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Learning Focus

Look at the following procedure and describe the meaning with a brief sentence.

Exporting Documents Incoterms Customs
International International Methods of Logistics
Contracts Finance payment Transport
Export
Department

International trade refers to the buying and selling of goods and services across national
borders. International trade is also known as world trade or global trade, when viewed from
the business relationships and outcomes among different countries; and may also be called
foreign trade or overseas trade, when viewed from those between a country and the other
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countries or its externals. Because of the country’s geographical characteristics or historical
traditions, a country’s foreign trade can be called external trade or import and export trade. In
this book, we will mainly use the concept of export trade to refer to international trade.

Project| Reasons for International Trade

There are many reasons why nations trade, including lower production costs in one region
versus another, specialized industries, lack or surplus of natural resources and consumer tastes.
But most importantly, there are two reasons: domestic non-availability of resources and the
principles of comparative advantage.” A nation trades because it lacks the raw materials,
climate, specialist labour, capital or technology needed to manufacture a particular good. Trade
allows a greater variety of goods and services. A nation also trades because it wants to
maximize its economic wellbeing even if it has the resources for the goods and services they
need.” For instance, France has the climate and the expertise to produce better wine than
Brazil. Brazil is better able to produce coffee than France. Each country benefits by
specializing in the goods which are most suited to making. France then creates a surplus of
wine which it can trade for surplus Brazilian coffee.

Module 1 Resources Reasons

There is a long list of reasons that countries may want to engage in trade with one another.
To begin with, a country may not have the raw materials that are necessary to produce certain
types of goods. Yet those goods may be essential to the lives of a nation’s populace. This
makes it necessary for the nation in need to acquire those raw materials from the sources that
possess them. The uneven distribution of resources around the world is one of the most basic
reasons why nations trade with each other. For example, the Middle East has rich oil reserves
and is the main source of oil supply to the world. It has over 50% of the world total reserves
and produces about 40% of the world total output. Over 2/3 of the oil that West Europe and
Japan need is imported from the Middle East and the US oil military consumption in Europe
and Asia is largely purchased from that area. Resources do not have to be material goods, but
can also be labor related as well. Lots of companies take their factories overseas because labor
tends to be much cheaper over there. Because of this, they are able to produce their products
for a much lower cost, increasing their profitability. This helps both the company producing
the products as it lowers their cost, but also helps the people doing the labor, as it provides a
place of employment for them. Also, developing countries are not yet able to modernize their
industries and economies with advanced machinery, equipment and plant because of the lack
of capital; as a result, this has given rise to the need for developing international trade.

Module 2 Economic Reasons
With the development of manufacturing and technology, there arose another incentive for
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nations to trade, that is, economic benefits. In addition to getting the products they need,
countries also wish to gain economically by trading with each other. For the same commaodity,
it has various prices around the world, reflecting the differences in the cost of production.

» Absolute Advantage

Adam Smith, generally considered as the father of economics, contributed this theory in
the famous work The Wealth of Nations in 1776.°

Table 1 Absolute-Cost Case
Days of Labor Required to Produce
Country Cloth (1 bolt) Wine (1 barrel)
Scotland 30 120
Portugal 100 20

From this example, we can see clearly that Scotland should specialize in the production
of cloth on which it has a cost advantage. Instead of spending 120 days of labor to produce a
barrel of wine, Scotland should import wine from Portugal. Similarly, Portugal should
concentrate on the production of wine and import cloth from Scotland.

Although Smith’s ideas were crucial for the early development of Classical thought and
for altering the view of the potential gains from international trade, it was David Ricardo who
expanded upon Smith’s concepts and demonstrated that the potential gains from trade were far
greater than those Adam Smith had envisioned in his concept of absolute advantage.

» Comparative Advantage

But does this mean that a country with an absolute advantage in the production of a kind
of goods should always produce that product rather than import it? No, as the English
economist David Ricardo first explained in his 1819 work entitled On the Principles of
Political Economy and Taxation.” Ricardo noted that even if a country possessed absolute
advantage in the production of two products, it still must be relatively more efficient than the
other country in the production of one commodity than the other. Ricardo concluded each
country would then possess comparative advantage in the production of one of the two
products, and both countries would then benefit by specializing completely in one product and
trading for the other. Comparative advantage is what determines whether it pays to produce a

product or import it.
Table 2 Comparative-Cost Case
product U.S. Brazil
100 cars 2 4

1,000 computers 3 4
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Assume that there are only two kinds of products, cars and computers, and one productive
resource which is some composite of land, labor, and capital. Assume also that producing 100
cars requires two units of the productive resource (PR) in the United States and four units in
Brazil, and producing 1,000 computers requires three units of PR in the United States and four
in Brazil.

