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Chapter 1

# Introduction to
International Trade

[ Learming Gbjectives |

Knowledge Objectives:
1. Understand the concept and origin of international trade.
2. Know the theory of comparative advantage.
3. Know some basic forms of international trade.

Ability Objectives:
1. Master the definition of international trade.
2. Apply the theory of comparative advantage to trade practices.
3. Identify the visible goods and invisible goods.

The Definition of the International Trade

Trade is one of the most basic activities of
mankind. It involves the transfer of the ownership
of goods or services from one person or entity to
another in exchange for other goods or services or
for money. Trade exists in every society, every
part of the world, and in fact every day due to the
specialization and division of labor, in which most

people concentrate on a small aspect of
production, trading for other products.

Economic activity began with the caveman, who was economically self-sufficient. He did
his own hunting, found his own shelter, and provided for his own needs. One person was more
able to perform some activity than another, and therefore each person concentrated on what he
did best. While one farmed, another herded. The farmer then traded his surplus to the herdsman,
and thus each benefited from the variety of diet.

In today’s complex economic world, neither individuals nor nations are self-sufficient.
Nations have utilized different economic resources; people have developed different skills. This
is the foundation of international trade and economic activities.

International trade, also known as world trade, or overseas trade, is the fair and deliberate
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exchange of goods and services across national
boundaries. It concerns trade operations of both
import and export and includes the purchase and
sale of both visible and invisible goods, the former
of which is called trade in goods while the latter of*
which is called trade in services in the word of
WTO. Therefore, it includes not only international

trade and foreign manufacturing, but also encompasses the growing services industry in areas
such as transportation, tourism, banking, advertising, construction, retailing, wholesaling and
mass communications.

Reasons for the International Trade

In fact, international trade is more difficult and risky for a firm than domestic trade. For
example, when doing foreign trade, the exporter may not be familiar with the buyer, and thus not
know if the importer is creditworthy. In addition, political instability makes it risky to ship
merchandise abroad to certain parts of the world. However, there is a long list of reasons that
countries may want to engage in trade with one another.

The first is the lack of necessary resources because no nation has all of the commodities that
it needs. Raw materials are scattered around the world. Large deposits of copper are mined in
Peru and Congo, diamonds are mined in South Africa, and petroleum is recovered in the Middle
East. Countries rely on one another for various resources unavailable to them. For example, the
United States is a major consumer of coffee, yet it does not have the climate to grow any of its
own. Consequently, the United States must import coffee from other countries, such as Brazil,
Colombia, and Guatemala, because these countries grow coffee efficiently.

Secondly, international trade also occurs because a country often does not have enough of a
particular item to meet its needs. Although the United States is a major producer of sugar, it
consumes more than it can produce internally and thus must import sugar.

Thirdly, one nation can sell some items at a lower cost than other countries. In other words,
one country can produce certain items does not mean that it can do so at the best price. A number
of factors, such as labor force and taxes, can increase the wholesale and retail price of those
goods and services. In many cases, people prefer to obtain items elsewhere if it will reduce the
amounts that they are required to pay for them. Japan has been able to export large quantities of
radios and television sets and movie cameras because it can produce them more efficiently than
other countries. It is cheaper for the United States to buy these from Japan than to produce them
domestically.

Finally, international trade takes place because of innovation or technology. Sometimes, a
nation may have access to the raw materials that it needs, but it may lack the ability to convert
those materials into the necessary consumer products. While another nation may have a specialty
in producing what is needed. For instance, even though the United States produces more
automobiles than any other country, it still imports large quantities of autos from Germany, Japan
and Sweden, primarily because there is a market for them in the United States.
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Basic Forms of the International Trade

Visible trade, which involves the import and export of tangible goods and merchandise,
whereas invisible trade involves the exchange of services between nations.

Nations such as Greece and Norway have large maritime fleets and thus can provide
transportation service. This is a kind of invisible trade.

