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Unit 1
A Brief Introduction to International Trade

Part A Text

1.1 Reasons for International Trade

International trade,also called foreign trade,world trade or overseas trade,in
essence, is the fair and deliberate exchange of commodity and service across
national boundaries. It includes import and export trade operations. It arises for
many reasons.

The different distribution of the world’s resources determines the patterns of
world trade. Some countries or regions are abundant in natural resources;
elsewhere , reserves are scarce or nonexistent. For example, Britain possesses large
reserves of coal but lacks many minerals such as copper and aluminium, whereas
the Middle East states have vast oil deposits but little else. The world’s raw materials
are unevenly distributed ,and both modern manufacturing and agriculture require many
different resources. Thus,to obtain these through trading is an absolute necessity.

Climate and terrain affect the cultivation of some agricultural products a nation
can produce and trade internationally. Some South American countries, for
instance ,enjoy a favorable climate for growing coffee. However, the United States
almost does not grow coffee, and has to import it. On the other hand, the climate
and terrain of some states of America are ideal for raising wheat. The wheat grown
in the United States is so large that it is often exported to other nations.

The skilled workers and capital resources help determine what a nation is able



XX R - B AHLFHEIE

to produce and trade with other nations. The developed countries are rich in skilled
work force and capital resources, so they can concentrate on producing many
technology-intensive products such as computers, aircrafts, etc. However, the
developing countries lacking skilled workers and capital resources are limited to the
manufacture of simple products.

With the development of manufacturing and technology, there arose another
motivation , i.e. economic benefit, for nations to trade. It was found that a country
benefits more by producing goods it can make most cheaply and buying those goods
that other countries can make at lower costs than by producing everything it needs
within its own border. This is often explained by the theory of comparative
advantage ,also called the comparative cost theory, which was developed by David
Ricardo, John Stuart Mill, and other economists in the nineteenth century. The
theory emphasizes that different countries or regions have different production
possibilities. 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 paradax can be 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.

It is the same with countries. Comparative advantage has directed countries to
specialize in particular products and to mass-produce. This can be simply explained
by another example given by Paul Samuelson, a well-known United States
economist ; the United States is relatively more efficient than Europe in producing
food (using only one-third of the labor that Europe does) and in producing clothing
(using only one-half the labor). Thus, while the United States has an absolute
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advantage in both forms of production,its efficiency in food production is greater. It
has a comparative disadvantage in clothing. Consequently,a great deal of clothing
is exported from Europe to the United States.

There are still some other reasons for international trade. Some nations are
unable to produce enough products of a certain item. Thus, they have to import
some to satisfy a large domestic demand. Moreover, the preference for-innovation or
style also leads to international trade, which makes available a greater variety of
products and offers a wider range of consumer choice of a certain product. Finally,
some nations of the world trade with others mainly for political reasons. In those
cases, more considerations are given to political objectives rather than economic
motivation.

In addition to visible trade, which involves of the importing and exporting of
tangible goods, there is also invisible trade,which involves the exchange of services
between nations. For instance, Brazilian coffee is often transported by ocean vessels
because these steamships are the cheapest method of transportation. Nations such
as Greece and Norway have large maritime fleets and provide transportation service.
When an exporter arranges for this kind of transportation, he rents space in the
cargo compartment of a ship for one voyage.

The prudent exporter buys insurance for his cargo’s voyage. While at sea,
every shipment has to run the risk of a long list of dangers: fire, storm, collision,
theft,leakage , explosion,etc. To prevent these risks,the marine cargo insurance is
provided to protect the exporter or importer from the financial loss. Thus,insurance
is another service in which some nations specialize. Britain, because of the
development of Lloyd’s of London,is a leading exporter of this service, earning fees
for insuring other nations’ foreign trade.

Some nations possess little exportable commodities or manufactured goods, but
they have a mild and sunny climate. During the winter,the Bahamas atiract large

numbers of tourists, who spend money for hotel accommodations, meals, taxis, and
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so on. Tourism, therefore ,is another form of invisible trade.

The United States has been described as a nation of immigrants. Many
Americans send money back to families and relatives in the“old country™. Millions
of workers from the countries of southern Europe have gone to work in Germany,
Switzerland , France, the Behelux nations, and Scandinavia. The workers send
money home to support their families. These are called immigrant remittances. They
are an extremely important kind of invisible trade for some countries, both as
imports and exports.

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.

The imports and exports of a nation can hardly keep exactly equal. The
balance of international trade of a country is the difference between its exports and
imports of both tangible goods and intangible products in all forms. When a nation
exports more than imports, then a favorable balance of trade has been gained. On

the contrary,,when it imports more than exports,an unfavorable balance results.
1.2 Problems Concerning International Trade

When dealing in international trade ( exporting and importing) , a merchant
faces a variety of conditions which differ from those to which he has grown
accustomed in the domestic trade. The fact that the transactions are across national
borders highlights the differences between domestic and international trade.
Generally, there are certain differences which justify the separate treatment of
international trade and domestic trade. In particular, these differences include
cultural problems, monetary conversion, and trade barriers. Foreign traders must
be aware of these differences because they often bring about troubles in
international trade.

