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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.

1.1 International Trade (l)

International trade can be defined as the exchange of goods and services produced in one
country with those produced in another. In the complex economic world, no country can be
completely self-sufficient. The distribution of natural resources is uneven. Some countries are
abundant in resources, while elsewhere reserves are scarce or even nonexistent. And a country
may be rich in some resources but poor in others. For instance, Britain has large reserves of coal
but lacks some metal reserves. Kuwait has vast oil deposits but little farm produce. And Japan
relies heavily on import for most of the primary commodities. That is the reason why
international trade first began.

With the development of manufacturing and technology, there arose another incentive for trade,
i.e. international specialization-one country producing more of a commodity than it uses itself
and selling the remainder to other countries. Such specialization constitutes an important basis
for international trade.

Absolute advantage and comparative advantage are two theories of international specialization.
Both theories attempt to determine which goods a country should produce for itself and export to
other countries and which goods it should import from other countries.

The theory of absolute advantage holds that a commodity will be produced in the country
where it costs least in terms of resources (capital, land and labour). This theory is illustrated in
the following table. To be more illustrative, let us assume there are only two countries producing
two commodities under perfect competition:
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Qutput per man-year of labour

Country A Country B
computers 50 10
cars 20 40

From the above table, we can see that a man in Country A can produce 50 computers in a year
but only 10 in Country B. On the other hand, one man in Country B can produce 40 cars in a year
but only 20 in Country A. So Country A is more efficient in producing computers than Country B
and we say the former has an absolute advantage over the latter. Similarly, Country B is more
efficient with cars and has an absolute advantage over Country A. As a result, Country A would
specialize in the production of computers and trade some of them for Country B’s cars, and
Country B would specialize in cars and exchange some of them for Country A’s computers. Both
countries will gain benefits through specialization and trade.

But, according to the above theory, trade occurs only when each country has an absolute
advantage over the other in the production of one commodity. In reality, it is not rare that one
country has no absolute advantage in any commodity. Will trade occur in these cases? The theory
comparative advantage has offered satisfactory answer to this question.

The theory of comparative advantage holds that even if a country is less efficient than another
in the production of both commodities, i.e. it has absolute disadvantage in producing both
commodities, there is still a basis for mutually beneficial trade. The first country should
specialize in the production and export of commodity in which its absolute disadvantage is
smaller, i.e. the commodity of its comparative advantage, and import the commodity in which its
absolute disadvantage is greater, i.e. the commodity of its comparative disadvantage. The above
theory can be illustrated in this table:

Output per man-year of labour

Country A Country B
computers 50 10
cars 40 20

The difference between this table and the previous one is that Country B has absolute
disadvantage in the production of both computers and cars. Nevertheless, it still has a
comparative advantage in cars since it is half as efficient in cars but 5 times less efficient in
computers in comparison with Country A. On the other hand, Country A has absolute advantage
over Country B in both computers and cars. However, we say it has comparative advantage in
computers since it has greater absolute advantage in the commodity than in cars with respect to
Country B. According to the theory, both countries can gain if A specializes in computers and B
specializes in cars. Where comparative advantage exists, two trading partners are both able to
share in the gains from trade. Trade to exploit comparative advantage promotes efficiency among
countries; since it can make one country better off without making another worse off.

Comparative advantage is not a static concept. A country may develop a particular
comparative advantage purely through its own actions, independent of the endowments of nature.
Switzerland’ s comparative advantage in watch-making is a typical example. Similarly, the
United States has developed comparative advantage in many lines that use the most up-to-date
technology.

The idea of absolute advantage as the basis for economic specialization has a strong intuitive
appeal. But the idea of comparative advantage introduced by the English economist David
Ricardo makes more sense. Indeed it has become the cornerstone of modern thinking on
international trade.

’
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1.2 International Trade (i)

Where there are no differences among countries in the basic capabilities at producing goods,
other bases for trade among them may still exist.

First, patterns of demand may differ among nations. For example, most consumers in one
country may consider dog meat a delicacy, while in another country the consumption of dog meat
is abhorrent. In this case the second country may sell its dog meat to the first country. Trade will
be based not on differences in the production capabilities of the two countries but on different
consumption preferences.

Second, trade may occur out of economies of scale, that is, the cost advantages of large-scale
production. For example, Country A and Country B may have the same capability in producing
cars and computers, but the cost for the production of both commodities will decrease if the
goods are produced on a larger scale. Both countries might find it advantageous if each were to
specialize completely in the production of one commodity and import the other.

Third, trade takes place because of innovation or style. Even though Country A produces
enough cars at reasonable costs to meet its own demand and even to export some, it may still
import cars from other countries for innovation or variety or style.

