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Chapter 1

Some Basic Concepts of Foreign Trade

Why Do Nations Trade?.

Most nations of the worid.ggcport goods to other coun-
tries. Likewise, most of thém'-import goods from other
nations. Why do countries of thé“wlorld engage in for-
eign trade (or international trade)? Why can’t they be
self-sufficient, capable of living exclusively on the
goods and services produced within their own borders?
Various reasons can be cited. In general, however, the
reasons for foreign trade can be classified as resource
reasons, economic reasons, and political reasons.

Resource Reasons

Some nations of the world have certain conditions or
resources ‘that provide them with a basis for foreign
trade. Illustrations include favorable climate conditions
and terrain, naturgl resources, skilled workers, and
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capital resources.
1. Favorable Climate Conditions and Terrain
~Some countries have year-round or seas_onal'
weather conditions that make them ideally suit- )
ed for the raising of particular Crops.' For exam-
ple, Colombia and Brazil have just the right
climate for growing coffee beans. The United
States, with the exception of Hawaii, does not.
Therefore, the United States must import coffee.
On the other hand, the climate and terrain in
such-U. S. states as Kansas, Nebraska, South
Dakota, North Dakota are ideal for raising
wheat. The United States grows so much wheat
that it is able to export wheat to other nations
abroad. Thus, climate and terrain help deter-
mine some of the goods a nation can produce
~and trade internationally.
9. Natural Resources
If a country has an abundance of natural
~ resources, it is common to find some of these
~ resources being exported. Among developing
" countries raw materials may be sold before
being processed. Tin from Bolivia and oil from
some of the Middle East countries are examples.
'On the other hand, in many highly industrialized
nations raw materials are often sold in finished
form. For example, the United States sells its



iron ore in the form of steel products, such as
automobiles and machinery. Yet, regardless of
how they are sold, raw materials play a major
role in determining a country’s involvement in
international trade.

. Skilled Workers - | |
If a nation has a great many skilled workers, it
can produce sophisticated equipment and
machinery, such as computers, jet aircraft, and
electric generators. The United States, Japan,
and Western European countries are -illustra-
tions. On the other hand, some nations have
basically unskilled work forces and must con-
fine their activities to the manufacture of simple
products. Ethiopia, Uganda, and Guinea are
illustrations. The skill of a country’s work force
- helps determine what it will be able to produce
and trade with other countries. |

. Capital Resources |

Another important factor in foreign trade is that
of capital resources. These include things such
as plant, machinery, and equipment. The more
capital resources a nation has, the better its
chance to free its workers from manual jobs and
allow them to work on more important tasks. In
these countries, while the machines do the busy
work people concentrate their attention on
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“Think” jobs, such as developing - technological
breakthroughs that will result in a high_er stand-
ard of living for the nation. Poor countries, of
course, lack these capital resources and must
rely heavily on manual labor and on certain
goods from other countries. o

Economic Reasons

Another reason why nations engage in foreign trade is
to secure some kind of economic benefit. It is the simple
truth that for two nations to trade with each other
voiuntarily, both nations must gain. If one nation gained
nothing or lost, it would simply refuse to trade. But how
does this mutually beneficial trade take place and from
where do these gains from trade come? Here are the two
important priﬁcipleS—abso‘lute advantage and compar-
ative advantage—that serve to 111ustrate the point.
1. Absolute Advantage
When one nation is more eff1c1ent than (or has
an absolute advantage over) another in the
production of one commodity but is less efficient
than (or has an absolute disadvantage with
respect to) the other nation in producing a
second commodity, then both nations can gain
- by each specializing in the production of the
commodity of its absolute advantage and




exchange part of its output with the other nation
for the commodity of its absolute disadvantage.
By this process, resources are utilized in the
- most efficient way and the output of both com:-
modities will rise. This increase in the output of
both commodities measures the gains from spe-
cialization in production available to be divided
between the two nations through trade. |

For example, because of climate conditions,
-Canada is efficient in growing wheat but ineffi-
cient in growing bananas (hot houses would
have to be used). On the other hand, Nicaragua
is efficient in growing bananas but inefficient in
growing wheat. Thus, Canada has absolute
- advantage over Nicaragua in the cultivation of
-wheat but an absolute disadvantage in the cuiti-
vation of bananas. The opposite is true for
Nicaragua. |

Under these circumstances, both nations
would benefit if each specialized in the produc-
tion of the commodity of its absolute advantage
and then traded with the other nation. Canada
would specialize in the production of wheat
(i.e.,, produce more than needed ddmestically)’
and exchange some of it for (surplus) bananas
grown in Nicaragua. As a result, both more
wheat and more bananas would be grown and
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consumed, and both Canada and Nicaragua
would be gainers.

Now let us look at another numencal exam-
ple of absolute advantage shown in the follow-
- ing table: '

U.S."U.K

Wheat (bushels/man hour) ‘6 : 1
Cloth (yards/man-honr) 4 "5

The table shows that one hour of Iabor time
produces. six bushels of wheat in the United
States but only one in the United Kingdom. On
the other hand, one hour of labor time produces
five yards of cloth in the United Kingdom but
ohly four in the United States. Thus, the United
States is mdre efficient than, or has an absolute
~ advantage over, the United Kingdom in the
production of wheat, while the United Kingdom
is more efficient than, or has an absolute advan-
tage over, the United States in the ;produc_tion of
cloth. With trade, the United States would spe-
cialize in the production of wheat and exchange
part of it for British cloth. The opposite is true
for the United Kingdom.