When an exporter arranges shipment, he rents space in the cargo compartment of a ship. The
prudent exporter purchases insurance for his cargo’s voyage. While at sea, a cargo is vulnerable
to many dangers. Thus, insurance is another service in which some nations specialize. Great
Britain, because of the development of Lloyd’s, is a leading exporter of this service, earning fees
for insuring other nations’ foreign trade.

Some nations possess little in the way of exportable commodities or manufactured goods,
but they have mild sunny climate. During the winter, the Bahamas attracts large numbers of
tourists, particularly from the northeastern United States, who spend money on hotel
accommodations, meals, taxis, and so on. Tourism, therefore, is another form of invisible trade.

Invisible trade can be as important to some nations as the export of raw materials or
commodities is to others. In both cases, the nations earn money to buy necessities.

Import is the process of purchasing goods and services from other nations while export,
opposite to import, is the process of selling goods and services to other nations. There are two
types of import, namely, direct import and indirect import. Direct import is the direct purchase of
goods and services from overseas market, while indirect import is the purchase of foreign goods
and services through middlemen.

Like import, export can be either direct or indirect. Direct export involves establishing an
export department or even an overseas sales branch, which provides a continuous presence and
easier control for the exporter in the buyer’s country but obviously means more expenses. Indirect
export sells goods and services to overseas markets through middlemen, often known as the
export agents.

Export agents seldom produce goods and merchandise on their own. Their major task is to
bring buyers (importers) and sellers (exporters) together and help them handle international
transactions. Export agents make their money from commissions of the sale of price. Through an
export agent, a company or a firm does not deal with foreign currencies or the red tape of
international marketing, which is a main advantage for a firm or a company to do export business.
However, there is also a major disadvantage for an export company. Due to the export agent must
make a profit, the price of the product must be increased or the domestic company must provide a
larger discount than it would in domestic transaction. Indirect export involves less investment and
is therefore less risky, which enables small firms with limited capital and product diversification
export very easily.

The Theory of Comparative Advantage

With the development of manufacturing and technology, there arose another incentive for
nations to exchange their products. It was found that it made economic sense for a nation to
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specialize in certain activities and produce those goods for which it had the most advantage, and
to exchange those goods for the products of other nations, which had advantages in different
fields. This trade is based on the principle of comparative advantage.

The theory of comparative advantage, also called the comparative cost theory, was
developed by David Ricardo and other economists in the 19th century. It points out that trade
between countries can be profitable for all, even if one of the countries can produce every
commodity more cheaply. As long as there are minor, relative differences in the efficiency of
producing a commodity even the poor country can have a comparative advantage in producing it.
The paradox is best illustrated by this traditional example: the best lawyer in town is also the best
typist in town. Since this lawyer cannot afford to give up precious time from legal affairs, a typist
is hired who may be less efficient than the lawyer in both legal and typing matters. But the
typist’s comparative disadvantage is least in typing. Therefore, the typist has a relative
comparative advantage in typing.

This principle is the basis of specialization into trades and occupations. At the same time,
complete specialization may never occur even when it is economically advantageous. For
strategic or domestic reasons, a country may continue to produce goods for which it does not
have an advantage. The benefits of specialization may also be affected by transport costs: goods
and raw materials have to be transported around the world and the cost of the transport narrows
the limits between which it will prove profitable to trade. Another impediment to the free flow of
goods between nations is the possible introduction of artificial barriers to trade, such as tariffs and
quotas.

«s/ NOTES
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| 2/ EXERCISES
E 3
i
I . Translate the following Chinese terms into English
H4 A2 LT IR
HAEEO E{1:2
g5 ]2t
(W3 e Tl s
A TR KB
II. Translate the following English terms into Chinese
visible trade direct import
invisible trade indirect export
6 export agent foreign manufacturing
retailing raw materials
consumer products quota

Ill. Questions

1. Do nations trade with one another?

2. What is international trade?

3. What kinds of goods should a nation specialize in producing?

4. Who developed the theory of comparative advantage? What do you think of it?
5. What is invisible trade?

6. What is indirect export?

7. Is there any difference between international trade and foreign trade?
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/_# Business Negotiation and
‘Establishment of Contract

[ Learning Objectives ]

Knowledge Objectives:
1. Know the procedure of import and export negotiation.
2. Be familiar with the inquiry correspondence in import and export
consultation.