To summarize, the theory of international specialization seeks to answer the question which
countries will produce what goods with what trade patterns among them. Differences in
production conditions, the element highlighted by the theory of comparative advantage, provide
the most important part of the answer. But a complete answer must also take into account other
factors such as demand, economies of scale and innovation or style.

In reality, however, 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 cost. Goods and raw materials have to be transported around the world and the cost of
the transport reduces the benefit of trade. The case will be more serious with transporting bulky
or perishable goods. Protectionist measures which are often taken by governments are also
barriers to trade, and typical examples are tariffs and quotas.

Tariff barriers are the most common form of trade restriction. A tariff is a tax levied on a
commodity when it crosses the boundary of a customs area which usually coincides with the area
of a country. A customs area extending beyond national boundaries to include two or more
independent nations is called a customs union. Import duties are tariffs levied on goods entering
an area while export duties are taxes levied on goods leaving an area. The former type is more
common than the latter as most nations want to expand exports and increase their foreign
exchange earnings. Import duties may be either specific, or ad valorem, or a combination of the
two-compound duties. The term drawback refers to duties paid on imported goods that are
refunded if the goods are re-exported. The term most-favoured-nation (MFN) treatment refers to
a tariff treatment under which a country is required to extend to all signatories any tariff
concessions granted to any participating country. However, MEN treatment is not really special
but is just normal trading status. It gives a country the lowest tariffs only within the tariff’s
schedule, but it is still possible to have lower tariffs.

Quotas or quantitative restrictions are the most common form of non-tariff barriers. A quota
limits the imports or exports of a commodity during a given period of time. The limits may be in
quantity or value terms, and quotas may be on a country basis or global, without reference to
countries. They may be imposed unilaterally and can also be negotiated on a so-called voluntary
basis. Obviously, exporting countries do not readily agree to limit their sales. Thus, the
"voluntary" label generally means that the importing country has threatened to impose even
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worse restrictions if voluntary cooperation is not forthcoming.

In addition to visible trade, which involves the import and export of goods, there is also
invisible trade, which involves the exchange of services between countries.

Transportation service across national boundaries is an important kind of invisible trade.
International transportation involves different means of transport such as ocean ships, planes,
trains, trucks and inland water vessels. However, the most important of them is maritime ships.
When an exporter arranges shipment, he generally books space in the cargo compartment of a
ship, or charter a whole vessel. Some countries such as Greece and Norway have large maritime
fleets and earn a lot by way of this invisible trade.

Insurance is another important kind of invisible trade. In the course of transportation, a cargo is
vulnerable to many risks such as collision, pilferage, fire, storm, explosion, and even war. Goods
being transported in international trade must be insured against loss or damage. Large insurance
companies provide service for international trade and earn fees for insuring other nation’s foreign
trade. Lloyd's of London is a leading exporter of this service.

Tourism is yet another important form of invisible trade. Many countries may have beautiful
scenery, wonderful attractions, places of historical interest, or merely a mild and sunny climate.
These countries attract large numbers of tourists, who spend money for travelling, hotel
accommodations, meals, taxis, and so on. Some countries depend heavily on tourism for their
foreign exchange earnings, and many countries are making great efforts to develop their tourism.

The fourth type of invisible trade meriting attention is called immigrant remittance. This refers
to the money sent back to home countries by people working in a foreign land. Import and export
of labour service may be undertaken by individuals, or organized by companies or even by states.
And this is becoming an important kind of invisible trade for some countries.

Invisible trade can be as important to some countries as visible trade is to others. In reality, the
kinds of trade nations engage in are varied and complex, often a mixture of visible and invisible
trade.

1.3 Trade Protectionism

In contrast with free trade where government barriers to trade are kept to a minimum degree,
trade protectionism is the economic policy of restraining trade between countries through
methods such as tariffs on imported goods, restrictive quotas, and a variety of other government
regulations designed to allow imports to complete fairly against goods and services produced
domestically. Two major purposes are involved in trade protectionism. One is to protect the
goods or services produced domestically from the fierce competition by foreign participation.
The other is to enhance the competitiveness of the domestic products in the international market
by beneficial policies.

The specific reasons for implementing trade protectionism can be summarized as follows:

€ To keep economic diversity

Many countries are implementing protectionism to keep economic diversity so as to avoid over
dependence on other countries both economically and politically.
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@ To protect infant industries

Infant industry refers to emerging domestic industries that should be protected until they
become stable and mature. Usually, the infant industry is protected in its early stage of
development by the preferential policies issued by the country’s government. The normal method
is to limit or ban the foreign participation in the same area. Nowadays, as service trade such as
banking and insurance in most developing countries is still in its infancy, the governments are
taking measures to prohibit the engagement of foreign enterprises in this area.

