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~ Chapter 1

General Introduction to |

~ International Trade

Objectives
After studying this chapter, you are supposed to

understand the following points:

> thé deﬁni,ﬁon of international trade
» the functions of international trade
) the classifmtiéns of international trade
} the characteristics of international trade

> the ways to measure international trade
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1 The Origin of International Trade

Trading is as old as human history, but international trade did not occur until the birth of
nations. In ancient times, trades happened occasionally among different parts of the world and the
items were confined to certain commodities such as silk, spices, silver, gold, ivory and precious
stones because their scarcity and portability promised the merchants high profit. At that time, in-
ternational trade had very limited influence on economic life and for centuries developed at a rather
low speed. However, with the industrial revolution in the 17th century, improved technologies
made mass production possible and drove down the costs, which greatly enlarged the scale of inter-
national trade. Ever since then, the ever-changing transportation and communication technologies
have been promoting global trading. Today, in the context of globalization, every country on this
planet has found it necessary to engage positively in international trade for survival. The impact of
trade among nations is not limited to economy alone, but expands to the political , social and cul-
tural life of people worldwide.

Table 1.1 Top ten commodity categories of international trade

Ranking Commodity Value in US$ (°000) S
information
1 Mineral fuels, oils,distillation products, etc. $2,183,079,941 2012
2 Electrical, electronic equipment $1.833,534,414 2012
3 Machinery, nuclear reactors, boilers, etc. $1,763,371,813 2012
4 Vehicles other than railway, tramway $1,076,830,856 2012
5 Plastics and articles thereof $ 470,226,676 2012
6 Optical, photo, technical, medical, etc. apparatus $465,101,524 2012
7 Pharmaceutical products $ 443,596,577 2012
8 Iron and steel $379,113,147 2012
9 Organic chemicals $ 377,462,088 2012
10 Pearls, precious stones, metals, coins, etc. $ 348,155,369 2012

Source : International Trade Centre
International trade , also called overseas trade ,world trade ,or global trade ,means the exchange
of goods and services across national boundaries. It refers to the aggregate of the imports and

exports of all the trading countries.
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g The Functions of Internationalr Tade

In what ways is international trade important to us? The answers may be varied from time to
time since the roles of international trade change in different historical stages. As mentioned a-
bove, in the early stage of human history global trade only affected the life of those who could af-
ford to buy the expensive exotic goods. Nowadays, however, it has evolved into something signifi-

cant to every country and everybody in this world. Here are its major advantages.

e Global trade leads to increased efficiency

Different countries have different endowments of factors of production , i. e. land, labor and
capital. Therefore, nations are not equally good at producing things that they need. If there were
no trade, each country would have to be self-sufficient, producing all the needs on its own, inclu-
ding those it has great difficulty making, which will definitely waste a lot of resources. With trade,
however, every country is able to specialize in what it can produce efficiently and sell the products
to other countries in exchange for what it cannot produce efficiently. For example, the US enjoys
great technological superiority in developing and manufacturing commercial jetliners but does not
have such advantage in making toys because the cost of labor in the States is very high. Mean-
while, China has much cheaper labor but not much expertise in aero products. Both the US and
China may choose to make airplanes and toys by themselves, but obviously this idea is not wise e-
nough since such a practice will incur high opportunity cost to both. Opportunity cost is an eco-
nomic term, which can be defined as the most desirable goods and services that are sacrificed to
obtain something else. In the case discussed above, if the US produced toys by itself, it would
have to give up the chance of using the same resources to produce airplanes which it is far better at
producing. Similarly, the time, money and energy invested by China in airplane development and
production could be used more efficiently to manufacture toys. To save scarce resources and in-
crease efficiency, both countries could specialize in what they have a comparative advantage , or
the ability to produce a specific good at a lower opportunity cost. The US could concentrate all its
resources on jet production and China on toy production, and then trade with each other. By so

doing, the overall production would be expanded and the efficiency would be improved.

e Global trade allows more customer satisfaction

This is manifested in two ways. First, global trade gives customers worldwide the opportunity
to be exposed to goods and services not available in their own countries. Coffee of Brazil, wine of
Australia, perfume of Paris, and diamonds of South Africa etc. , almost every kind of native prod-

uct can be found on the international market. The ever so great variety of goods enriches people’s
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life. Second, with international trade, foreign goods enter different local markets, and the domes-
tic suppliers are forced to be more competitive in terms of quality and price so as to survive, so

consumers will be greatly benefited.

® Global trade serves as a driving force of a country’s economic growth

When actively participating in international trade, a country can be promoted in economic de-
velopment. Confronted with the fierce competition with their foreign counterparts, local enterprises
have no other choice but to improve their own efficiency and productivity. The ones that cannot
improve adequately will get kicked out and the country’s market structure will be optimized. In or-
der to gain foreign market share, export enterprises must produce products of low cost and high
quality according to international standards and adjust their product structures to meet the demand
of the international market. As a result, enterprise quality, which is fundamental to a country’s e-
conomy, will be developed.

