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Preface

I believe the best way to motivate students to learn a subject is to demonstrate how it is
used in practice. The first fifteen editions of International Economics reflected this belief
and were written to provide a serious presentation of international economic theory with
an emphasis on current applications. Adopters of these editions strongly supported the
integration of economic theory with current events.

The sixteenth edition has been revised with an eye toward improving this presentation
and updating the applications as well as including the latest theoretical developments. Like
its predecessors, this edition is intended for use in a one-quarter or one-semester course
for students having no more background than principles of economics. This book’s
strengths are its clarity, organization, and applications that demonstrate the usefulness of
theory to students. The revised and updated material in this edition emphasizes current
applications of economic theory and incorporates recent theoretical and policy develop-
ments in international trade and finance. Here are some examples.

INTERNATIONAL ECONOMICS THEMES

This edition highlights five current themes that are at the forefront of international
economics:

=  GLOBALIZATION OF ECONOMIC ACTIVITY

o U.S. apple growers and competition from China—Ch. 1

«  Shifting competitiveness in shipping routes—Ch. 3

«  Reindustrialization redeploys workers—Ch. 2

«  Wooster, Ohio, bears brunt of globalization—Ch. 2

«  Comparative advantage and global supply chains—Ch. 2

o  Caterpillar bulldozes Canadian locomotive workers—Ch. 9

o Apple uses tax loopholes to dodge taxes—Ch. 9

« Diesel engines and gas turbines as engines of growth—Ch. 1

«  Waves of globalization—Ch. 1

o iPhone’s complex supply chain highlights limitations of trade statistics—Ch. 10

o  Constraints imposed by capital flows on the choice of an exchange rate
system—Ch. 15

=  FREE TRADE AND PROTECTIONISM

o Vaughan-Bassett Furniture and dumping—Ch. 5

« U.S. lifts its restrictions on oil exports—Ch. 6

o U.S. Export-Import Bank avoids shutdown—Ch. 6

o Whirlpool wins dumping case—Ch. 5

«  Wage increases and China’s trade—Ch. 3

o Should shoe tariffs be stomped out?—Ch. 4

«  Element Electronics brings TV manufacturing back to the United States—Ch. 1
o  Carbon tariffs—Ch. 6

o Bangladesh’s sweatshop reputation—Ch. 7

xiii
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Xiv Preface

o Does the principle of comparative advantage apply in the face of job
outsourcing?—Ch. 2

«  Boeing outsources work, but protects its secrets—Ch. 2

o WTO rules against subsidies to Boeing and Airbus—Ch. 6

«  Does wage insurance make free trade more acceptable to workers?—Ch. 6

«  China’s hoarding of rare earth metals declared illegal by WTO—Ch. 6

« The environment and free trade—Ch. 6

= TRADE CONFLICTS BETWEEN DEVELOPING NATIONS AND
INDUSTRIAL NATIONS

o Russia hit by sanctions over Ukraine—Ch. 6

« U.S. economic sanctions and Iran—Ch. 6

o Declining oil prices test OPEC—Ch. 7

o  China’s economic challenges—Ch. 7

o U.S.-Mexico tomato dispute—Ch. 8

« Is state capitalism winning?—Ch. 7

o  Canada’s immigration policy—Ch. 9

o Is international trade a substitute for migration?—Ch. 3

o Economic growth strategies: Import substitution versus export-led growth—Ch. 7

o Does foreign aid promote the growth of developing countries?—Ch. 7

o  The globalization of intellectual property rights—Ch. 7

«  Microsoft scorns China’s piracy of software—Ch. 7

o China’s export boom comes at a cost: How to make factories play fair—Ch. 7

« Do U.S. multinationals exploit foreign workers?—Ch. 9

= LIBERALIZING TRADE: THE WTO VERSUS REGIONAL TRADING
ARRANGEMENTS

o  Trans-Pacific Partnership—Ch. 8

o Greece and the eurozone—Ch. 8

o  Free-trade agreements bolster Mexico—Ch. 8

o Deflation and the eurozone—Ch. 8

o Does the WTO reduce national sovereignty?—Ch. 6

o Regional integration versus multilateralism—Ch. 8

o  Will the euro survive?—Ch. 8

=  TURBULENCE IN THE GLOBAL FINANCIAL SYSTEM

o  The sinking of Russia’s ruble—Ch. 15

o Swiss franc soars after exchange rate peg scrapped—Ch. 15

o Reserve currency burdens for the United States—Ch. 11

o  Foreign exchange market rigging—Ch. 12

o  Exchange rate misalignments—Ch. 12

o Does currency depreciation stimulate exports?—Ch. 14

o  Currency carry trade—Ch. 11

o  China announces currency independence—Ch. 16

o People’s Bank of China punishes speculators—Ch. 11

o  Currency manipulation and currency wars—Ch. 15

o  Paradox of foreign debt: How the United States borrows at low cost—Ch. 10
o Why a dollar depreciation may not close the U.S. trade deficit—Ch. 14

o Japanese firms send work abroad as yen makes its products less competitive—Ch.14
o Preventing currency crises: Currency boards versus dollarization—Ch. 15

o Should the United States return to the gold standard?—Ch. 17
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ORGANIZATIONAL FRAMEWORK: EXPLORING
FURTHER SECTIONS

