk of insolvency of the buyer;
Risk of default;
Risk of non-acceptance;
Risk of exchange rate.
e Political risks:
Risk of cancellation or non-renewal of export or import licenses;
Risk of expropriation or confiscation of the importer's company;
Risk of the imposition of an import ban after the shipment of the goods;
Strike risks;
War risks.

Text Two
Fair Trade

If you watched the international news lately, you would have probably seen
reports about demonstrations on the streets near the meeting venues of international
organizations. In July 2001, tens of thousands of anti-globalization demonstrators
converged in the town of Genoa, ltaly where the G8 countries were holding their
annual summit. During the protests, one person was killed and hundreds injured.
Periodic demonstrations against globalization began in Seattle in December 1999,
when the World Trade Organization held its biannual ministerial meeting and
considered setting off a new round of trade liberalization discussions among its over
140 members. Afterwards, there were protests outside of the Weorld Bank and
International Monetary Fund Headquarters in Washington DC in April 2000 for their
twice-annual meeting. Next were more protests in Prague in September 2000 when
the World Bank and IMF met again. In that same month, groups also attempted to
prevent the meetings of the World Economic Forum in Meibourne, Australia. Add to
the list the summer 2001 demonstrations in Gothenberg, Sweden and Genoa ltaly and
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we can recognize a serious cause for concern.

If you listen to the complaints of demonstrators you will undoubtedly find out the
unfair actions and outcomes that are being promoted by international organizations,
multinational corporations, and individual governments. You will also see the dangers
of free trade and globalization, the exploitation of workers, the degradation of the
environment, and the growing inequality of incomes around the world. And. . . you will
hear calls or demands for “fair trade”. Indeed, the most common complaint about
globalization would seem to be that it is unfair. Free trade is unfair, the low wages
and poor working conditions of foreign workers are unfair, the lenient environmental
standards in less developed countries is unfair, the high profits of multinational
corporations is unfair, as are virtually all of the actions taken by the World Bank and
the International Monetary Fund.

However, if you listen to the arguments made by the leaders of international
institutions, multinational corporations, and others who generally favor globalization,
you will also hear arguments that use notions of fairness. For example, multinational
corporations who pay workers low wages in less developed countries will say their
wages are fairly set because they are above the *“legal” minimum wage standards.
Others argue that the alternative opportunities for these workers are much worse than
the low paying jobs themselves, which provides a chance for the improvement of their
lives that would not be possible otherwise. Supporters of the WTO will point out that
the WTO agreement allows countries to maintain policies, such as antidumping and
countervailing duties laws, that are designed to protect against unfair trade.
International organizations argue that freer trade will promote economic growth, which
in turn will raise living standards throughout the world and subsequently reduce
income inequality. It has also been shown that economically prosperous nations tend
to have cleaner environment, thus if international trade promotes economic growth, it
may also contribute to a cleaner environment. These arguments suggest that
globalization can promote better outcomes for many people and in that respect the
actions may be conceived of as equally fair.

Since the arguments against globalization and the arguments supporting
globalization both incorporate the idea of fairness, it is a valid and important question
to ask, just what does fairness really mean? The concept has left many scratching
their heads. Nonetheless the idea of fairness is an attractive one. Many individuals



