BESREFENELEREER < oaning

b5 51 5

(Jechi « 61 Hh)

(<Ip1ational Trade

(Fifteenth Edition)

B A% « 1. 914 (Robert J. Carbaugh)

~% CENGAGE
&* Jearning
E ® ¥ 3

@ hEARKF R



BEEREFEANEBERLRELM

BChR + TR

Internatlonal Trad

(Fifteenth Edition)

A% - 7914 (Robert I. Carbaugh) ¥

PEARXSEHMR
F o



EHERBE (CIP) HiE

EFRH5: R 330/ B ) JUA%E. —dbm. PEARASEHRAE, 2017.3
B FREFRIGEBUERRHAN B ELHEM - OIRERS

ISBN 978-7-300-24177-7

L.OE- II.O%- 1. OHEFRR S-S 5-Hb-%C V. OF74

b E R B 34 CIP BiEsz s (2017) 46 025074 &

BFFREFEGEHFEH XM
ZFFRAHM - HCREZT
EPFRAS (XA - F+EHIR)

Dlase«J. 9a &
Guoji Mooyi

HEIT FEARKS SR

# H JemdER A LS

B iF 010-62511242 (a4mE)
010 — 82501766 (HFIEER)
010 - 62515195 (KRATAFD

ik http: //www. crup. com. cn
http: //www. ttrnet. com (A KEHFM)

O FeBIE

R B TR RENRA FRA R

# 215 mmX275 mm 16 JFA

12,257 1

#0329 000

oI =

BREI4RAT 100080

010 - 62511770 (R
010 — 62514148 (}TTHE)
010 - 62515275 (ESARASHR)

R WO2017 43 HE 1R
El & 20174 3 HEE 1 REIRI
€ # 32.007C

BRI H BRARILTT

EpR = RAIIAB



iR )

HWTAKRHLT “Fldk, £HE" WRERYE, £/ “BRAL” E4BALHEX
AW, ERARE - RAHERSFRIRBNE—FF (HEF) HFERUT TRHIR,
BHREXLEVRNEHRFREBAERE,

AWMABREFE L VN EHRFRE, YEARAFHBRHBEFHE, ZEF-FL, £
BERFERPLERAT, HHITRTZE “EFEXERINHEM", KEHMHEHE.: £5F
CEXL VA ENBORE, EBRFLUFENETREURABBE SR EAFMERHZ £ &
WEERRE, FUEM I HESRRFHARERE T EHM, .

KNELLR, JIHEMHRZRFIEMAIRY, "TEREX, BHREAFLLF*XK,
FEUR-—GBRRAFFZESSRREM, TEZFREL, FAMFEESEEFTAFHE
CENERHEFFRNRFHMTI SR, BEAT ATESE HEMET,

KRAFIHAMETEAUTHA:

F—, ZEMEKREHZTE, KR HAM LB A ES 0L HRATNRFIHM, BZT £
FEEVWMBEAEERE,

B, REAXEREMFE, KRFHAMKENLRAFZFTEUAR ZHEN K,
HrXERAM#TT2XEN, BLERFERAACREMMAZ RN ER LHTT
& 24 R

B, NEFPERAB, ARV M ERFLBE L RENFKFANE, ZEALHRE
S B T AT B B S BT IR

¥, RBEE MREF, AR EMN - FTEANEMBRBLREHEN TEARE
BENEIRTE, —FHE, KENKBABELTENSERBSBROBWERA,

FH, REBANKFLF, KEEA L HRAANER, KAFIHM B FREF
ENEEHMAR, wHFFH. PPTREER TR, RAESE, FREANEFENRNER
R, EHRFEHEA,

ARFIBHBRECHERREF ALY ARKFER, CEACNFEFXITHEMFAR
B AR FREREY, RNALS, AFLBEFRALETRTER, FHXPHFHERL,
HAMEBRE, ABRENTR, EHTEHMNELEFANRE, EFFXAERTRA, H
FABRMTRAASAZZL, RNERFL, AEFREZARARN, UERMNEUEH
BAT TRt TEE,

PEAR KRS HRA




1%

F2E

F3E

F4E

LR

FE6F

o R L A — 1
MAH BRI BEEEE creveerrrreeenrre e 19
P RT3 T ST A AR R NS F AT S 57
D D PRI L5 3041 cmn T T3 A S SRS S AR 91
E T E T T ——— 129
BEBE BT BB 'oussswmmosnsss vommevs oo sowuumons punpsbnss § isgona pwammSS1 baETS 159