Although instructors generally agree on the basic content of the international economics
course, opinions vary widely about what arrangement of material is appropriate. This
book is structured to provide considerable organizational flexibility. The topic of interna-
tional trade relations is presented before international monetary relations, but the order
can be reversed by instructors choosing to start with monetary theory. Instructors can
begin with Chapters 10-17 and conclude with Chapters 2-9. Those who do not wish to
cover all the material in the book can easily omit all or parts of Chapters 6-9, Chapter 13,
and Chapters 15-17 without loss of continuity.

The sixteenth edition streamlines its presentation of theory to provide greater flexibil-
ity for instructors. This edition uses online Exploring Further sections to discuss more
advanced topics. By locating the Exploring Further sections online rather than in the
textbook, as occurred in previous editions, more textbook coverage can be devoted to
contemporary applications of theory. The Exploring Further sections consist of the
following:

Comparative advantage in money terms—Ch. 2
Indifference curves and trade—Ch. 2

Offer curves and the equilibrium terms of trade—Ch. 2
The specific-factors theory—Ch. 3

Offer curves and tariffs—Ch. 4

Tariff-rate quota welfare effects—Ch. 5

Export quota welfare effects—Ch. 5

Welfare effects of strategic trade policy—Ch. 6

Government procurement policy and the European Union—Ch. 8
Economies of scale and NAFTA—Ch. 8

Techniques of foreign exchange market speculation—Ch. 11
A primer on foreign exchange trading—Ch. 11
Fundamental forecasting-regression analysis—Ch. 12
Income adjustment mechanism—Ch. 13

Exchange-rate pass-through—Ch. 14

To access the Exploring Further sections, go to www.cengagebrain.com.

SUPPLEMENTARY MATERIALS

For Students

International Economics: Student Internships An international internship is a great
way to gain that much needed work experience, boost your resume, and explore a new
culture and way of life, while contributing to key global issues across a variety of fields.
Student internships in international economics are provided by a number of sources
such as government agencies, research institutions (think tanks), commercial banks, cor-
porations, and the like. A typical economics internship finds a student working in a local
business, government agency, or nonprofit organization gathering and analyzing infor-
mation. While some companies or agencies are able to pay interns, some are not. This
online document provides some possibilities. It can be found at www.cengagebrain.com.
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International Economics CourseMate (www.cengagebrain.com) In this age of
technology, no text package would be complete without Web-based resources. An inter-
national economics CourseMate product is offered with the sixteenth edition. Within the
online study tool CourseMate, students will find a vast amount of resources for self-
study including access to the eBook, glossary, online quizzes, videos, graphing workshop
games, EconApps, and flashcards. Students can purchase CourseMate at www.cangage
brain.com.

Study Guide To accompany the sixteenth edition of the International Economics text,
Jim Hanson (Professor Emeritus at Willamette University) has prepared an online Study
Guide for students. This guide reinforces key concepts by providing a review of the text’s
main topics and offering practice problems and true-false, multiple-choice, and short-
answer questions. The Study Guide is available online only, and students can purchase
it at www.cengagebrain.com.

For Instructors

Public Broadcasting System (PBS) News Hour Links to videos dealing with inter-
national economics issues are provided as well as true-false questions and multiple-
choice questions dealing with the videos. This document can be found at www.cengage
brain.com.

International Economics CourseMate (www.cengagebrain.com) Through CourseMate,
instructors have access to Engagement Tracker, which is designed to assess that students
have read the material or viewed the resources that you've assigned. Engagement Tracker
assesses student preparation and engagement. Using the tracking tools enables you to see
progress for the class as a whole or for individual students, identify students at risk early
in the course, and uncover which concepts are most difficult for your class.

Aplia Aplia is another feature of the sixteenth edition. With Aplia, international eco-
nomics students use interactive chapter assignments and tutorials to make economics
relevant and engaging. Students complete online assignments to improve their profi-
ciency in understanding economic theory, and they receive immediate, detailed explana-
tions for every answer. Math and graphing tutorials help students overcome deficiencies
in these crucial areas.