3. Be familiar with the offer correspondence in import and export
consultation. '

4. Be familiar with principal terms and establish procedures of import
and export contracts.

Ability Objectives:
1. Complete the whole process of import and export negotiation
independently.
2. Write and accept business correspondence independently such as
inquiry, offer and counter-offer correspondence.
3. Draw up relevant clauses in a contract accurately based on the actual
transactions.

2.1 Business Negotiation

The export business negotiation is one of the most important steps in international trade
since it is the foundation of the contract, while the contract is the result of the business
negotiation.

Business negotiation is a series of dealings between the seller/exporter and the buyer/
importer in order to reach an agreement on price, payment, quantity, quality, and other terms of
conditions of a sale. Evidently, the conclusion of a sales contract results from the business
negotiation to the satisfaction of both parties.

The formulation of the export sales contract represents the conclusion of some possibly
difficult negotiations and, accordingly, particular care should be taken regarding the preparation
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of its terms, which are about the description of the
goods, about their quality, quantity, packing, price,
shipment, insurance, payment, inspection, claims,
disputes and arbitration. Only when the two
parties all agree on the various terms consulted
can the business be done and the contract of sale
be concluded.

To reach an agreement of the various terms
mentioned above in the business negotiation, in
most cases, five stages are required: enquiry, offer,
counter-offer, acceptance and conclusion of a
contract. Of course, it is not necessary to have all the five steps taken for every transaction.
Sometimes, only offer and acceptance will do. It is stipulated in the laws of some countries that
only offer and acceptance are the two required factors, failure of which will make no contract.

The whole business negotiation process, i.e., from the business negotiation to the
performance of the contract is very complicated. The contents of business negotiation shall not
only include the basic contractual rights and duties of both parties, but also include the likely
arisen disputes and the relative measures to prevent and handle them.

The two parties shall negotiate amicably on the basis of the principles of equality and mutual
benefit. The contract shall be in conformity with the regulations and requirements of relative laws
and international practices.

Business negotiations are carried out either by writing or verbally. When business
negotiation is done by writing, communications by letter, by cable, by telex or by e-mail are the
usual means that traders use. In practice, letter-writing plays a vital part, and that is why a
prosperous trader always has a great deal of correspondence to deal with. When business
negotiation is done verbally, traders talk about the terms or conditions of a sale with each other, in
person or by telephone. The foreign merchant may call on the domestic trader upon invitation, or
the exporter will make a visit to an overseas importer for his own account. Business talks are also
held at international fairs where businessmen all over the world can negotiate with one another
over export and import trading. Through verbal negotiations, trading transactions between
Chinese and foreign merchants are concluded in large amounts at the China Import and Export
Commodities Fair in Guangzhou twice a year. However, sometimes both types, communications
in writing and in spoken words, are used interchangeably in one single transaction. ,

Making Preparation for Export Business

An enterprise which decides to go into export and try to canvass orders from abroad will
first engage in an exploration of the opportunities in which its products have the markets where
it wishes to export. The exporter may have in-house experts or he may consult other marketing
experts on marketing information, techniques, strategies, etc. He may visit the overseas markets
himself or send representatives to make marketing surveys. He may receive direct enquires from
importing companies abroad and may also be contacted by overseas customers who may have
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obtained the name and address from advertisements in the newspapers, on the Internet, or by
other means.

However, it is very rare that an exporter can sell his products directly to his remote overseas
customers. It is impossible for the exporter to go to every country to find out whether his products
can sell on a particular market. Therefore, market research is very useful for both the newly
established trading companies to build up business relations with overseas customers, and the
early established ones which have regular customers to expand their business. The market
research mainly includes the analysis of marketing opportunities, investigations into the needs of
customers or end-users for the products and market forecasting.