Contents

w013

CHAPTER 1 The International Economy and Globalization «::-«--ssseeeeserrii, 1
Globalization of ECONOMIc ACtivity — «+eeeessssrsrssmmemesmmmme st st et sae s ta sttt aasie s 2
Waves Of GlODAliZation  +++++ssseesessnssastosssseossssadoossonsesssssesessestorssssesessnssterasssesnisnsassasnsssossas 3
Why is Globalization TMpOITAnt? «eeseeeseessesstsmmmimmimmusttttttsttts i bttt s s 9
Globalization and COMPEtition «««««+«««sssssssnsmnmummummumt e st 11
Common Fallacies of International Trade =essseeeesessscasssasasssstostnscostnsmsseseesnesresraseassnsrosssineses 14
Backlash against Globalization +++++++ssssserraseertsttmmtmimmttiiir 15
CHAPTER 2 Foundations of Modern Trade Theory: Comparative Advantage ««::-cooorrereeinneannes 19
Historical Development of Modern Trade Theory — reseeeserssessssssmmrummimmtininnninineninninree e 19
Production Possibilities Schedules = ssssssserosnsnrranserrsassnsrasprassssssnssossesnssssasonssasiupisssspigssaspssos 25
Trading under Constant-Cost CONAITIONS — «rreserssessssssassmssssustrintiatiaa 26
Dynamic Gains from Trade cececeereerernsesenttnieiinniimiietiimiiniiiniiestarttitiirerirettntareteesesses 33
Changing Comparative AdVANTAGE —+++++s=sssssssssssssstssssssmimieintiiatiatttts s e 35
Trading under Increasing-Cost CONdItions +««««s++ssssssssesssssmnunssiintimiiriitt et 36
The Impact of Trade on Jobs «++s+sssssssassmmummutmtintis it s 41
Wooster, Ohio Bears the Brunt of Globalization ss=«ssssessreesssrmsermimiiniiiiiiiiii e 42
Comparative Advantage Extended to Many Products and Countries «es:esesreserrssaseanniininne. 43
Etit BARirs, —«ossssassossasssasisavsssn st sssssnssevsasssssassosssssussns asyes sssansunesseposass pissspnsas ssporosss 45
Comparative Advantage and Global Supply Chains «++++ssssssssssmsssmrimttinii s 46
CHAI)’I‘ER 3 So“rces Of Comparative Advantage ............................................................... 57
Factor Endowments as a Source of Comparative Advantage ==-=++s+sssssssmssssessnmimiunii. 57
Skill as a Source of Comparative AdvAntage ««+++«+++++sssssssrmmmmmtmtmttttniiiiir e 71
Economies of Scale and Comparative Advantage «««++««««sssssessumusmummmmummmmmmmmn s 72
Overlapping Demands as a Basis for Trade — reeeeeessessmssmmmmmmiimiii s 75

Intra-industry Trade ««s«e-eeeeeeseesssemmmmmmmumtir st e s te st L s s et e s e e 77