PowerPoint Slides The sixteenth edition also includes PowerPoint slides created by
Syed H. Jafri of Tarleton State University. These slides can be easily downloaded from
the Instructor Companion Site by logging on to www.cengage.com. Slides may be edited
to meet individual needs. They also serve as a study tool for students.

Instructor’s Manual To assist instructors in the teaching of international economics,
there is an Instructor’s Manual with Test Bank that accompanies the sixteenth edition.
The manual contains: (1) brief answers to end-of-chapter study questions; (2) multiple-
choice questions; and (3) true-false questions for each chapter. The Instructor’s Manual
with Test Bank is available for download by qualified instructors from the Instructor
Companion Site by logging on to www.cengage.com.

Study Guide To accompany the sixteenth edition of International Economics, Jim
Hanson (Professor Emeritus at Willamette University) has prepared an online Study
Guide for students. This guide reinforces key concepts by providing a review of the
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text’s main topics and offering practice problems and true-false, multiple-choice, and
short-answer questions. The Study Guide is only available online, and students can pur-
chase it at www.cengagebrain.com. Instructors can view the online Study Guide through
http://login.cengage.com.

Compose Compose is the home of Cengage Learning’s online digital content. Compose
provides the fastest, easiest way for you to create your own learning materials. South-
Western’s Economic Issues and Activities content database includes a wide variety of
high-interest, current event/policy applications as well as classroom activities designed
specifically to enhance economics courses. Choose just one reading or many—even add
your own material—to create an accompaniment to the textbook that is perfectly cus-
tomized to your course. Contact your South-Western/Cengage Learning sales representa-
tive for more information.
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CHAPTER

The International Economy and
Globalization

In today’s world, no nation exists in economic isolation. All aspects of a nation’s
economy—its industries, service sectors, levels of income and employment, and living
standard—are linked to the economies of its trading partners. This linkage takes the
form of international movements of goods and services, labor, business enterprise,
investment funds, and technology. Indeed, national economic policies cannot be
formulated without evaluating their probable impacts on the economies of other countries.

The high degree of economic interdependence among today’s economies reflects the
historical evolution of the world’s economic and political order. At the end of World
War II, the United States was economically and politically the most powerful nation in
the world, a situation expressed in the saying, “When the United States sneezes, the
economies of other nations catch a cold.” But with the passage of time, the U.S. economy
has become increasingly integrated into the economic activities of foreign countries. The
formation in the 1950s of the European Community (now known as the European
Union), the rising importance in the 1960s of multinational corporations, the market
power in the 1970s enjoyed by the Organization of Petroleum Exporting Countries
(OPEC), the creation of the euro at the turn of the twenty-first century, and the rise of
China as an economic power in the early 2000s have all resulted in the evolution of
the world community into a complicated system based on a growing interdependence
among nations.

The Great Recession of 2007-2009 provides an example of economic interdependence.
The immediate cause of the recession was a collapse of the U.S. housing market and the
resulting surge in mortgage loan defaults. Hundreds of billions of dollars in losses on these
mortgages undermined the financial institutions that originated and invested in them.
Credit markets froze, banks would not lend to each other, and businesses and households
could not get loans needed to finance day-to-day operations. This shoved the economy into
recession. Soon the crisis spread to Europe whose banks were drawn into the financial
crisis in part because of their exposure to defaulted mortgages in the United States.

1
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2 Chapter 1: The International Economy and Globalization

As these banks had to write off losses, fear and uncertainty spread regarding whether
banks had enough capital to pay off their debt obligations. The financial crisis also
spread to emerging economies such as Iceland and Russia that generally lacked the
resources to restore confidence in their economic systems. It is no wonder that “when
the United States sneezed, other economies caught a cold.”

Recognizing that world economic interdependence is complex and its effects uneven,
the economic community has taken steps toward international cooperation. Conferences
devoted to global economic issues have explored the avenues that cooperation could be
fostered between industrial and developing nations. The efforts of developing nations to
reap larger gains from international trade and to participate more fully in international
institutions have been hastened by the impact of the global recession, industrial inflation,
and the burdens of high-priced energy.

Over the past 50 years, the world’s market economies have become increasingly
interdependent. Exports and imports as a share of national output have risen for most
industrial nations, while foreign investment and international lending have expanded.
This closer linkage of economies can be mutually advantageous for trading nations. This
link permits producers in each nation to take advantage of the specialization and
efficiencies of large-scale production. A nation can consume a wider variety of products
at a cost less than what could be achieved in the absence of trade. Despite these
advantages, demands have grown for protection against imports. Protectionist pressures
have been strongest during periods of rising unemployment caused by economic
recession. Moreover, developing nations often maintain that the so-called liberalized
trading system called for by industrial nations serves to keep the developing nations in
poverty.