There are many cultures as there are peoples on earth. When companies do
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business overseas, they come in contact with people from different cultures. They
often speak different languages and have their own particular customs and manners.
The people of all cultures are ethnocentric. This means that they judge the world
from their own ways of looking at things. Therefore, in international trade,
business people should be on the alert against different local customs and business
norms.

In Japan, for example, much attention is given to formality. However, no
business begins until after a good deal of informal conversation and tea drinking.
The American who arrives for his first sales presentation to a Japanese firm is
doomed to failure if he immediately brings out his charts and states his case. The
Chinese and the American hold quite different attitudes towards business
friendship. The Chinese expects the type of long-term trust, practical dependency,
and mutual obligation that they associate with guanxi. After the contract has been
approved and signed by the principals on both sides, the Chinese, sometimes, still
bring up new possible arrangements and adjustments. From the American point of
view, the transaction is complete; the task now is to carry out its terms. But the
Chinese see the transaction as but an incident in a long-term relationship
characterized by friendship, understanding, and mutual dependency and support.
There should be no inhibitions regarding further discussions about what each party
can do for the other in order to promote their shared interests.

A second major problem is that of monetary conversion. If every country in the
world used the same currency, world trade would be made much easier. But this is
not the case: a Copenhagen beer producer wants to be paid in Danish krone, and a
Hong Kong shirt maker wants to be paid in Hong Kong dollars. Currencies, like
other commodities such as beer and shirts, have a certain value. The only
difference is that each currency’s value is stated in terms of other currencies.
French francs have value in US dollars, which have a value in British pounds,

which have a value in Japanese yen. These exchange rates change every day and
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are constantly updated in banks and foreign exchange offices around the world.

Importing and exporting firms to whom the payment is made in foreign
currency can be involved in significant foreign exchange risks because of the
fluctuation in exchange rates. An importer, for example, does not receive a
shipment immediately after ordering it, and is often given a short period of
commercial credit. Suppose a US importer must pay a certain amount of Deutsche
Mark in 60 days to a German exporter for the import of some equipments. This
transaction leaves the US firm open to substantial exchange rate risk because
during those 60 days, the dollar may depreciate relative to the Deutsche Mark ,
forcing the US firm to spend a large amount of dollars to satisfy its import
commitment.

A third unique problem is trade barriers. It is generally assumed, as the
famous economist David Ricardo stated in the nineteenth century, that the free flow
of international trade benefits all who participate. In actual practice, however, the
world has never had a completely free trading system because individual countries
put controls on trade for the following three reasons;

* To correct a balance-of-payments deficit. Such a deficit occurs when the total
payments leaving a country are greater than the money in receipts entering from
abroad. The country then tries to limit imports and increase exports.

* For reasons of national security. Nations sometimes restrict exports of critical
raw materials, high technology, or equipment when such export might harm its
own welfare.

* To proteet their own indusiries against the competition of foreign goods. This is
generally on the grounds that infant industries need to be shielded from foreign
competition during their start-up periods. A country usually offers protection to
its domestic industries by taxing imports of similar foreign goods. The tax may
be levied as a percentage of the value of the imports, which is called an ad

valorem tariff. When a tariff is added to the price of a foreign product coming
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into a country, it raises the price of the item to the consumer.

Although tariffs have been lowered substantially by international agreements,

countries continue to use other devices to limit imports or to increase exports. Some

of these are:

%

*

requiring import licenses that permit only specific volumes or values of imports;
setting quotas that limit the total value or volume of a product to be imported ;
limiting government purchases to firms within the country;

applying standards for safety, consumer protection, or other reasons, which
foreign products may not be able to meet;

making special payments called export subsidies to encourage local exporters to
increase foreign sales;

targeting—'a new term meaning the imposition of a package of measures to give
certain local industries a competitive advantage in export markets. It might
include export subsidies, technical assistance, subsidies for research and
development, and financial assistance;

requiring licenses to obtain foreign currencies by those who want to buy goods
from abroad—thus limiting the quantity of imports they can buy;

reducing the value of a nation’s currency in relation to that of the rest of the
world so that its exported goods cost less in other countries and its imports cost
more;

imposing conditions on foreign producers such as requiring that their goods
contain a certain amount of locally produced products; and

restricting trade in banking, insurance, and other service professions.

There still exist other problems, but the above three are the most common

problems in international trade.