If the United States excbanges six bushels
of wheat (6W) for six yards of British cloth
(6C), the United States gains. 2C or saves 1/2




man-hour or 30 minutes of labor vime (since the
U. S. can only exchange 6W for 4C domesti-
cally). Similarly, the 6W that the United King-
dom receives from the United States is equiva-
lent to or would require' six man-hours of labor
time to produce in the United Kingdom. These
same six man-hours can produce 30C in the
United Kingdom (6 hours times 5 yards of cloth
per man-hour). By being able to exchange 6C
(requiring a little over one hour to produce in
the United Kingdom) for 6W with the United
States, the United Kingdom gains 24C or saves
almost five man-hours.

The fact that the United Kingdom gains
much more than the United States is not impor-
tant at this time. What is important is that both
nations can gain from specialization in produc-
tion and trade.

2. Comparative Advantage
According to the law of comparative advantage,
even if one nation is less efficient than has an
absolute disadvantage with respect to) the other
nations in the produc'tion of both commodities,
there is still a basis for mutually beneficial
trade. The first nation should specialize in the
production of and export the commodity in
which its absolute disadvantage-is smallest (this
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is the commodity of its comparative advantage)
and import the commodity in which its absolute
disadvantage is greatest (this is the commodity
of itscdmparat‘ive disadvantage).

Here, a numerical example of comparative

~ advantage is shown in the table below:

~U.S. UK
Wheat (bushels/man—hour), 6 1
Cloth (yards/man-hour) 4 2

The table shows that the United Kingdom now

“produces only two yards of cloth per man-hour
“instead of five (as shown in the example given in

the-preceding section). Thus, the United King-
dom now has an absolute disadvantage in the
production of both wheat and cloth with respect

“to the United States.

However smce United Kingdom labor is
half as productive in cloth but six- times less
productive in wheat with respect to the United

| ‘State’s the United Kingdom has a comparative

advantage in cloth. On the other hand, the

- United States has an absolgte advantage in both
-wheat and cloth with respect to the United

- Kingdom, but since its absolute advantage is

greater in wheat (6 : 1) than i,'n cloth- (4 : 2), the

United States has a comparative advantage in

.




-

wheat. To summarize, the U. S. absolute advan-
tage is greater in wheat and so the United States
has a comparative advantage in wheat. The
U. K. absolute disad\fantage is smaller in cloth
so that its comparative advantage lies in cloth.
According to the law of comparative advantagé,
both nations can ga"in if the United States spe-
cializes in the production of wheat and exports
some of it in exchange for British cloth. (At the
same time, the United Kingdom is specializing in
and exporting cloth.) So far, we have stated the
law -of Comparative ‘advantage in words, then
restated it with a simple numerical example.
However, we have not yet proved the law. To do
so, we must be able to show. that the United
States and the United Kingdom can beth gain by
each specializing in the production of and ex-
| ,p'orting the commodity of its comparative ad-
vantage. ,

To start with, we know that the United
States would be indifferent to trade if it received
only 4C from the United Kingdom in exchange
for 6W, since the United States can produce
exactly 4C domestically by utilizing the
‘resources released in giving up 6W. And the
United States would certainly not trade if it
‘recéived less than 4C for 6W. Similarly, the
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- United Kingdom would be indifferent to trade

if it had to give 2C for each 1W it received
from the United States, and it certainly would
not trade ﬁ it had to give up more than 2C for
1W.

To show that both nations can gain, suppose
the United States could exchange 6W for 6C
with the United Kingdom. The United States
would then gain 2C (or save % hour of labor
time) since the United States could only
exchange 6W for 4C domestically. To see that
the United Kingdom would also gain, note that
the 6W that the United Kingdom receives from
the United States would require six man-hours
to produce in the United Kingdom. The United

- Kingdom could instead use these six man-hours

to produce 12C and give up only 6C for 6W from
the United States. Thus, the United Kingdom
would gain 6C or save three hours of labor time.
Once again, the fact that the United Kingdom
gains more from trade than the United States is
not important at this point. What is important is
that both nations can gain from trade even if
one of them (in this case the United Kingdom) is
less efficient than the other in the production of

both commodities.

- We can convince ourselves of tifis by look-




ing at a simple example from everyday life.
Suppose a lawyer can type twice as fast as his
secretary. The lawyer then has an absolute
advantage over his secretary in both the prac-
tice of law and typing. However, since the secre-
tary camnot: even practice law without a law
degree, the lawyer has a greater abs_'olute advan-
tage or a comparative advantage in law, and the
secretary has a comparative advantage in typ-
ing. According to the law of comparative advan-
tage, .the lawyer should spend all of his time
practicing law and let his secretary do the -:tYp-
ing. For example, if the lawyer earns $100 per
hour practicing law and must pay his secretary
$10 per hour to do the typing, he would actually
lose $80 for each hour that he typed. The reason
for this is that he would save $20 (since he can
type twice as fast as his secretary) but forgo
earning $100 in the practice of law.

Political Reasons

Some nations of the world trade with others for basi-
cally political reasons. For example, the USSR has
traded with Cuba for two- decades now because the
Soviets want to support a government in that country
that is in basic agreement with their political doctrine.
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The United States has traded with South Korea for
similar reasons. In both cases, political objectives have
outweighed economic considerations. |

Unigue Problems in Foreign Trade

Foreign trade is similar to domestic trade in several
ways. For example, business must still offer gbods and
services that people want and are able to afford. Like-
wise, some kind of sales effort must be exerted to call
the goods to the attention of prospective buyers and to
bring about their sale. And, of course, there must be
some profit in it for the business.

However, there are also some unique problems in
foreign trade and companies doing business overseas
must be aware of them. In particular, these include
cultural problems, economic problems, and trade bar- |
riers.

Cultural Problems

When companies do business overseas, they come in
contact with people from different cultures. These indi-
viduals speak different languages and have their own
particular customs and manners, and local demand.
These differences can create problems.
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