Economic interdependence also has direct consequences for a student taking an
introductory course in international economics. As consumers, we can be affected by
changes in the international values of currencies. Should the Japanese yen or British
pound appreciate against the U.S. dollar, it would cost us more to purchase Japanese
television sets or British automobiles. As investors, we might prefer to purchase Swiss
securities if Swiss interest rates rise above U.S. levels. As members of the labor force, we
might want to know whether the president plans to protect U.S. steelworkers and
autoworkers from foreign competition.

In short, economic interdependence has become a complex issue in recent times, often
resulting in strong and uneven impacts among nations and among sectors within a given
nation. Business, labor, investors, and consumers all feel the repercussions of changing
economic conditions and trade policies in other nations. Today’s global economy requires
cooperation on an international level to cope with the myriad issues and problems.

Economic Interdependence: Federal Reserve Policy
Incites Global Backlash

Economic interdependence is part of our daily lives. When domestic economic policies
have spillover effects on the economies of other countries, policymakers must take these
into account. This is why major countries frequently meet to discuss the impacts of their
policies on the world economy. Consider the effects of the Federal Reserve’s policies on
other economies, as discussed below.

For decades, the Federal Reserve (Fed) has attempted to fulfill its mandate to promote
full employment, price stability, and economic growth for the U.S. economy. Pursuing
these objectives can impose adverse spillover effects on economies of other nations, as
seen in the following example.
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In response to the Great Recession of 2007-2009, the Fed attempted to grow the U.S.
economy by purchasing large amounts of long-term securities; this policy was called
quantitative easing. The idea was to pump additional money into the economy that
would cause long-term interest rates to fall. This would encourage Americans to spend
more on investment and big ticket consumption items, thus stimulating the economy.
However, critics doubted that the program would work and maintained that it might
cause an increase in inflationary expectations that could destabilize the economy.

Also, the Fed’s program was criticized by U.S. trading partners such as Germany and
Brazil, as an attempt to improve American competitiveness at their expense. They noted
that printing more dollars or cutting U.S. interest tends to cause depreciation in the dol-
lar’s exchange value, which will be explained in Chapter 11 of this text. If the value of the
dollar decreases, other countries’ exports become more expensive for American consu-
mers, thus reducing the amount of goods the United States imports from the rest of the
world. The accompanying rise in the exchange value of other countries’ currencies makes
American goods cheaper for foreign consumers to purchase, which should increase the
amount of exports leaving the United States. This would benefit U.S. producers, who
would likely increase hiring to meet the increased production requirements of the
increased global demand for their exports. What’s more, the rest of the world’s produ-
cers would see their exports fall, resulting in job losses for their workers. Producers in
the United States would gain at the expense of producers abroad.

However, Federal Reserve officials challenged this argument by stating that the pur-
pose of their program was not to push down the dollar in order to disadvantage Amer-
ica’s trading partners. Instead, it was an attempt to grow the economy, which is not just
good for the United States, but for the world as a whole. A depreciation of the dollar was
only a side effect of a growth-oriented policy, not the purpose of the policy. This argu-
ment did not dampen the fears of foreigners regarding the Fed’s monetary policy, and
their criticism continued.

Globalization of Economic Activity

When listening to the news, we often hear about globalization. What does this term
mean? Globalization is the process of greater interdependence among countries and
their citizens. It consists of the increased interaction of product and resource markets
across nations via trade, immigration, and foreign investment—that is, via international
flows of goods and services, people, and investments in equipment, factories, stocks, and
bonds. It also includes noneconomic elements such as culture and the environment.
Simply put, globalization is political, technological, and cultural, as well as economic.

In terms of people’s daily lives, globalization means that the residents of one country
are more likely now than they were 50 years ago to consume the products of another
country, invest in another country, earn income from other countries, talk by telephone
to people in other countries, visit other countries, know that they are being affected
by economic developments in other countries, and know about developments in
other countries.

What forces are driving globalization?' The first and perhaps most profound influ-
ence is technological change. Since the Industrial Revolution of the late 1700s, technical
innovations have led to an explosion in productivity and slashed transportation costs.
The steam engine preceded the arrival of railways and the mechanization of a growing
number of activities hitherto reliant on muscle power. Later discoveries and inventions

'World Trade Organization, Annual Report, 1998, pp. 33-36.
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such as electricity, telephone, automobile, container ships, and pipelines altered produc-
tion, communication, and transportation in ways unimagined by earlier generations.
More recently, rapid developments in computer information and communications tech-
nology have further shrunk the influence of time and geography on the capacity of indi-
viduals and enterprises to interact and transact around the world. For services, the rise of
the Internet has been a major factor in falling communication costs and increased trade.
As technical progress has extended the scope of what can be produced and where it can
be produced, and advances in transport technology have continued to bring people
and enterprises closer together, the boundary of tradable goods and services has been
greatly extended.