€ To protect the vital and strategic business sectors

The vital and strategic business sectors are closely related to a country’s stability and economic
development. For many countries, the important business sectors such as transportation,
telecommunications, and steel are all under strict control and protection of government.

€ To reduce the high pressure of unemployment

Employment is crucial to a country’s stability. Without protection, the flooding in of foreign
labor and goods at a low cost will put the workers in certain industries, especially the
labor-intensive industry under big pressure of job losses. That’s why most governments are
making efforts to protect the domestic labor market and create more job opportunities.

Forms of Trade Protectionism

Varieties of methods are used by different countries to restrain foreign trade, mainly including
tariff barriers and non-tariff barriers.

@ Tariff barriers

Tariff barriers are the main and typical form of protectionism. Typically, tariffs (or taxes) are
imposed on imported goods. Tariff rates usually vary according to the type of goods imported.
Import tariffs will increase the cost to importers, and increase the price of imported goods in the
local markets, thus lowering the quantity of goods imported. Tariffs may also be imposed on
exports, and in an economy with floating exchange rates, export tariffs have similar effects as
import tariffs. However, since export tariffs are often viewed as a negative impact on local
industries, while import tariffs are taken as a positive impact on local industries, export tariffs are
seldom implemented. Tariff duties levied for income purpose is known as revenue tariff, while
those levied for protection is known as protective tariff. As a penalty measure, countervailing
duty is levied against bounty or grant during production, transport and export. Anti-dumping duty
is also punitive. It is collected when the importing country holds that there is a dumping.

The import tariff duties are mainly levied in three ways: specific, ad valorem and compound.

<& Specific duty is levied per physical unit-according to weight, volume, measurement and

quantity, etc.

<& Ad valorem duty is levied according to the value or price of products.

< Compound duty is a combination of specific duty and ad valorem. It is collected according

to either of the two first, then the other.

@ Non-tariff barriers

<& Import quotas
Import quotas are used to reduce the quantity and therefore increase the market price of
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imported goods. The economic effect of an import quota is similar to that of a tariff, except
that the tax revenue gained from a tariff will instead be distributed to those who receive
import licenses. There are two types of import quotas: absolute quota and tariff-rate
quota. Absolute quota sets a limit on the quantity of imports to a specified level during a
period of time specified. Tariff quota sets a limit within which low and no duties are levied,
otherwise high duties or penalty will be imposed.

<& Import license
An import license is a permit for import granted by the government. It can be independent
or combined with quotas.

< Exchange rate manipulation
A government may intervene in the foreign exchange market to lower the value of its
currency by selling its currency in the foreign exchange market. Doing so will raise the
cost of imports and lower the cost of exports, leading to an improvement in its trade
balance. However, such a policy is only effective in the short run, as it will most likely lead
to inflation in the country, which will in turn raise the cost of exports, and reduce the
relative price of imports.

<& Technical standard barriers
As a new hidden method of import control, technical standard barrier is widely used by
governments of countries(usually developed ones) to control import through setting
technical standards that foreign countries(usually developing ones) are not familiar with or
hard to meet.

< Green barriers
Green barriers are also a newly used method for import control. With the excuse of
protecting environment and the safety of human beings, a series of strict ecological, health
and sanitary standards much higher than those in the developing countries are set as the
condition for market access by developed countries to protect their domestic market and
industries. Green barriers normally take on two forms: green label and green packing.

< Direct subsidies
Government subsidies (in the form of lump-sum payments or cheap loans) are sometimes
given to local firms that cannot compete well against imports. These subsidies are
purported to protect local jobs, and to help local firms adjust to the world markets.

< Export subsidies
Export subsidies are often used by governments to increase exports. Export subsidies are
the opposite of export tariffs by which exporters are paid a percentage of the value of their
exports. Export subsidies increase the amount of trade, and in a country with floating
exchange rates, have effects similar to import subsidies.
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without reference to age or sex ITff N, HigHLELb.

31. Lloyd's 774k, SEEERKGHLN, HHEAGAEREERRLS, REAHS AN
IPERARES S S BNV, 57 & fhoxd th SRS 17 35 il FE & 2l 48 .

32. yet another X —7/>. 240 ik another J&, FHIELIH AR yet another KFKiA .

33. meriting attention {Hf3VERE . EAR)HEIE /A 5ESE trade 11)5 B 8. Merit 7E1E
b B ¥5iA, {E deserve, be worthy of fif.



