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Chapter One

General Introduction

LEARNING OUTCOMES

[ ]

After learning this chapter you will be able to

e define what is meant by international trade

e explain the reasons for engaging in international trade.
identify the benefits of international trade

explain the major categories of international trade

tell the differences between domestic and international trade
understand the major procedure involved in international trade

International trade has a long history. Dated back as far as the Middle Ages, merchants
shipped canoes overseas, and sold the goods directly to foreign buyers. With transportation
and communication technologies developed especially during the industrial revolution,
international trade grew rapidly, which in turn stimulated an upsurge of insurance industry
and banking operations oriented toward international payments and settlement. Recently,
thanks to the unprecedented development of techniques and services in all trade-related fields
as well as the great improvement in trade-related laws, regulations and conventions,
international trade is growing even faster and involving even more countries. As one of the

most important economic activities in the world today, international trade plays a more and
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more important role in the development of a nation’s economy and in the acceleration of
globalization worldwide.

Then what is international trade? International trade is also known as world trade,
foreign trade, overseas trade, etc. It refers to the process of fair and deliberate exchange of
goods or services between two or more countries, 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. However, only
knowing its definition is obviously not enough to understand international trade as a whole.

The points covered in this chapter will help provide you a clearer picture of international
trade.

1.1 Reasons for International Trade

Why do nations trade with one another? The primary reason for one individual to trade
with another is that one of them has the products more than his consumption and the other has
the demand for the same products. As a result, product exchange is realized and trade is
formed. Similarly, when a nation has the products that exceed its domestic demand, it may
consider exchanging them for something else with another nation. The commodity exchange
that has passed over a nation’s border leads to the formation of international trade. However,
when international trade has developed to its present stage, the reasons for nations to trade
with one another are far beyond the surplus products. Resource reasons, economic reasons,
political reasons and many other reasons are all responsible for the boom in international
trade.

1.1.1 Resource Reasons

No nation can be completely self-sufficient. The distribution of natural resources around
the world is somewhat haphazard: some nations possess natural resources in excess of their
own requirements while other nations have none. For example, Colombian and Brazil have
the ideal climate for growing coffee beans. The United States is a major consumer of coffee,
yet it does not have the climate to grow any of its own. This has led to Colombia and Brazil
being big coffee exporters, and the United States a big coffee importer. Countries that do not
have the natural resources or raw materials within their own boundaries must import from

countries that have them while those that have them exceeding their own consumption will
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export to countries that don’t have them or enough of them.

This is also true for other kind of resources. The developed countries are full of skilled
labor, capital and high technology resources while the developing countries may lack them
and need to import these resources or technology from other countries. For example, Japan
lacks natural resources, but it is highly developed in electronic technology. Consequently, it
exports a large portion of its electronic products to the world, especially to the developing
countries that cannot produce them on their own. In return, it imports most of the natural
resources from other nations in the world.

In short, the uneven distribution of natural resources and development of human and

technological resources around the world is one of the major reasons that nations trade with
one another.

1.1.2 Economic Reasons

With the development of manufacturing and technology, there arose another incentive
for nations to trade with one another, i. e. economic benefits. It is found that it makes
economic sense for a nation to specialize in certain activities and produce those goods for
which it has the most advantages, and to exchange those goods for the products of other
nations which has advantages in different fields. Why does Japan mainly export manufactured
goods? Why is the agricultural sector in the USA so different from that of the Netherlands?
But most important of all, do countries gain or lose from trading with other nations?

The key to such questions largely lies in the theory of comparative advantage developed
by David Ricardo®. According to Ricardo, international trade is mutually beneficial, even
when one nation is more efficient in the production of all goods, as long as there are
differences in the relative costs of producing the various goods in the two potential nations.
China, for example, is a labor intensive economy and has enjoyed a long history of textile
production. Hence, it is able to produce large quantities of textile products at much lower
cost than some other countries. In other words, it has the comparative advantage in the
production of textile products and thus will benefit its economy by exporting these goods or
exchanging these goods for the products of other nations.

In a word, transactions are concluded mainly for economic benefit. When the domestic

(@ David Ricardo (1772 — 1823), the brilliant British economist, was one of the most important figures in the

development of economic theory. He articulated and rigorously formulated the “Classical” system of political economy.