Also, continuing liberalization of trade and investment has resulted from multilateral
trade negotiations. For example, tariffs in industrial countries have come down from
high double digits in the 1940s to about 4 percent by 2016. At the same time, most quo-
tas on trade, except for those imposed for health, safety, or other public policy reasons,
have been removed. Globalization has also been promoted through the widespread liber-
alization of investment transactions and the development of international financial
markets. These factors have facilitated international trade through the greater availability
and affordability of financing.

Lower trade barriers and financial liberalization have allowed more companies to
globalize production structures through investment abroad, which in turn has provided
a further stimulus to trade. On the technology side, increased information flows and the
greater tradability of goods and services have profoundly influenced production location
decisions. Businesses are increasingly able to locate different components of their pro-
duction processes in various countries and regions and still maintain a single corporate
identity. As firms subcontract part of their production processes to their affiliates or
other enterprises abroad, they transfer jobs, technologies, capital, and skills around
the globe.

How significant is production sharing in world trade? Researchers have estimated
production sharing levels by calculating the share of components and parts in world
trade. They have concluded that global production sharing accounts for about 30 percent
of the world trade in manufactured goods. Moreover, the trade in components and parts
is growing significantly faster than the trade in finished products, highlighting the
increasing interdependence of countries through production and trade.”

INTERNATIONAL TRADE APPLICATION

U.S. Apple Growers Not Overly Worried about Chinese Imports

The year 2015 was an historic one for U.S. apple growers. purchases. U.S. growers noted that Chinese apples have

China agreed to accept all varieties of America’s apples, not sold heavily in Canada and Europe, which is a good

while U.S. officials moved toward accepting : indicator they will not be major competition
. . = = :

China’s apples in return. However, the open- E.‘hm in the United States.

ing of apple trade between the two countries “‘"’k""wh. _i China produces about 1.9 billion 40-

. = . )
was not viewed as much of a threat by most of 9.;5.' E - 1 pound boxes of apples annually, amounting
LA %%@W‘g

America’s growers who were confident that % e to about half of the world’s consumption.
the United States would sell more than it B American apple growers rank second,

(continued)

2A. Yeats, Just How Big Is Global Production Sharing? World Bank, Policy Research Working Paper
No. 1871, 1998, Washington, DC.
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producing about 249 million boxes per year. Much of that
production, about 60-70 percent, comes from the central
part of Washington state, where this author lives and
knows a number of apple growers.

Comparing American and Chinese apples, the United
States produces dozens of varieties, such as Red Deli-
cious and Golden Delicious, while China has mainly
Fujis. Also, the United States has a competitive advantage
in technology and infrastructure, such as high-volume
packing lines with computers, light spectrometers, and
near-infrared cameras that scan and sort apples. Asian
importing companies expect flawless apples, and Ameri-
ca’s packing houses have met that challenge.

However, China’s apples are often associated with the
stigma of low quality and poor safety, due to rot and pests.
Also, China's growing costs have increased, and export
prices to foreign markets have followed suit. Simply put, Chi-
na's Fuijis are rather expensive: Chinese consumers pay more
for their Fujis than U.S. consumers pay for American Fujis.

China first asked the United States to open its ports to
Chinese apples in the 1990s. But U.S. health officials
were concerned about diseases and pests that could
come with the imports. By 2015, they concluded that
China had addressed those threats, and thus the apple
trade agreement occurred.
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However, not all American growers agreed with the U.S.
government'’s policy of opening its ports to China’s apples.
They did not trust China's food safety regulations or the
U.S. government’s import inspections, fearing that apples
tainted with arsenic would slip through the cracks and onto
America’s store shelves. They also feared that China might
play politics with food safety and plant health; they could
conveniently find a bug, and by the time it was resolved, it
could take several years to address, to the disadvantage of
America’s growers. This occurred in 2012 when China’s
government suspended imports of Red and Golden Deli-
cious apples from the U.S. state of Washington on the
grounds that these apples posed pest and disease threats
to China’s growers. But Washington growers suspected that
the real reason the market closed was to put pressure on
the U.S. government to reach an apple trade agreement
with China, which came about in 2015.

What do you think? Did American apple growers view
imported apples from China to be a threat to their livelihood?