International trade expands a country’s market. The exploration of foreign markets surely
drives the country’s economic growth, along with which comes scale merit( benefit due to lowered
cost by increased production). Industrial products such as automobile, refrigerators, computers
etc. can be manufactured at lower costs on massive scale. If the manufacturers can sell their prod-
ucts both home and abroad, they not only reap more profit but also provide cheaper goods to do-
mestic consumers.

International trade helps a country build various industrial sectors of its economy. When for-
eign trade encourages a certain industry to develop, such development naturally causes growth of
related industries, increasing both GDP( Gross Domestic Product) and employment.

Technological innovations are accelerated by international trade. On one hand, imported e-
quipment and knowhow directly promote a country’s productivity without any cost of R&D ( Re-
search and Development) ; on the other hand, the expansion of export improves the gains of do-
mestic innovative activities, which will stimulate further innovations of technology. The whole e-

conomy is largely benefited thereby.

® Global trade encourages foreign investment

International trade not only results in increased efficiency but also allows countries to partici-
pate in a global economy, encouraging the opportunity of foreign direct investment( FDI) , which
is the amount of money that individuals invest into foreign companies and other assets.

For the receiving government, FDI is a means by which foreign currency and expertise can
enter the country. These raise employment levels, and, theoretically, lead to a growth in the
GDP. For the investor, FDI offers the opportunity for company expansion and growth, which

means higher revenues.
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3 The Classifications of International Trade

According to different dimensions, international trade can be classified into different types.

3.1 Export trade, Import trade, Transit trade, Entreport trade,
Re-export, Re-import

In terms of the flow direction of goods, international trade can be classified into 6 types.

Export trade refers to selling goods and services produced in the home country to other mar-
kets. Goods moving out of the home country for reasons other than selling are excluded. For exam-
ple, articles delivered to overseas embassies or other diplomatic missions, or personal belongings
carried over national borders.

Import trade refers to bringing goods or services into one country from another for sale. Im-
ported goods or services are provided to domestic consumers by foreign producers. An import in
the receiving country is an export to the sending country. Goods moving into a country for reasons
other than buying are excluded from import trade.

Transit trade is the trade of carrying foreign goods through a country. For instance, country
A sells some goods to country B via country C. This transaction is an export trade to country A, an
import trade to country B, but a transit trade to country C. If the goods enter country C and then
directly go to country B, the transaction is called direct transit trade. If the goods enter country C
and then get into a warehouse there for a period before arriving country B, the transaction is called
indirect transit trade. Transit trade is not included in the foreign trade statistics of country C.

If a country( country A) imports goods from another country( country B) and then exports the
goods to a third country( country C), this business is an entreport trade to country A. The goods
can be first shipped from country B to country A and then delivered to country C or shipped direct-
ly from country B to country C without passing by country A.

Re-export involves export without further processing or transformation of a good that has been
imported. Entreport trade mentioned above is one case of re-export, while return of goods is anoth-
er. It may also occur because of some other reasons. For example, the United Arab Emirates may
have engaged in re-exportation of goods to Iran as a way for Iran to avoid U. S. trade sanctions a-
gainst it.

Re-import involves import without further processing or transformation of a good that has been
exported. It may occur because of inferior quality of the goods, no market available abroad or short

supply at home. Re-import should be avoided because it cuts down on economic profit.
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3.2 Tangible Trade, Intangible Trade

According to the nature of the goods, international trade can be divided into tangible goods
trade and intangible goods trade.

Tangible trade , also called visible trade, refers to the exchange of physical products which can
be seen and touched. Examples of tangible goods include food, machinery, raw material etc. The
Standard international trade classification( SITC) , published by the United Nations Statics Divi-
sion, covers nearly all tangible goods traded in the international market.

Intangible trade, or invisible trade,is the exchange of goods and services that cannot be
physically seen or touched. Transportation, insurance, financial services, entertainment, tourism
and technological know-how are some of such examples. Intangible trade can be divided into trade
in services and trade in technology. Unlike tangible trade, intangible trade does not have to go
through customs formalities, and thus is not reflected in customs statistics. Nevertheless, it re-
mains a component of the balance of payment.

Intangible trade is playing an increasingly important part in international trade. In recent
years, its trade volume has come to nearly one fourth of the total international trade volume. In
some developed countries such as the US, trade in services accounts for half of the export value.
Supported by the General Agreement on Trade in Services( GATS ) , which entered into force in
January 1995, trade in services has been developing faster than trade in tangible goods and will

continue to gather pace.

3.3 General Trade, Special Trade

In terms of statistical territory, international trade is classified into general trade and special
trade.

