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PREFACE

As we have stated in previous editions of this book, our goal in writing this text is simple:
We hope to provide the student with a guide to the study of international economics that is
accessible, comprehensive, relevant, and up-to-date. Judging by the many favorable reviews we
have received from students and professors who have used this book, we feel that we have been
generally successful in accomplishing our goal. Our purpose remains unchanged. To that end,
we have substantially revised this edition in order to cover all of the basics as well as many other
topics that have recently been the subject of substantial debate.

New to This Edition

In addition to updating data and examples, we have made a number of revisions to this edition.
The most substantial revisions to the first half of the book are as follows:

« In Chapter 1 we have added discussion of the collapse of international trade in 2009 and its
subsequent rebound. Also in this chapter we focus in greater detail on the rise of China as
a major participant in international trade flows.

« In Chapter 8 we have updated U.S. commercial policy initiatives and added a trade policy
case study on a dispute between the United States and China over tire imports into the
United States.

« In Chapter 9 we have provided details on newly concluded and approved free-trade agree-
ments between the United States and several countries. We have also provided a discussion
of a recent initiative between the United States and a number of Pacific region countries,
known as the TransPacific Partnership.

Changes in the second half of the book represent the most extensive revisions in the history
of this manuscript. The overriding goal of these changes is to improve the consistency of voice
between the first and second halves of the text. The revisions include the following:

» A reorganization of the material, with the elimination of the introductory chapter found
in earlier editions and the movement of the chapter on the international monetary sys-
tem to an earlier spot in the text. In addition, the two chapters on exchange rates and
interest rates found in earlier editions have been combined into a single chapter in this
edition. In addition, the chapter on open economy macroeconomics has been simplified
to make the material more accessible to students with limited exposure to macroeco-
nomic modeling, and the presentation of the Mundell-Fleming model has been moved to
an appendix.

o Chapter 13 of this text covers the international monetary system, past and present. Included
in this discussion is a much expanded treatment of the gold standard and the Bretton
Woods system.

« Chapter 14 provides a discussion of and develops a model to understand short-run
exchange behavior. At the center of this discussion is uncovered interest rate parity. Chapter
15 focuses on longer-run exchange rate behavior, offering extensive treatment of purchas-
ing power parity and the monetary approach to exchange rates.

« Chapter 16 deals with theories of the current account balance, including a discussion of the
elasticities model as well as an introduction to the intertemporal model.

« Chapter 17 is devoted to open economy macroeconomics. The body of this chapter
shows how a simple open economy Keynesian model can be used to understand some
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of impacts of the recent financial crisis on economic activity and on the current account
balance.

« Chapter 18 concludes with a treatment of international debt. Included in this chapter is a
new Global Insight on the eurozone crisis.

Level of Presentation

We have sought to write a text that covers current developments in international economics but
at the same time is accessible to students who may have had only one or two courses in the prin-
ciples of economics. To that end, we have minimized mathematics and relegated more difficult
extensions to appendixes. The book contains a wide range of helpful learning aids, including a
marginal glossary that defines new concepts, boxed Global Insights and case studies that present
“real-world” counterparts to the ideas being developed in the main text, and a set of exercises
at the end of each chapter. Going beyond the text presentation, we have incorporated interest-
ing and timely material from Internet Web sites into exercises that build upon chapter material.
At the end of each chapter a WWW icon identifies a reference to the International Economics
companion Web site, where Internet exercises may be found. The exercises allow a dynamic rel-
evancy not possible in standard textbook approaches. In addition to these features, a Study Guide
is available to accompany the book. This guide offers a variety of problems and questions aimed
at helping the student explore and learn the text material.

Coverage and Emphasis

To give the student a better feel for the issues discussed in the text, we have incorporated an
extensive amount of data from the real world. For instance, Chapter 1 is devoted almost entirely
to describing national economies and the patterns and directions of international trade. Other
tables appear throughout the book. To every extent possible, we have sought to provide the most
up-to-date statistics currently available.

