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Chapter 1

Introduction to International Trade

International trade, also known as world ™%
trade, foreign trade or overseas trade, is the
fair and deliberate exchange of goods and

services across national boundaries. It concerns Hun r -
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.

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 hunted, another fished. The hunter
then traded his surplus to the fisherman, 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. 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 countries (such as Brazil, Colombia, and Guatemala) that grow coffee
efficiently. On the other hand, the United States has large industrial plants capable of
producing a variety of goods, such as chemicals and airplanes, which can be sold to
nations that need them. If nations trade item for item, such as one automobile for
10,000 bags of coffee, foreign trade would be extremely troublesome and restrictive.
But instead of barter, which is the trade of goods without any exchange of money, the
United States receives money in payment for what it sells. It pays for Brazilian coffee
with dollars, which Brazil can then use to buy wool from Australia, which in turn can
buy textiles from Great Britain, which can then buy tobacco from the United States.

Foreign trade, the exchange of goods between nations, takes place for many reasons.
The first, as mentioned above, is that 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 Zaire, diamonds are mined in South Africa, and petroleum is recovered in the
Middle East. Countries that do not have these resources within their own boundaries
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must buy from countries that export them.

Foreign 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.
Third, one nation can sell some items at a 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.

Finally, foreign trade takes place because of innovation or style. 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.

In addition to visible trade, which involves the import and export of goods and
merchandise, there is also invisible trade, which involves the exchange of services
between nations. As an example of invisible trade, Brazilian coffee is usually
transported by ocean vessels because these steamships are cheapest method of
transportation. Nations such as Greece and Norway have large maritime fleets, which
can provide this 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 purchases insurance for his cargo’s voyage. While at sea, a cargo is
vulnerable to many dangers, the most obvious being that the ship may sink. In this
event, the exporter who has purchased insurance is reimbursed. Otherwise, he may
suffer a complete loss. Thus, insurance is another service in which some nations
specialize.

Some nations possess little in the way of exportable commodities or manufactured
goods, but they have mild sunny climate. During the winter, Bahamas attracts large
numbers of tourists, particularly from the northeastern United States, who spend money
for 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.

The two most important categories in any nation’s balance of payments are its
visible trade and invisible trade. A third very important category is investment that
can have a crucial impact on a nation’s balance of payments. Investments are the
means by which nations utilize the capital of other nations to build factories and
develop mines for their own industrial base. When a foreign direct investment (FDI)
is made, capital enters a country, enabling it to import manufactured materials to build
a new manufacturing plant and to pay workers to build it. It gives the investor a
controlling interest in a foreign company. Once the plant is operative. it provides both
jobs and taxes for host country and, in time, produces new manufactured goods for
export. In this way, investment acts as a catalyst in economic growth for the developed
countries of North America, Europe, and Asia, as well as for developing countries
throughout the world. In fact, FDI is now more important than trade as a vehicle for
international economic transactions. No one explanation or theory encompasses all the
reasons for such investment.
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Net FDI flows to developing countries as a % of GNP 19702000

4y, {East Asia & Europe and Latin ast 3 South Asia Sub-Saharan All Low and
Pacific Central Asia America 8  North Africa Africa Miciclle-
-2% o Caribbean ncome
3% countries
[ 1970 01980 ® 1990 ®2000 |

Figure 1.1 Net FDI Flows

From Figure 1.1, we can see low income developing countries without valuable
assets to privatize or immediately exploitable export investment opportunities have
received much less inward direct investment. However inflows even into Sub-Saharan
Africa and South Asia have increased, and are significant as a share of GNP.

FDI flows to developing countries have been heavily concentrated in just two sectors:
manufacturing and services & utilities. Foreign investment in manufacturing is very
directly connected to the growing preponderance of manufacturing in world trade and
in the exports of developing countries. Manufacturing has become increasingly
globalised as multinational enterprises source the products that they sell from the
countries where they can be produced most economicaily. Developing countries
endowed with the requisite transport and communications infrastructure, and with
human capital and skills, and which have adopted enterprise-friendly policies, have
proved themselves well placed to receive foreign investment in export-oriented
manufacturing industry.

In measuring the effectiveness of global trade, nations carefully follow two key
indicators: balance of trade and balance of payments. The balance of trade is a
nation’s relationship of exports to imports. A favorable balance of trade, or trade
surplus, occurs when the value of the country’s exports exceeds that of its imports. An
unfavorable balance of trade, or trade deficit, occurs, when the value of the
country’s imports exceeds that of its exports. It is easy to understand why countries
prefer to export more than 0 :
their import. If I sell you -5
$200 worth of goods and buy '°
only $100 worth, I have an 122
extra $100 available to buy _|
other things. However, 'm in .,
an unfavorable position if 1 35|
buy $200 worth of goods -0-
from you and sell you only -45 -
$100.

Jul-02 Se;i-DQ Nov-02 Jan-03 Mar-03 May-03

Figure 1.2 U.S. Trade Balance
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The balance of payments is the difference between money coming into a country
(from exports) and money going out of the country (for imports) plus money flows
coming into or leaving a country from other factors such as tourism, foreign aid,
military expenditures, and foreign investment. The goal is always to have more money
flowing into the country than flowing out of the country. A favorable balance of
payments means more money is flowing into a country than flowing out. Conversely,
an unfavorable balance of payments is when more money is flowing out of a country
than coming in.

USS bitlion

40

matlh

1999 2000 2001 2002(1-7)
exports to Japan W imports from Japan

Figure 1.3 Sino-Japan trade to hit US$100 billion (9/30/2002)

To make certain trade is conducted fairly on a global basis, different countries
enforce laws to prohibit unfair practices such as dumping. Dumping is the practice of
selling products in foreign country at lower prices than those charged in the producing
country. Companies sometimes use this tactic to reduce surplus products in foreign
markets or to gain a foothold in a new market by offering products for lower prices
than domestic competitors do. European Union, Japan and some other countries, for
example, have been accused of dumping steel in the United States; China of dumping
television sets in the European Union. It can take time to prove accusations of dumping,
however. There’s also evidence that some governments offer financial incentives to
certain industries to sell goods in global markets for less than they sell them at home.

(4]

auam

Exercises
I. Case Study

Suppose that an America-based multinational company set up two subsidiaries in
China. The parent company signed a sales contract between the subsidiaries, which
stipulated that the parent company would make the delivery to one of the
subsidiaries in Shanghai, which should forward some of the goods to another
subsidiary at Chengdu. Question: is the transaction between the parent company and
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the two subsidiaries an international trade?

II. Term translations.

He AR EEBE BT T
ELHER T (& Bris 32 R i S 4
gEE {55 L]
HRIEH A 5 W 50 W 25/ 5 ) b 2
[¢] EPRCIRE/Eb oY E . ARRS
KRS RYR5 A 55 51 5
II1. Fill in the blanks with proper English terms.
1. are tangible goods sent out of countries.
2. are international earnings other than those derived from the

exporting and importing of tangible goods.
are tangible goods brought in.

4, 1s all business transactions that involve two or more countries.

5. is one that gives the investor a controlling interest in a foreign
company.

6. is used primarily as financial means for a company to earn

more money on its money with relative safety.