Americans have an absolute advantage in producing both cars and computers. It may
seem that Americans can realize no gain by trading with Brazilians. Why not produce both
cars and computers here? Because it costs more to produce computers in the United States than
in Brazil. All costs are opportunity costs. The cost of producing computers is the cars that
could have been produced. Using the three units of PR required to produce 1,000 computers in
the United States requires sacrificing the production of 150 cars. Using the four units of PR
required to produce 1,000 computers in Brazil requires sacrificing only 100 cars. So even
though Americans have an absolute advantage in producing computers, Brazilians have a
comparative advantage. Compared to what has to be sacrificed, Brazil produces computers for
only two-thirds as much as it costs in the United States. The United States, of course, has a
comparative advantage over Brazil in the production of cars. Producing 100 cars here costs 666
computers, while producing 100 cars in Brazil costs 1,000 computers. Clearly the United States
benefits from specializing in cars, which it produces more cheaply than Brazil, and trading with
Brazil for some of the computers it produces more cheaply. If, for example, the United States
produced both cars and computers it might devote 70 units of PR to car production and 30 units
to computer production, yielding 3,500 cars and 10,000 computers. The main point is that the
basis for and the gains from trade rest on comparative, not absolute, advantage.

Module 3 Other Reasons

Foreign trade usually occurs when one nation can sell some items at lower cost than other
countries. Japan has been able to export large quantities of radios and television sets 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.

Foreign trade also takes place, as a country often does not have enough of a particular
item to meet its needs. Although China is a producer of oil, it consumes more than it can
produce internally and thus must import oil. Even though a country can produce enough of an
item at reasonable costs to meet its own demand, it may still import some from other countries
for innovation or a variety of style. For example, the United States produces more automobiles
than any other country, it still imports large quantities of autos from Germany, Japan and so on,
primarily because that they are different brands, different commodities for customer.

All in all, 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.
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Project Il The International Trade Policy

If you ask an economist or even a politician their opinion on trade policy, the standard
response is either unabashed support for free trade or a response similar to the following: “I
am basically in favor of free trade...but...” or “I believe in free trade but also fair trade” In
short, selective protectionism is considered as a viable policy option by some. While selective
protectionism has always had support among politicians and their constituents, it is only
recently that it has become a legitimate source of debate among economists.

Table 3

| Gains of free trade - Inter-industry and intra-industry
specialization

Free Trade vs. | | Different means of trade

gl s Tariff and non-tariff barriers
protectionism protection

Optimum tariff, competitive
distortion, infant industry,
domestic employment, and

balance of payment arguments

Arguments for protectionism [

Module 1 Gains from Free Trade

How does free trade benefit countries? It does so by enabling countries to specialize in
producing those goods at which they are best. Specialization can take the form of either
inter-industry or intra-industry specialization. As the gains from free trade differ according to
the type of specialization that results from, it is necessary to consider the two cases separately.

» Gains from Inter-industry Specialization

Inter-industry specialization is the specialization of a country in the full range of products
belonging to an industry. This is the kind of specialization considered in the classical and
neo-classical trade theories. These theories show that when two countries engage in
unimpeded trade with each other, each will specialize in the goods in which it has a
comparative cost advantage. As a consequence, each country is able to obtain a greater bundle
of the two goods exchanged than it was able to produce under autarky. This gain has two
elements. First, there is a production gain resulting from the fact that the country can now use
its scarce resources more efficiently, that is, they are optimally allocated. Specialization
enables the country to employ its resources in those industries in which it is relatively more
efficient. Second, there is a consumption gain resulting from the fact that consumers are able
to buy more of the imported product at a lower price. Such gains are the static gains from
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inter-industry specialization. They are once-and-for all improvements in economic welfare
which accrue to the countries involved.

Economies of Scale ®

If countries can specialize in certain goods they can benefit from economies of scale and
lower average costs, this is especially true in industries with high fixed costs or that require
high levels of investment. The benefits of economies of scale will ultimately lead to lower
prices for consumers. 4

Increased Competition

With more trade domestic firms will face more competition from abroad therefore there
will be more incentives to cut costs and increase efficiency. It may prevent domestic
monopolies from charging too high prices.

Trade, an Engine of Growth y

World trade has increased by an average of 7% since 1945, causing this to be one of the
big contributors to economic growth.

» Gains from Intra-industry Specialization

Intra-industry specialization tends to occur in industries characterized by the existence of
imperfect competition. In most cases, intra-industry specialization involved countries
exchanging different varieties of thé same good. In these cases, the gains from trade come
more from an increase in the number of varieties of a good from which consumers can choose,
rather than a reduction in the prices of these goods or more efficient use of resources. In other
words, the static welfare gains are different where free trade leads to intra-industry
specialization. For various reasons, intra-industry specialization is also likely to result in
bigger dynamic gains than inter-industry specialization. One reason is that intra-industry
specialization is more common in industries where average costs fall with the volume of
output. Trade enables producers to get further down their average cost curve, in which case
further gains accrue to the importing country either in the form of lower prices or increased
profits. Another reason is that intra-industry trade exposes producers to greater competition,
compelling firms to cut costs and lower prices. Yet, a further reason is that intra-industry
specialization enables producers in research-intensive industries to recover fixed R&D costs
more quickly. As a result, firms will be more willing to engage in R&D, leading to a more
rapid rate of product innovation.

Module 2 Reasons for Trade Protectionism

Economic theory states that free trade is better than Autarky. In practice, no countries
practice free trade policy. Most governments make widespread use of protective measures.
Below are some reasons commonly put forward for protection:

e Infant Industries ®

If developing countries have industries that are relatively new, then at the moment these