Chapter 2 is one of the more unusual chapters to be found in a textbook on international
economics. Its purpose is to provide a review of basic general equilibrium analysis, and, in par-
ticular, to introduce students to the logic and method of economic model building. The chap-
ter begins with a straightforward analysis of the general equilibrium of a closed economy, using
simple production possibility frontier diagrams. It then proceeds to the first description of what
it means for an economy to engage in international trade. The next two chapters of the text detail
the classical and Heckscher-Ohlin (HO) models of trade, using production possibility frontiers
as the chief analytical tool.

Chapter 5 is devoted to empirical tests of the classical and HO trade models. It then goes
on to deal briefly with new trade theories, including models involving imperfect competition and
increasing returns to scale. Chapter 6 introduces a four-chapter sequence of material on commer-
cial policy with a discussion of tariffs. Strategic trade policy and protection of the environment
as justifications for trade protection are discussed in Chapter 7. Chapter 8 provides considerable
detail on U.S. trade policy, including trade policy case studies that deal with environmental issues,
the recent trade dispute with the European Union (EU) over bananas, and the recent imposition
of tariffs on tire imports from China. Also in this chapter is an extended discussion of the WTO
and the collapse of the Doha Round talks.

Chapter 9 is devoted entirely to the economics of regional trade agreements. The chapter
begins with a standard discussion of the costs and benefits of such arrangements. It then turns
to consider both NAFTA and the EU. Chapter 10 completes this section of the book with a treat-
ment of trade and growth and international flows of factors of production.

Chapter 11 covers the balance of payments and uses the national income accounts to illus-
trate the links between national saving, investment, and the current account. The description of
the foreign-exchange market in Chapter 12 goes well beyond the traditional detail found in other
texts. A description of the 24-hour nature of the market, including local trading times and trading
volumes, is included. Chapter 13 is devoted to a discussion of the international monetary system,



past, present, and future. Chapters 14 and 15 provide solid grounding in the fundamentals with
links between between interest rates and exchange rates and between prices and exchange rates
discussed in the context of current examples and data. Chapter 16 covers theories of the balance
of payments. Chapter 17 focuses on using a simple open economy macro model to understand
the impacts of various macroeconomic policies on output and the balance of payments. Chapter
18 covers international banking, sovereign debt, and country risk analysis.

It is our hope that these changes will contribute to a further enhancement of the learning
process for our readers. International economics is a dynamic field, and the world is rapidly
changing. Our duty as authors is to ensure that our text incorporates all relevant changes at a level
suitable for the student.

Alternative Course Emphases

The text is designed to provide sufficient flexibility to be used for a one-term survey of interna-
tional economics or two separate terms devoted to a more comprehensive study of international
trade and international finance. Realizing that individual instructors may have unique prefer-
ences regarding material to be presented, we offer the following suggestions:

« For a one-term overview of international economics: Chapters 1-4, 6-9, 11-13, and 17
« For a one-term course in international trade theory: Chapters 1-10
+ For a one-term course in international finance: Chapters 11-18

An online Instructor’s Manual is available to accompany the text, and it provides suggested
answers to the end-of-chapter questions. An online Test Bank and a Computerized Test Bank
offer a variety of testing material. The PowerPoint presentations incorporate lecture outlines with
figures and tables from the book. These resources are available for download from the Instructor’s
Resource Center at www.pearsoninternationaleditions.com/husted.
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International economists study fascinating questions. What impact will the global financial crisis have
on world trade? Has the recent growth of world trade exacerbated the impact of the crisis? Does grow-
ing reliance on international trade lead to a loss of “good” jobs for Americans? Can U.S. firms compete
against firms in low-wage countries? What influence does the World Trade Organization (WTO) have
over U.S. policy? Why does the United States have such a large trade deficit, and is this deficit harmful
to the economy? What is the appropriate value of the dollar? In other words, international economists
are concerned with a variety of real-world topics that appear in the news almost every day.