Source: Amy Nordrum, “China Welcomes U.S. Apple Imports: Should
Boost Apple Growers,” International Business Times, January 27, 2015;
Dan Wheat, “U.S., China Open Doors to Apple Trade,” Capital Press,
January 26, 2015; Ross Courtney, “No Looming Battle: Domestic Apple
Industry Officials Aren’'t Too Concerned about Chinese Imports,” Yakima
Herald Republic, February 16, 2015.

Waves of Globalization

In recent decades, there has been pronounced global economic interdependence.
Economic interdependence occurs through trade, labor migration, and capital (invest-
ment) flows such as corporation stocks and government securities.

The history of globalization is related to the evolution of trade. Centuries ago, when
transportation was difficult, international trade was limited to the most expensive items
such as silk or spices. With the industrial revolution in the late 1700s and 1800s, mass pro-
duction and improved transportation made international trade much easier, and most goods
became tradeable. The Industrial Revolution saw the rise of large industries, with workers
performing specialized tasks and increasingly supplanting traditional craftsmen. Huge facto-
ries were established that could serve distant markets, thanks to a new network of railways,
intercity roads, and ocean freight. By the 1990s, a new phenomenon, known as global
manufacturing, was again increasing the volume and diversity of products being traded.
Global manufacturing is characterized by the geographical fragmentation of productive pro-
cesses and the offshoring of industrial tasks. Trade in intermediate goods, such as parts and
components, has encouraged the specialization of different economies, resulting in a trade in
tasks that adds value along the production chain. Specialization is no longer founded on the
comparative advantage of countries in producing a final good, but on the comparative
advantage of tasks that these countries complete at a specific step along the global value
chain. Let us consider the major waves of globalization that have occurred in recent history.”

*This section draws from World Bank, Globalization, Growth and Poverty: Building an Inclusive World
Economy, 2001.
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First Wave of Globalization: 1870-1914

The first wave of global interdependence occurred from 1870 to 1914. The interdepen-
dence was sparked by decreases in tariff barriers and new technologies that resulted in
declining transportation costs, such as the shift from sail to steamships and the advent
of railways. The main agent that drove the process of globalization was how much mus-
cle, horsepower, wind power, or later on, steam power a country had and how creatively
it could deploy that power. This wave of globalization was largely driven by European
and American businesses and individuals. Therefore, exports as a share of world income
nearly doubled to about 8 percent, while per capita incomes, which had risen by 0.5 per-
cent per year in the previous 50 years, rose by an annual average of 1.3 percent. The
countries that actively participated in globalization, such as the United States, became
the richest countries in the world.

However, the first wave of globalization was brought to an end by World War 1. Also,
during the Great Depression of the 1930s, governments responded by practicing protec-
tionism: a futile attempt to enact tariffs on imports to shift demand into their domestic
markets, thus promoting sales for domestic companies and jobs for domestic workers.
For the world economy, increasing protectionism caused exports as a share of national
income to fall to about 5 percent, thereby undoing 80 years of technological progress in
transportation.

Second Wave of Globalization: 1945-1980

The horrors of the retreat into nationalism provided renewed incentive for international-
ism following World War II. The result was a second wave of globalization that took
place from 1945 to 1980. Falling transportation costs continued to foster increased
trade. Nations persuaded governments to cooperate to decrease previously established
trade barriers.

However, trade liberalization discriminated both in terms of which countries partici-
pated and which products were included. By 1980, trade between developed countries in
manufactured goods had been largely freed of barriers. Barriers facing developing coun-
tries had been eliminated for only those agricultural products that did not compete with
agriculture in developed countries. For manufactured goods, developing countries faced
sizable barriers. For developed countries, the slashing of trade barriers between them
greatly increased the exchange of manufactured goods, thus helping to raise the incomes
of developed countries relative to the rest.

The second wave of globalization introduced a new kind of trade: rich country spe-
cialization in manufacturing niches that gained productivity through agglomeration
economies. Increasingly, firms clustered together; some clusters produced the same
product, and others were connected by vertical linkages. Japanese auto companies, for
example, became famous for insisting that their parts manufacturers locate within a
short distance of the main assembly plant. For companies such as Toyota and Honda,
this decision decreased the costs of transport, coordination, monitoring, and contracting.
Although agglomeration economies benefit those in the clusters, they are bad news for
those who are left out. A region can be uncompetitive simply because not enough firms
have chosen to locate there. Thus, a divided world can emerge, in which a network of
manufacturing firms is clustered in some high-wage region, while wages in the remain-
ing regions stay low. Firms will not shift to a new location until the discrepancy in pro-
duction costs becomes sufficiently large to compensate for the loss of agglomeration
economies.