1.3 Forms of International Trade

Since there are tremendous differences between international trade and
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domestic trade, some special difficulties a company has to be confronted with when
it plans to break into foreign markets. Although the same marketing concepts and
strategies are utilized, cultural, political and economic differences make the task of
entering an overseas market more risky. Thus, most companies proceed cautiously
once they have decided to engage in international trade. They usually do some
researches to have specific knowledge about foreign country’s economic, political ,
cultural, and social background as well as tariffs, quotas, and foreign currencies,
ete. Such researches will help the company choose the best form for dealing in
international trade. Some of the forms frequently used by nations to trade with each
other are as follows:
Exporting

Exporting is likely to be the simplest way to enter a foreign market. There are
two types of exporting; direct exporting and indirect exporting. Direct exporting
involves establishing an export department or even an overseas sales branch. It
provides a continuous presence and easier control for the exporter in the buyer’s
country but obviously means more expenses. A company can also sell its products
abroad indirectly through middlemen commonly called export agents. Export agents
seldom produce goods themselves. Their purpose is to bring together buyers and
sellers and help them handle international transactions. They make their money as
a commission of the sale price. Many agents specialize in specific kinds of
products. The principal advantage of using an export agent is that the company
does not have to deal with foreign currencies or the red tape of international
marketing. The major disadvantage is that because 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 exporting
involves less investment and is therefore less risky, which enables small firms with

limited capital and product diversification can export very easily.
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Importing

One nation’s imports are another nation’s exports. Importing, opposite to
exporting , is the process of purchasing goods and services from other nations. Like
exporting, importing can be either indirect or direct. Indirect importing is the
purchase of foreign goods through domestic middlemen, while direct importing is
the direct purchase of goods from overseas market. Indirect importing is convenient
but limited in selection of goods and less profit. Direct importing is economical but
more complicated than buying from importing middlemen.
Trading Companies

Trading companies are large international wholesalers, frequently larger and
more powerful than the manufacturers they represent. They serve as a link between
buyers and sellers in different countries to facilitate trade. They purchase goods at
the best price they can obtain in one country and sell them to buyers in another.
They handle all the details required to move goods from one country to another.
They offer consulting, market research, advertising, insurance, product research
and design, warehousing, and foreign exchange services to interested companies.
Licensing

Licensing is a simple way for a manufacturer to become involved in marketing
abroad. It can gain entry to a market at little risk. Under licensing, a producer
(licensor) in one country enters into an agreement with a manufacturer (licensee)
in another country offering the right to use its company name, products, patents,
brands and trademarks, as well as its raw materials and manufacturing processes.
In return, the licensee agrees to pay the licensor a flat fee or a royalty. License
agreements may be either exclusive or non-exclusive. An exclusive license forbids
the licensor to sell the license to any other firm in some specific geographic areas.
The main disadvantages of licensing are that the company may lose control of the
manufacture of its products and the right to sell them itself. Moreover, a competitor

may be created after the agreement ends.
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Contract Manufacturing

A firm may contract with foreign manufacturers to produce the products.
Under contract manufacturing, a foreign company produces a special volume of the
firm's product to specification and uses the domestic firm's name on the final
product. Marketing may be handled by contract manufacturer or by the original
company. Contract manufacturing enables the contract manufacturer to get off to a
quicker start and take on less risk. The original company has also an opportunity to
form a partnership with the local manufacturer or even buys it out. The main
drawbacks of contract manufacturing include less control over the manufacturing
process and the loss of potential profits on manufacturing.
Joint Ventures

Joint ventures are a form of business relations which invelves pooling of
assels, joint management and a sharing of profits and risks according to a
commonly-agreed formula. Legally, the joint venture is a form of partnership, a
pattern of business organization which can be adopted by every type of industrial
co-operation; in other words, join marketing, servicing, production, etc.,
separately or in combination, may be legally organized as a joint venture. It may be
of either an equity or non-equity type. If the former, a separate body is established
whereby local interests purchase a share in the equity capital. If the latter, no
additional body is set up; association is based entirely on a contract. Both equity
and non-equity joint ventures are subject to risk and profit sharing: their common
dominator. Joint ventures are more stable than exporting, importing, or licensing.
Moreover, they are less expensive than wholly owned operations. However, joint
ventures also encounter some problems such as controlling problems which arise
because joint ventures require co-ordination across national boundaries, and
problems concerning percentage of ownership, amount of investment, how much of

the product will be exported, and how to evenly distribute the rewards,etc.

10
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Direct Investment

Direct investment is a market-entry strategy which involves the establishment
of foreign-based assembly and manufacturing facilities. By direct investment, the
company can keep full control over the investment and marketing policies. The
company can also take advantage of the lower costs in the form of cheaper labor,
raw materials and transport at local place. On the other hand, direct investment
faces many risks such as devalued currencies, declining market and, worst of all,
nationalization—the host country takes over ownership of the company’s facilities,

usually without compensating the company for the loss of property.

Part B Words & Phrases
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