General trade refers to the imports and exports totaled by using the country territory as the
statistical territory. All goods entering the national border are counted as the general imports while
all goods leaving the country are counted as the general exports. The addition of general imports
and general exports equals general trade. Countries such as Britain, Japan, and Canada etc.
adopt the general trade system. China started to use the general trade system in 1995. This system
can be used to measure a country’s place in international goods exchange activities and the role in
modern logistics.

Special trade refers to the imports and exports totaled by using the customs territory as the
statistical territory. Special imports cover all goods entering a country’s customs borders ( cleared
through customs for home use) while special exports cover all goods leaving the country’s customs
borders. Under the strict definition, goods imported for inward processing and goods which enter

or leave an industrial free zone are not recorded since they would not have been cleared through
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customs for home use. Compensating products after inward processing are neither included in ex-

ports. The special trade system measures the position of a country in international demand and

supply of tangible goods.

3.4 Bilateral Trade, Multilateral Trade

As per the number of the trading countries involved, global trade can be divided into bilateral
trade and multilateral trade.

Bilateral trade is trade exclusively between two states. Bilateral trade agreements give prefer-
ence to certain countries in commercial relationships; facilitating trade and investment between the
home country and the foreign country by reducing or eliminating tariffs, import quotas, export re-
straints and other trade barriers. A case in point is the transactions conducted between China and
the US under the Sino-US Trade Agreement.

Multilateral trade refers to the commerce among more than two countries. Through negotia-
tions among the participating countries, a multilateral trade agreement is established to regulate
business activities within all the member countries. Such an agreement is usually intended to lower
trade barriers between participating countries and, as a consequence, increase the degree of eco-
nomic integration between them. The most well-known example is the trade between the member

countries of WTO.

3.5 Cash Payment Trade, Barter Trade

According to the payment method adopted, international trade can be classified into cash pay-
ment trade and barter trade.

Cash payment trade refers to international transactions settled with international currencies
like US dollar, euro, Japanese Yen, etc.

Barter trade is a system of exchange by which goods or services are directly exchanged for
other goods or services without using a medium of exchange, such as money. It is usually bilater-
al, but may be multilateral. Barter usually replaces money as the method of exchange in times of
monetary crisis, such as when the currency may be unstable, inadequate, or simply unavailable

for conducting commerce.

4 International Trade Versus Domestic Trade

Compared with domestic trade, international trade is much more complicated. A trader expe-
rienced in doing business at home may run into a number of barriers when conducting international
business.

International trade is closely linked to a number of departments that do not participate in do-
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mestic trade. Such departments include commodity inspection offices, insurance companies, inter-
national settlement department of banks, and customs house etc. With their collaboration and/or
supervision , international trade is conducted in a more delicate manner than domestic trade.

To do international business, one has to overcome cultural barriers. Language is the first
problem, but not the most difficult one. Other cultural factors such as customs, values, religious
beliefs, and ways of thinking are more complex and harder to deal with. Therefore, in addition to
language skill, cultural competence is another expected quality of foreign traders.

In international trade, there are more restrictions on the movement of goods. Transportation o-
ver long distances was once a big barrier, but the development of modern cargo ships, containeriza-
tion and sophisticated container ports—including inland dry ports—Iled these logistical problems to
decrease. The movement of international cargo is also subject to complicated customs procedures,
tariff barriers and non-tariff barriers like import or export licenses, quotas, embargo and various reg-
ulations concerning the product category, quality, package or even trade mark of the cargo.

International transactions involve more than one currency. Monetary system varies from coun-
try to country, which increases the complexity of international trade. More specifically, to guaran-
tee their own profits, traders have to consider carefully which currency should be used in each
deal, thus making the pricing process complicated. Moreover, the settlement of international ac-
counts involves overseas banks and is related to different policies of foreign exchange control and
exchange rate, which renders international exchange a lot more intricate than domestic settlement.

International trade is exposed to greater risks than domestic trade. Such risks come from sev-
eral different aspects. First of all, credit risk exists in international trade mainly because it is quite’
difficult for both the seller and the buyer to learn about each other’s operating conditions and credit
status. Secondly, the more frequent and less predictable fluctuations of the world market bring
commercial risks to international traders. Next, for large transactions, during the long time be-
tween signing the contract and making the payment, the exchange rate may change dramatically,
posing foreign exchange risk to both parties. Moreover, the much longer transportation distance
and the combination of different modes of transport increase the possibility of loss or damage to the
goods. Finally, political risks in international trade should not be neglected. Foreign trade enter-
prises have to bear the possible loss caused by unexpected changes of the trade policies and regula-
tions announced by the trading countries. In global business, all these risks have to be taken into

consideration and dealt with great care.

5 Major Analysis Indicators of International Trade

There are some ways to measure international trade and a country’s foreign trade. Understand-
ing these analysis indicators helps foreign traders form an overall picture of the global business

world and obtain some kind of vision.