During the second wave of globalization, most developing countries did not partici-
pate in the growth of global trade in manufacturing and services. The combination of
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continuing trade barriers in developed countries and unfavorable investment climates
and antitrade policies in developing countries confined them to dependence on agricul-
tural and natural resource products.

Although the second globalization wave succeeded in increasing per capita incomes
within the developed countries, developing countries as a group were being left behind.
World inequality fueled the developing countries’ distrust of the existing international
trading system that seemed to favor developed countries. Therefore, developing countries
became increasingly vocal in their desire to be granted better access to developed country
markets for manufactured goods and services, thus fostering additional jobs and rising
incomes for their people.

Latest Wave of Globalization

The latest wave of globalization that began in about 1980 is distinctive. First, a large
number of developing countries, such as China, India, and Brazil, broke into the world
markets for manufacturers. Second, other developing countries became increasingly mar-
ginalized in the world economy and realized decreasing incomes and increasing poverty.
Third, international capital movements, which were modest during the second wave of
globalization, again became significant.

Of major significance for this wave of globalization is that some developing countries
succeeded for the first time in harnessing their labor abundance to provide them with a
competitive advantage in labor-intensive manufacturing. Examples of developing coun-
tries that have shifted into manufacturing trade include Bangladesh, Malaysia, Turkey,
Mexico, Hungary, Indonesia, Sri Lanka, Thailand, and the Philippines. This shift is partly
because of tariff cuts that developed countries have made on imports of manufactured
goods. Also, many developing countries liberalized barriers to foreign investment that
encouraged firms such as Ford Motor Company to locate assembly plants within their
borders. Moreover, technological progress in transportation and communications
permitted developing countries to participate in international production networks.
However, the dramatic increase in manufactured exports from developing countries has
contributed to protectionist policies in developed countries. With so many developing
countries emerging as important trading countries, reaching further agreements on mul-
tilateral trade liberalization has become more complicated.

Another aspect of the most recent wave of globalization is foreign outsourcing, when
certain aspects of a product’s manufacture are performed in more than one country.
As travel and communication became easier in the 1970s and 1980s, manufacturing
increasingly moved to wherever costs were the lowest. U.S. companies shifted the assem-
bly of autos and the production of shoes, electronics, and toys to low-wage developing
countries. This shift resulted in job losses for blue collar workers producing these goods
and cries for the passage of laws to restrict outsourcing.

When an American customer places an order online for a Hewlett-Packard (HP)
laptop, the order is transmitted to Quanta Computer Inc. in Taiwan. To reduce labor
costs, the company farms out production to workers in Shanghai, China. They combine
parts from all over the world to assemble the laptop that is flown as freight to the United
States, and then sent to the customer. About 95 percent of the HP laptop is outsourced
to other countries. The outsourcing ratio is close to 100 percent for other U.S. computer
producers including Dell, Apple, and Gateway.

By the 2000s, the information-technology revolution resulted in the foreign outsour-
cing of white collar work. Today, many companies’ locations hardly matter. Work is
connected through digitization, the Internet, and high-speed data networks around the
world. Companies can now send office work anywhere, including places like India,
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Ireland, and the Philippines, where workers are paid much less than American workers.
The latest wave of globalization is sending upscale jobs offshore, including accounting,
chip design, engineering, basic research, and financial analysis. Also, digitalization has
resulted in platforms, like eBay and Amazon, which enable small companies and even
individual entrepreneurs to participate in the global economy. Digital platforms are con-
necting the world’s companies and customers, suppliers and companies, talent and jobs,
and entrepreneurs and funding—and in ways that were not possible years ago.

Simply put, the integrated factory floor, which had dominated manufacturing since
the 1800s, has increasingly been replaced by a network of individual suppliers specializ-
ing in specific services or phases of production that are spread around the globe. Coun-
tries no longer export only finished products, but tend to specialize in specific stages of
the production process.

The Boeing 787 Dreamliner provides an example of trade occurring between the differ-
ent participants of a production chain. For its entire history, Boeing has guarded its tech-
niques for designing and mass producing commercial jetliner wings. Also, final assembly
of the 787 occurs at Boeing’s plant in Seattle, WA. For economic reasons, Boeing subcon-
tracts the production of parts and components to various American and foreign producers.
Here are some examples of the global production network of the 787’s components.

Passenger doors—France
Landing gear—France

Cargo doors—Sweden

Raked wing tips—South Korea
Center fuselage—TItaly
Tires—Japan

Wing fairing—Canada

INTERNATIONAL TRADE APPLICATION

Diesel Engines and Gas Turbines as Movers of Globalization

became a refrigerator engineer, but his true love lay in
engine design. He developed an engine that converted

Forward fuselage—Japan, United States.
Lavatories—]Japan

Flight deck seats—United Kingdom
Escape slides—United States.

