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A Brief Introduction

to International

Trade

LLearning Objectives

—
W —m N~ T

In this chapter, you will learn the following key points:
» The concept and importance of international trade
» Reasons for international trade

» Benefits of international trade

» Problems or difficulties in international trade

» Classification of international trade

The world has a long, rich history of international trade among nations and regions that can be
traced back to the earliest civilizations. It is recognized that trade can be tied directly to an improved
quality of life for the citizens of all partners. If you walk into a supermarket and are able to buy an
Apple watch, a cup of coffee, and a bottle of French wine, you are experiencing the effects of
international trade. Today, there is hardly a person on earth who has not been influenced in some
way by the growing trade among nations. In 2014, the value of international trade achieved 38
trillion US dollars, i.e. about 50% of the world GDP. That is, about one half of the produced goods
and services are exchanged internationally around the world. According to “Global Policy Forum”,
till 2030, 60% of the world economy will be exchanged internationally.
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1.1 The Concept and Importance
of International Trade

Economics deals with the proper allocation and efficient use of scarce resources.
International economics is also concerned with allocation of economic resources among
countries. Such allocation is done in the world markets by means of international trade.
International trade is defined as the exchange of goods and services across international
boundaries or territories, involving the use of two or more currencies. Besides, international
trade concerns trade operations of both import and export and includes the purchase and sale of
both visible and invisible goods. Under the concept of international trade, large varieties of
products and services are produced and sold in international market. Such benefits of
production efficiency like better quality and lower price are available to all people of the world.

One fundamental principle in international trade is that one should buy goods and services
from a country which has the lower price, and sell his goods and services to a country which
has the higher price. This is good both for the buyers and for the sellers. Another, with free
trade, the less developed countries have the opportunities to accelerate the pace of their
economic development. They can import machines and adapt foreign technologies. They can
send their scholars and technocrats to more progressive countries to gain more knowledge and
skills which are relevant to the particular needs of their developing economies.

In the final analysis, no country in the world can be economically independent without a
decline in its economic growth. If every country produces only for its own needs, then
production and consumption of goods would be limited. Clearly, such situation hampers
economic progress. Furthermore, the standard of living of the people all over the world would
have no chance to improve. Because of international trade, people with money can acquire
goods and services which are not available in their own countries. Hence, satisfaction of
consumers can be maximized.

However, the expressions above are not enough to understand international trade as a whole.
The following points in this chapter will help you have a clear picture of international trade.

1.2 Reasons for International Trade

1. Resource factors
The uneven distribution of resources around the world is one of the basic reasons why
nations began and continue to trade with each other.

2
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Favorable climatic conditions and terrain

Climatic conditions and terrain are very important for agricultural produces. The
difference in these factors enables some countries to grow certain plants and leaves other
countries with the only choice to import the produces they consume. For example, Colombia
and Brazil have the ideal climate for growing coffee beans but other countries don’t. Then
Colombia and Brazil have the opportunity to export coffee beans and coffee to countries
worldwide. Another example is that the US Great Plains states have the ideal climate and
terrain for raising wheat. This has made the US a big wheat exporter.

» Discussion 1.1: Do you know why Shandong Province of China is the main region
where the vegetables are supplied to Japan?

Natural resources

Some countries are the major suppliers of certain natural resources because the
distribution of natural resources around the world is somewhat haphazard. The Middle East, for
instance, 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.

» Discussion 1.2: Besides raw oil, another important natural resource, rare earth, is
pursued by the human being. Do you know the export status of rare earth in China?

Skilled workers

US, Japan, and western European countries have skilled workers who are able to
manufacture sophisticated equipment and machinery such as jet aircrafts and computers, etc.
Other countries, since they don’t have well-trained engineers and workers, must import the
equipment from these countries.

» Discussion 1.3: What is the meaning of words “change birds in the cage” suggested by

Guangdong government?

Capital resources

Developing countries need to modernize their industries and economies with advanced
machinery, equipment and plant that they are not yet able to manufacture because of the lack of
capital. This has given rise to the need for developing international trade.

Favorable geographic location and transport costs

There are many examples that countries have developed close economic relationships

3
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chiefly because they are geographically close to each other. Sino-Japanese trade relationship is
to some degree determined by geographic proximity and low transport cost. The United States
and Canada have a very close trade relationship for similar reasons. EU can be another
example.

Insufficient production

Some countries cannot produce enough items they need. UK, for instance, does not have a
large enough agricultural population. In fact, only 5% of its population is engaged in
agriculture and they mainly grow fruits and flowers. UK then has to import 60% of its total
agricultural consumption. Developing countries normally do not have enough manufactured
goods as they need and therefore have to import them.

2. Economic reasons

In addition to getting the products they need, countries also want to gain economically by
trading with each other. It is made possible by varied prices for the same commodity around the
world, reflecting the differences in the cost of production.

The following are the classical trade theories to explain the economic causes of
international trade: Absolute Advantage and Comparative Advantage.

Absolute Advantage—by Adam Smith in the Wealth of Nations (1776)

Smith assumed that each country could produce one or more commodities at a lower real
cost than its trading partners. It then follows that each country will benefit from specialization
in those commodities in which it has an “absolute advantage” (i.e. being able to produce at a
lower real cost than another country) exporting them and importing other commodities which it

produces at a higher real cost than another country.

Table 1.1 Absolute-Cost Example
Days of Labor Required to Produce
Country Cloth (1 bolt) Wine (1 barrel)
Scotland 30 120
Italy 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 Italy. Similarly, Italy should concentrate on
the production of wine and import cloth from Scotland. The two countries will benefit from
specialization on saving labor cost.

