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Chapter 1 Introduction to International Trade 1

Chapter 1

Introduction to International Trade

[ Learning Objectives]

Knowledge Objectives:
1. Understand the concept and origin of international trade.

2. Know the theory of comparative advantage.
3. Know some basic forms of international trade.

Ability Objectives:
1. Master the definition of international trade.
2. Apply the theory of comparative advantage to trade practices.

3. Identify the visible goods and invisible goods.

Trade is one of the most basic activities of mankind. It involves the transfer of the
ownership of goods or services from one person or entity to another in exchange for
other goods or services or for money. Trade exists in every society, every part of the
world, and in fact every day due to the specialization and division of labor, in which
most people concentrate on a small aspect of production, trading for other products.

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
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concentrated on what he did best. While one farmed, another herded. The farmer then
traded his surplus to the herdsman, 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.

International trade, also known as world trade, or overseas trade, is the fair and
deliberate exchange of goods and services across national boundaries. It concerns 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. Therefor, it includes not only
international trade and foreign manufacturing, but also encompasses the growing
services industry in areas such as transportation, tourism, banking, advertising,
construction, retailing, wholesaling and mass communications.

In fact, international trade is more difficult and risky for a firm than is domestic
trade. For example, when doing foreign trade, the exporter may not be familiar with the
buyer, and thus not know if the importer is creditworthy. In addition, political
instability makes it risky to ship merchandise abroad to certain parts of the world.
However, there is a long list of reasons that countries may want to engage in trade with
one anther.

The first is the lack of necessary resources because 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 rely on one another for
various resources that they don't have available to them. 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 other countries, such as
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Brazil, Colombia, and Guatemala, because these countries grow coffee efficiently.

Secondly, international 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.

Thirdly, one nation can sell some items at a lower cost than other countries. In other
words, one country can produce certain items does not mean that it can do so at the
best price. A number of factors, such as labor force and taxes, can increase the
wholesale and retail price of those goods and services. In many cases, people prefer to
obtain items elsewhere if it will reduce the amounts that they are required to pay for
them. Japan has been able to export large quantities of radios and television sets and
movie cameras 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, international trade takes place because of innovation or technology.
Sometimes, a nation may have access to the raw materials that it needs, but it may lack
the ability to convert those materials into the necessary consumer products. While
anther nation may have a specialty in producing what is needed. For instance, 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.

Visible trade, which involves the import and export of tangible goods and
merchandise, whereas invisible trade involves the exchange of services between
nations.

Nations such as Greece and Norway have large maritime fleets and thus can provide
transportation service. This is a kind of invisible trade.

When an exporter arranges shipment, he rents space in the cargo compartment of a
ship.The prudent exporter purchases insurance for his cargo’s voyage. While at sea, a
cargo is vulnerable to many dangers. Thus, insurance is another service in which some
nations specialize. Great Britain, because of the development of Lloyd’s, is a leading
exporter of this service, earning fees for insuring other nations’ foreign trade.

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

Import is the process of purchasing goods and services from other nations while
export, opposite to import, is the process of selling goods and services into other
nations. There are two types of import, namely, direct import and indirect import.
Direct import is the direct purchase of goods and services from overseas market, while
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indirect import is the purchase of foreign goods and services though middlemen.

Like import, export can be either direct and indirect. Direct export involves
establishing an export department or even an overseas sales branch, which provides a
continuous presence and easier control for the exporter in the buyer’s country but
obviously means more expenses. Indirect export sells goods and services to overseas
markets though middlemen, often known as the export agents.

Export agents seldom produce goods and merchandise on their own. Their major
task is to bring buyers (importers) and sellers (exporters) together and help them handle
international transactions. Export agents make their money from commissions of the
sale of price. Though an export agent, a company or a firm does not deal with foreign
currencies or the red-tape of international marketing, which is a main advantage for a
firm or a company to do export business. However, there is also a major disadvantage
for a export company. Due to 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 export involves less investment and is
therefore less risky, which enables small firms with limited capital and product
diversification can export very easily.

With the development of manufacturing and technology, there arose another
incentive for nations to exchange their products. It was found that it made economic
sense for a nation to specialize in certain activities and produce those goods for which
it had the most advantage, and to exchange those goods for the products of other
nations, which had advantages in different fields. This trade is based on the principle of
comparative advantage.

The theory of comparative advantage, also called the comparative cost theory, was
developed by David Ricardo and other economists in the nineteenth century. It points
out that 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 paradox is 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.

This principle is the basis of specialization into trades and occupations. At the same
time, complete specialization may never occur even when it is economically
advantageous. For strategic or domestic reasons, a country may continue to produce
goods for which it does not have an advantage. The benefits of specialization may also
be affected by transport costs: goods and raw materials have to be transported around
the world and the cost of the transport narrows the limits between which it will prove
profitable to trade. Another impediment to the free flow of goods between nations is
the possible introduction of artificial barriers to trade, such as tariffs and quotas.
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EXERCISES

I . Translate the following Chinese terms into English

H 45 H 2 IESUAN
2P eld ERYY B
HEH O B
K Al TR 7
T ANITE] KA

II. Translate the following English terms into Chinese
visible trade direct import
invisible trade indirect export
export agent foreign manufacturing
retailing raw materials
consumer products quota

III. Questions
1. Do nations trade with one another?
2. What is international trade?
3. What kinds of goods should a nation specialize in producing?

4. Who developed the theory of comparative advantage? What do you think of it?
5. What is invisible trade?

6. What is indirect export?

7. Is there any difference between international trade and foreign trade?