Vertical stabilizer—United States
Horizontal stabilizer—Italy

Moveable trailing edge—Australia

When you consider internal combustion engines, you proba-
bly think about the one under the hood of your car or truck—

the gasoline-powered engine. Although this
engine is good for moving you around, it is
not adequate for moving large quantities of

goods and people long distances; global trans- g_____'_ﬂ‘u @ %ﬂ g |

portation requires more massive engines.

What makes it possible for us to transport
billions of tons of raw materials and manufactured goods
from country to country? Why are we able to fly almost any-
where in the world in a Boeing or Airbus jetliner within
24 hours? Two notable technical innovations that have driven
globalization are diesel engines, which power cargo ships,
locomotives, and large trucks, and natural gas-fired turbines
that power planes and other means of transportation.

The diesel engine was first developed to the point of
commercial success by Rudolf Diesel in the 1890s. After
graduating from Munich Polytechnic in Germany, Diesel

= the chemical energy available in diesel fuel

% into mechanical energy that could power
= trucks, cargo ships, and so on. Today, more
than 90 percent of global trade in manufac-
tured goods and raw materials is transported
with the use of diesel engines.

The natural gas-fired turbine is another driver of glob-
alization. A gas turbine is a rotary engine that extracts
energy from a flow of combustion gas. This energy pro-
duces a power thrust that sends an airplane into the sky.
It also turns a shaft or a propeller that moves locomotives
and ships. The gas turbine was invented by Frank Whit-
tle, a British engineer, in the early 1900s. Although
Wilbur and Orville Wright are the first fathers of flight,
Whittle's influence on global air travel should not be
underestimated.

(continued)
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These two engines, diesels and turbines, have become
important movers of goods and people throughout the
world. They have reduced transportation costs to such an
extent that distance to the market is a much smaller factor
affecting the location of manufacturers or the selection of
the origin of imported raw materials. Indeed, neither inter-
national trade nor intercontinental flights would have real-
ized such levels of speed, reliability, and affordability as
have been achieved because of diesel engines and gas
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turbines. Although diesels and turbines have caused envi-
ronmental problems, such as air and water pollution,
these machines will likely not disappear soon.

What do you think? How did diesel engines and gas turbines
promote international trade among nations?

Source: Vaclav Smil, Prime Movers of Globalization, MIT Press,
Cambridge, Massachusetts, 2010; and Nick Schulz, “Engines of
Commerce,” The Wall Street Journal, December 1, 2010.

The United States as an Open Economy

It is generally agreed that the U.S. economy has become increasingly integrated into the
world economy (become an open economy) in recent decades. Such integration involves a
number of dimensions that include the trade of goods and services, financial markets, the
labor force, ownership of production facilities, and the dependence on imported materials.

Trade Patterns

To appreciate the globalization of the U.S. economy, go to a local supermarket. Almost any
supermarket doubles as an international food bazaar. Alongside potatoes from Idaho and
beef from Texas, stores display melons from Mexico, olive oil from Italy, coffee from
Colombia, cinnamon from Sri Lanka, wine and cheese from France, and bananas from
Costa Rica. Table 1.1 shows a global fruit basket that is available for American consumers.

The grocery store isn’t the only place Americans indulge their taste for foreign made
products. We buy cameras and cars from Japan, shirts from Bangladesh, DVD players
from South Korea, paper products from Canada, and fresh flowers from Ecuador.
We get oil from Kuwait, steel from China, computer programs from India, and semicon-
ductors from Taiwan. Most Americans are well aware of our desire to import, but they
may not realize that the United States ranks as the world’s greatest exporter by selling
personal computers, bulldozers, jetliners, financial services, movies, and thousands of
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The Fruits of Free Trade: A Global Fruit Basket

On a trip to the grocery store, consumers can find goods from all over the globe.

FRUIT COUNTRY FRUIT COUNTRY
Apples New Zealand Limes El Salvador
Apricots China Oranges Australia
Bananas Ecuador Pears South Korea
Blackberries Canada Pineapples Costa Rica
Blueberries Chile Plums Guatemala
Coconuts Philippines Raspberries Mexico
Grapefruit Bahamas Strawberries Poland
Grapes Peru Tangerines South Africa
Kiwifruit Italy Watermelons Honduras
Lemons Argentina

Source: From “The Fruits of Free Trade,” Annual Report, Federal Reserve Bank of Dallas, 2002, pp. 3.
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