Comparative Advantage—by David Ricardo in Principles of Political Economy (1871)

Ricardo showed that absolute cost advantages are not a necessary condition for two nations
to gain from trade with each other. Instead, trade will benefit both nations provided only that their

relative costs, that is, the ratios of their real costs, are different for two or more commodities. In

4
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short, trade depends on differences in comparative cost, and one nation can profitably trade with
another even though its real costs are higher (or lower) in every commodity.

A country has a comparative advantage if it can make a product relatively more cheaply
than other countries. A country should make the product that yields it the greatest advantage or
the least comparative disadvantage.

A nation will have a comparative advantage in producing the good that uses intensively
the factor it produces abundantly. For example: suppose the US has a relative abundance of
capital and India has a relative abundance of labor. Suppose further that cars are capital
intensive to produce, while cloth is labor intensive. Then the US will have a comparative

advantage in making cars, and India will have a comparative advantage in making cloth.

» Discussion 1.4: What is the comparative advantage of most products made in China and
in Japan? Are agricultural products such as wheat made in US capital intensive,
technology intensive or labor intensive?

3. Political reasons

Political objectives can sometimes outweigh economic considerations between countries.
One country might trade with another country in order to support the latter’s government which
upholds the same political doctrine, or trade with some countries which is banned or restricted
to just not benefit a government with political disagreements.

1.3 Benefits of International Trade

Greater variety of goods available for consumption

International trade brings in different varieties of a particular product from different
places. This gives consumers a wider array of choices which will not only improve their quality
of life but as a whole it will help the country grow.

Efficient allocation and better utilization of resources

Efficient allocation and better utilization of resources take place since countries tend to
produce goods in which they have a comparative advantage. When countries produce through
comparative advantage, wasteful duplication of resources is prevented. It helps save the
environment from harmful gases being leaked into the atmosphere and also provides countries
with a better marketing power.

To promote efficiency in production

International trade promotes efficiency in production as countries will try to adopt better
methods of production to keep costs down in order to remain competitive. Countries that can

produce a product at lowest possible cost will be able to gain a larger share in the market.
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Therefore an incentive to produce efficiently arises. This will help to increase the
standards of the product with a reasonable low cost.

More employment

More employment could be generated as the market for the countries’ goods widens
through trade. International trade helps generate more employment through the establishment
of newer industries to cater to the demands of various countries. This will help countries to
bring down their unemployment rates.

Consumption at cheaper cost

International trade enables a country to consume things which either cannot be produced
within its borders or production may cost very high. Therefore it becomes cost cheaper to
import from other countries through foreign trade.

To reduce trade fluctuations

By making the size of the market large with large supplies and extensive demand
international trade reduces trade fluctuations. The prices of goods tend to remain more stable.

Utilization of surplus product

International trade enables different countries to sell their surplus products to other
countries and earn foreign exchange.

To foster peace and goodwill

International trade fosters peace, goodwill, and mutual understanding among nations.
Economic interdependence of countries often leads to close cultural relationship and thus avoid
wars between them.

1.4 Problems or Difficulties in
International Trade

Distance

Due to long distance between different countries, it is difficult to establish quick and close
trade contacts between traders. Buyers and sellers rarely meet one another and personal contact
is rarely possible.

There is a great time lag between placement of order and receipt of goods from foreign
countries. Distance creates higher costs of transportation and greater risks.

Different languages

Different languages are spoken and written in different countries. Price lists and
catalogues are prepared in foreign languages. Advertisements and correspondence also are to
be done in foreign languages.

A trader wishing to buy or sell goods abroad must know the foreign language or employ
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somebody who knows that language.

Difficulty in transportation and communication

Dispatch and receipt of goods take a longer time and involve considerable expenses.
During the war and natural calamities, transportation of goods becomes even more difficult.
Similarly, the costs of sending and receiving information are very high.

Risks in transit

Foreign trade involves much greater risks than home trade. Goods have to be transported
over long distances and they are exposed to perils of the sea. Many of these risks can be
covered through marine insurance but the cost of goods is increased by the coverage.

Lack of information about foreign businessmen

In the absence of direct and close relationship between buyers and sellers, special steps are
necessary to verify the creditworthiness of foreign buyers. It is difficult to obtain reliable
information concerning the financial position and business standing of the foreign traders.
Therefore, credit risk is high.

Import and export restrictions

Every country charges customs duties on imports to protect its home industries. Similarly, tariff
rates are put on exports of raw materials. Importers and exporters have to face tariff and non-tariff
restrictions. They are required to fulfill several customs formalities and rules. Foreign trade policy,
procedures, rules and regulations differ from country to country and keep on changing from time to
time.

Documentation

Both exporters and importers have to prepare several documents which involve
expenditure of time and money.

Study of foreign markets

Every foreign market has its own characteristics. It has requirements, customs, weights
and measures, marketing methods, etc, of its own. An extensive study of foreign markets is
essential for success in foreign trade. It is very difficult to collect accurate and up to date
information about foreign markets.

Problems in payments

Every country has its own currency and the exchange rate may keep fluctuating. This will
create additional risk in international trade.

International remittance of money for payments in foreign trade involves much time and
expense. Due to wide time gap between dispatch of goods and receipt of payment, there is
greater risk of bad debts, etc.

Frequent market changes

It is difficult to anticipate changes in demand and supply conditions abroad. Prices in
international markets may change frequently. Such changes are due to entry of new

competitors, changes in buyers’ preferences, changes in import duties and freight rates,
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