
International Trade Theory and 
Practice



Learning Objectives

• Overall international trade patterns

• Theories explaining trade flows

• Different types of export activities

• Payment options for trade
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Why Firms Engage in Foreign Trade?
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Trends in International Trade

• Most of world merchandise trade is represented by 
manufactured goods

• After WWII: strong growth in world trade volume 
(manufactures)

• Since 1980s: strong growth in services trade, app. 
23% of total world trade today

• Digital trade, e-commerce
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Worldwide Trade by Major Sectors

Copyright © 2015 Pearson Education Ltd. 



World’s top exported goods
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Source: CIA The World Factbook



World’s top exporting countries
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Merchandise exports 2019
Source: WTO

https://www.wto.org/english/res_e/statis_e/statis_bis_e.htm?solution=WTO&path=/Dashboards/MAPS&file=Map.wcdf&bookmarkState=%7b%22impl%22:%22client%22,%22params%22:%7b%22langParam%22:%22en%22%7d%7d


World’s top importing countries
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Merchandise imports 2019
Source: WTO

https://www.wto.org/english/res_e/statis_e/statis_bis_e.htm?solution=WTO&path=/Dashboards/MAPS&file=Map.wcdf&bookmarkState=%7b%22impl%22:%22client%22,%22params%22:%7b%22langParam%22:%22en%22%7d%7d


World Trade Report (WTO, 2013)
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Q: Why are the blue bars almost always longer than the brown ones ?



Absolute Advantage Theory

• Adam Smith, Wealth of Nations (1776)

• Free trade benefits nations since it facilitates 
specialisation of production

• A nation with an absolute advantage is able to 
produce greater output of a good or service than 
other nations using the same amount of, or fewer, 
resources

• Trade is a positive-sum game
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http://www.econlib.org/library/Enc/bios/Smith.html


Scenario example
• US productivity

- One product A (30K USD) / 100 labor-hours
- Ten product B (30K USD) / 120 labor-hours
- Twenty product C (30K USD) / 150 labor-hours

• Australia productivity
- One product A (30K USD) / 110 labor-hours
- Ten product B (30K USD) / 110 labor-hours
- Twenty product C (30K USD) / 150 labor-hours

• Greece productivity
- One product A (30K USD) / 200 labor-hours
- Ten product B (30K USD) / 220 labor-hours
- Twenty product C (30K USD) / 180 labor-hours
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Comparative Advantage Theory
• David Ricardo, Principles of Political Economy

(1817)

• Extended free trade argument

• If one country holds an absolute advantage in the 
production of two products, specialisation and trade 
could still benefit both countries 

• A country has a comparative advantage when it is 
able to produce a good more efficiently than it does 
any other good

• Trade is a positive-sum game
14
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Theories of Specialisation
• Both absolute and comparative advantage 

theories are based on specialization

• Based on this theoretical argument, free 
trade is good for everyone 

• Arguments against free trade:
– 1 
– 2
– 3
– 4
– …
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Theories of Specialisation
• Both absolute and comparative advantage 

theories are based on specialization

• Based on this theoretical argument, free 
trade is good for everyone 

• Arguments against free trade:
– 1 factor mobility
– 2 no overcapacity (full employment)
– 3 efficiency driven
– 4 transaction/transportation costs
– …
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Factor Proportions Theory

• Heckscher and Ohlin (1920s-1930s)

• Countries:

– Produce and export goods requiring resources 

(production factors) that are abundant

– Import goods requiring resources in short supply

• Differences in factor endowments determine 

patterns of international trade
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Competitive Advantage (Porter)

Source: Porter, M. E., 1990, The Competitive Advantage of Nations, and from R. Grant, ‘Porter’s ‘Competitive Advantage of Nations’: An 
Assessment’, Strategic Management Journal, Vol. 12, No. 7, 1991, pp. 535-48

Firm strategy, structure, 
rivalry

Resource 
availability 

(factor 
endowments)

Related and supporting industries

Local demand 
conditions

National
competitive
advantage
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Global Competitiveness Report 2013-2014

Source: World Economic Forum 21



The resource-based view
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Introduction 
stage

Growth 
stage

Maturing 
stage

Standardization 
stage

International Product Life Cycle (Vernon, 1966) 

Traditional vs. Born-global

Domestic 
market

Int’l 
market



Types of export
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Passive Active

Indirect  ETC  EMC
 Agent
 Distributor

Direct  Piggy-backing  Direct selling
 Sales subsidiary



Compare the intermediaries
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 Location:
 Home-based: EMC, ETC
 Foreign-based: agent, distributor

 Transaction:
 Taking title: ETC, distributor
 Not taking title: EMC, agent

 Exporter’s control:
 High: EMC, agent
 Medium: distributor
 Low: ETC
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ETCs Vs. EMCs
take title to goods do not take title to goods

pay product price charge commission 

fully handle IL facilitate IL

broad coverage often specialized

large entities small entities

no learning opportunity learning opportunities
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Distributors Vs. Agents
take title to goods do not take title to goods

pay product price charge commission 

large entities small entities / individuals

generally legal illegal in some countries

contract law labour law

high switch cost high switch cost



Litigation Arbitration Mediation

Procedure Formal Formal Informal

Efficiency Low High High

Effectiveness Low High High

Privacy No Moderate High

Decision Binding Binding Non-binding

Relationship Hurt Hurt maintained



Trade payment methods
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Term of 
payment

Exporter 
security

Importer 
convenience 

Cash in Advance High Nil
Letter of Credit Fairly High Low
Doc. Collection Low Moderate
Open Account Nil High
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Case in advance



Cash in Advance

 Payment by importer before shipment

 Risk free for exporter

 Risk transferred to importer

When to use?
 Import country unstable

 Import country FX control

 Buyer has bad credit rating

 Goods made to order
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Open Account

 Credit insurance

 Factoring 



Open Account

 Exporter invoices importer after shipment

 Importer pays on delivery or later

 Domestic and EU standard

When to use?
 Buyer has good credit rating

 Low country risk

 Internal transaction

 Strategic or competitive needs

Cash on delivery



Securing Open Account

Credit insurance

– standard cover (commercial risks)

– optional cover (country risks)

International factoring

exporter
factoring 

house importer

1) shipment

2) account receivable

3) receivable

4) payment

5) credit

6) payment
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Document collection
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Letter of Credit (L/C)
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Incoterms conditions 
___________________________________________

EXW

FCA

FAS FOB CFR CIF

CPT CIP DAF

DES DEQ

Exporter responsibility

DDU DDP

Transportation Modes

E F C D

Any

Ocean

Non-ocean
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Source:

Use of Incoterm:

• Quoting

• Negotiating



Implications for Managers

• Market-seeking efforts
– Export to expand sales, import to secure supply chain

• Location implication
– Countries differ in their advantages for different 

industries
• Select appropriate export mode and intermediary

• Use payment options and incoterm to secure trade 
transaction
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