First of all, the exporter should use various trade statistics and literature published by most
countries and World Trade Organization to narrow down the scope of his research. Important
information sources include: national trade statistics which indicate a number of importing
houses, wholesalers, retailers and other kinds of marketing intermediaries (information classified
according to the types of products), trade journals and directories, banks, international
organizations such as the International Chamber of Commerce, and Ministry of Commerce of the
People’s Republic of China.

After carefully studying the information obtained from the above mentioned sources, the
exporter will find out which countries are now importing the specific products and from what
sources. He can judge the amount of business and the rate of growth or decline. Then he may
choose a number of target markets which merit further study.

Secondly, the exporter must bear in mind the cultural and social background of his target
market, such as language, religion and the local people’s aesthetical points of view, etc. Since all
these factors influence people’s consumption patterns, a deep understanding of them will help the
exporter to predict the changes in the market and follow the new market trend.

Thirdly, the exporter must know the relevant government policies: what kind of product is
limited or restricted in import activities? Is this kind of product restricted because of shortage of
foreign currency, tendency to protect national industries or safety and sanitation requirement?
What kind of goods does the government levy high tax upon?

Fourthly, geographical factors may have profound influence on the distribution of goods and
the development of marketing channels in a country. The temperature, altitude and humidity
extremes may affect the proper functioning of some equipment. Products which function well in
temperate zones do not always perform well in the tropical area. With regard to products like
timber, food and paper, the amount of water absorption or evaporation in transit can be very
influential.

Finally, the exporter must take into account the political risks and the local legal system
(since there is no single uniform international commercial law governing exporting transactions).

FREETE
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2.2 General Procedure in Business Negotiation

Under normal circumstances, the business negotiation may be carried out through
correspondence, cables and telexes or be conducted orally or both. In international practices, the
business negotiation will usually go through five steps, namely, enquiry, offer, counter-offer,
acceptance and conclusion of a contract. '

Enquiry

Business negotiation in international trade usually commences with an enquiry by an
overseas buyer to a seller, inquiring upon the terms of a sale. In international trade, enquiry is
usually made by the buyer without engagement to get information about the goods to be ordered,
such as the commodity’s name, quality, price, mode, the desired quantity and delivery date and
other terms. For example, a foreign customer may make an enquiry by cable to our Light
Industrial Products Import & Export Company:

“BOOKABLE MAXAM BRAND DENTAL CREAM LARGE SIZE MAX 10,000 GROSS
PLS CBL LOWEST PRC EARLIEST DELIVERY TIME.”

Nevertheless, sometimes, a seller can also initiate the negotiation by making an enquiry to a
foreign buyer, including his intention of selling certain goods to the latter, which is also called an
invitation to offer or invitation to make a bid. For example, the Light Industrial Products
Import & Export Company may send a cable to a foreign company:

“CAN SUPPLY MAXAM DENTAL CREAM USD 0.50 PRC MAR SHPMT CBLREP IF
INTERESTED.”

It is worthy of noting that whoever makes an enquiry is not liable for the buying or the
selling, and, the opposite party, at the same time, can make no reply at all. However, according to
the commercial practice, the receiver of an enquiry will respond without delay in the usual form
of a quotation, an offer or a bid. An enquiry can be made not only to one party but also to several
clients. In this way, the enquirer can make a comparison between the terms of sales stated in the
different replies and thus trade beneficially with the one who has quoted or offered the best terms.

For exporters, promotional communication is a very important step before getting enquiries
from importers. Through it, exporters can make themselves and their commodities known to
potential customers. Many ways could be used for promotional communication. Advertisements
could be made through various mass media. Sale literature and price lists can be distributed.
Trade fairs could be used to exhibit commodities. Exporters may also send out invitation to offer
directly to potential customers. Following this, potential customers will send their enquiries to
ask for the terms of transaction. These enquiries may come in by fax, e-mail, telephone or mail.
Response must be made immediately in the same way as the enquiry is sent.

For importers, they should pay attention to the following points when making an enquiry:

<& Although an enquiry can be made to one or more suppliers simultaneously, the importer
should not give away his real intentions, otherwise, the suppliers will sense that he is in urgent
demand for the goods.