This book provides a comprehensive introduction to international economics. We discuss all
of the issues just mentioned. We show you how economists go about investigating these issues. We
provide you with a large amount of information on the extent and nature of international commercial
transactions. Along the way we attempt to relate the many issues and concepts we encounter to real-
world events. Finally, and most important, we attempt to provide you with a simple analytical tool kit
that will allow you to study issues such as those mentioned in the preceding paragraph and to weigh
future events as they occur.

Recall that when you took Principles of Economics, the course material was divided into two
main parts: microeconomics and macroeconomics. In international economics in general, and in this
book in particular, there is a similar division of material. The first ten chapters of this book deal

]



2 Chapter 1 « An Introduction to International Trade

Gross national product
(GNP)

The value of final goods and
services produced by domestic
factors of production.

Gross domestic product
(GDP)

The value of final goods and
services produced within a
country.

with the theory of international trade (international microeconomics). Of central importance in
these chapters is the international exchange of goods and services. Questions of particular inter-
est include the following: Why do nations engage in international trade? What goods do nations
trade? How does international trade affect the amount and distribution of jobs and the level of
earnings in the economy? Should international trade be regulated by tariffs, quotas, or other bar-
riers, and, if so, to what extent should the regulation occur? And how are countries affected by
international flows of labor and capital? In addition to these questions, this part of the book
discusses how trade policies are formulated in the United States and elsewhere and describes the
various currently existing forms of trading arrangements between countries.

Chapters 11 through 18 are concerned with international finance (or international
macroeconomics). The subject matter in these chapters tends to focus on the international exchange
of financial assets. Issues that are studied include the balance of payments; the determination of
exchange rates; the relationships among exchange rates, prices, and interest rates; international
banking, debt, and risk; and the interaction of macroeconomic policies between various nations.
Also discussed in these chapters are the evolution of the world’s international monetary system
and the role of international organizations, such as the International Monetary Fund, in today’s
international economy.

The purpose of economics is to develop an understanding of the patterns of commercial
transactions as well as many of the personal and social interactions that we observe in the real
world. International economics focuses its analysis on the commercial interactions between the
countries of the world. The goal of international economics is to fashion a theoretical framework
that is sufficiently general to allow one to offer explanations of phenomena and to make predictions
about the likely outcome of changes in the international environment. Thus, much of the discus-
sion in this book is devoted to developing theories about economic behavior. But theorizing should
not be done in a vacuum. It is important to know the facts before we begin. How important is
international trade to the nations of the world? Which countries trade with which other countries?
What goods do countries trade? The remainder of this chapter is devoted to presenting the factual
answers to questions such as these.

CHARACTERISTICS OF NATIONAL ECONOMIES

There are more than 190 countries in the world today. They come in all shapes and sizes. There
are large countries with large populations (China, India) and large countries with small popula-
tions (Australia, Canada). There are small countries with large populations (Japan) and small
countries with small populations (Jamaica, Singapore). No matter what their size, however, there
are certain characteristics that are common to all. In each, for instance, there is economic activity.
Goods and services are produced, exchanged, and consumed.

The extent of economic activity in a country can be measured in many ways. The two
most common measures are the gross national product (GNP) and the gross domestic prod-
uct (GDP) of a country.* Both GNP and GDP provide estimates of the total value of sales of
final goods and services for a given country. And, because sales of goods and services constitute
income to those selling these products, GNP and GDP can also be thought of as indicators of
total national income. The difference between GNP and GDP has to do with who is producing
the goods, and where. GDP refers to production within a country, no matter whether the fac-
tors of production (e.g., labor and capital) are domestic or foreign. GNP refers to production by
domestic factors, no matter where they are located. Thus, goods produced by Canadians work-
ing in factories in the United States would count as part of U.S. GDP but would also be part of
Canadian GNP. For most countries there are only very small differences between GNP and GDP.

That there is any difference at all is because some factors of production (e.g., labor,capital) are

* World Bank publications now refer to GNP as gross national income (GNI).