2 Contents

Technology as a Source of Comparative Advantage: The Product Cycle Theory —eeeseeeeeerereceanes 79
Dynamic Comparative Advantage: Industrial Policy «««««««+«ssssesssssmrmummmmmmmmmmmmnnninniniinninninnnninans 83
Government Regulatory Policies and Comparative Advantage — «=s+esrerereerersei . 84
Transportation Costs and Comparative Advantage ............................................................ 86
CHAPTER @7 TERIIES s sovwn sbanns s 580t 605 @s 65055 455856 5 5500 6sm i sins o bielnirn b s B in sl et abum el s e 91
The Tariff CONMCEPL  +r++etsreerenrenmmanetttnte ittt ettt ettt et ettt ta e e e ee e aaasaesbesaesbasse s basassbsssesses 92
Types Of TATILLS ++srrveeessreeesnreeeiorensieisatesittee st e e iite e s e stbas e s sas e e s sbae s e s basee s bbb eaibeeesaee 93
Effective Rate Of ProOteCtion «++++sstsersstsseusessmustssmussutsnssssnnsessnnsessassasanssenssensssnassssnesssssessnsen 95
Darifl Escalation wesssrwssns comuss sosews senns samss sapess i s § s § 6598 § 05365 hssbis GEwshs Heeahs aahs vhasis is 98
Outsourcing and Offshore Assembly Provision «««+s+++seeesessmmmmiminmterrimminmaneeerrerr . 99
Dodging Import Tariffs: Tariff Avoidance and Tariff Evasion «oreeereeeresromn.. 100
Postponing Import Tariffs «e«teeersrerrniiimiiemirusmmstiemaiissmiessmiseisimersasssmesnssmassorsasansaes 103
"Tatifl Fioons: An (IVErvitgs | vvinsss sosuss comves susows ssssss seassivs s ssns sasss e sh soanes 5 40308 S SER 650505 oG5S 105
Tariff Welfare Effects: Consumer Surplus and Producer Surplus — «reeerereeremssimmiinin.., 106
Tariff Welfare Effects: Small Nation Model —se++eesseceserssermnsimmmnricmnieicsmmeremineiemmssesm oo 107
Tariff Welfare Effects: Large Nation Model «+«-rsseesseessseerserrsrersrssnsrmiisssssniesssesssasssessaess 110
How a Tariff Burdens EXpOTTErs = « o cocons svvver sossrevrorvrs ropntevansss sassas vessags srssnussny vasmss dasnsss 114
Arguiments for ‘Trade RestrictiDms » cvvess suesvs easess cnsanssssases snsnns soauss sonsns sessun s buoas s oemas s swess s sasans 115
The Political Economy of Protectionism ««++++++++sessesssrsasaseretesmmmmmiimiamiasenrsinmmmiseeseeen, 122
CHAPTER 5 NODEArPff Trade BAFTIers «« -« -« ceveeressesnrnauaensenrentenaenmeartameameaemartameartarsrennnens 129
ABSohite TIIPOrE QUIDES - “wévvevuntt veoskss covabs saesss e4asss vhsses 1 £vausn rassss chonth £ osas s swans dxoavereds ovmvns 129
TarifERate Qubtas A TworTier Taplfl » sveoss covmen sovmus voessoy soveivs sk vesosn s 9avss suevss 536554 s 55858 ¢ kvss 134
TEAPOTT CHIOLAS  » Fosot 4 0tsba wsikts s Hiamos KRQSVA FAESYS SREHSS LEESTH S £S5 HFE OIS KISOD N ASSES | SRR Y VAR FERES SEESR SR 136
Domestic Content ReqUirements ++++«++++ssssssssessssesiasisersreiernesieieaseeesserneeriesmeseeseesseseesseenens 138
Db © 5005 LR a5 K sl o Esm e Bk Sl b BT i 5 s g g P b s 141
DHIEAPIBE <voss ¢ coins bwnbarovers s ovant b seroivs s eonivs PUERES Fuavbs bR LY SRTANS VASRIY U EHSY § 0003 £ ASTRTEERES §H63 § MO0 143
Antiduinping Regilations = ss:s ssess somss assus s ussiss ranes saumss ssssns 5o s asss b 6ssos § Ksss o Srsas nanins s sosun s 146
Is Antidumping Tavw TIREARET ssssn skennes ixwnss svasss ioanas basons sorane ceinns Saisss e4saih e it soauna sarmes vaginss 149
Other NontArifl Trads BAFEIEES sve«sunss s wemnss sbimnn s nomams somaid sbsnirmnenss s s =xon visasivs s wcwisn s wacnes o Fexms e 152
CHAPTER 6 Regional Trading ArTANEMENtS ««««-«+«+ttsteettertetttmmtmmtumtutimtrustnuanteuiatiareasenn. 159
Regional Integration versus Multilateralism === =+==ssssasssesrrerrseiieriniiniineeinieinieieinieenenennenns 159
Types of Regional Trading Arrangements «-«ss«sssssessssssssserstsnerseriennaniinennemeinerarenseaaaneaeaanns 160
Tnpetiss for REGIOMALIGHI <evwrs <wrvsn sxsnns ixsasa sannsn sarans sxibivn diplesbimsinnie dunardis paiaaion susinn daananmbynt wagyens 162
Effects of a Regional Trading Arrangement «--=-s+-««s=ssesrsessssssivarsasssnassssonsessosssonsasssssssnsnssns 162
The Buropean TIajion - «sv s essss iuicans savians seisns losin ssvikes ssaialbresisasmims sbonss sisss sssmmhssap svsonss 166
Economic Costs and Benefits of a Common Currency: The European Monetary Union «++s+ssses 172

North American Free Trade Agreement ........................................................................ 176



CHAPTER

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 11,
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 global 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. European banks were drawn into the
financial crisis in part because of their exposure to defaulted mortgages in the United
States. 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
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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.

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.
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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
such as electricity, telephone, automobile, container ships, and pipelines altered production,
communication, and transportation in ways unimagined by earlier generations. More
recently, rapid developments in computer information and communications technology
have further shrunk the influence of time and geography on the capacity of individuals 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 2014. 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 mar-
kets. 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 glob-
alize production structures through investment abroad that 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 production pro-
cesses 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.’

WAVES OF GLOBALIZATION

In the past two 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. Let us consider the
major waves of globalization that have occurred in recent history.’

'World Trade Organization, Annual Report, 1998, pp. 33-36.
*A. Yeats, Just How Big Is Global Production Sharing? World Bank, Policy Research Working Paper No.
1871, 1998, Washington, DC.

*This section draws from World Bank, Globalization, Growth and Poverty: Building an Inclusive World
Economy, 2001.
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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 why major countries frequently meet to
discuss the impacts of their policies on the world eco-
nomy. 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 employ-
ment, 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.

Facing a sluggish economy in 2010, the Fed enacted
a controversial decision to pursue economic growth by
purchasing $600 billion of U.S. Treasury bonds. 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 invest-
ment and big ticket consumption items, thus stimulat-
ing 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. trad-
ing 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 dollar's
exchange value, that will be explained in Chapter 11
of this text. If the value of the dollar decreases, other
countries’ exports become more expensive for Ameri-
can consumers, 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 that 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 producers
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 purpose of their program
was not to push down the dollar in order to disadvantage
America’s trading partners. Instead, it was an attempt to
grow the economy that 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 argument did
not dampen the fears of foreigners regarding the Fed's
monetary policy, and their criticism continued.

First Wave of Globalization: 1870-1914

iStockphoto.com/photosoup

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 percent 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.
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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
specialization 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 remaining
regions stay low. Firms will not shift to a new location until the discrepancy in produc-
tion 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
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
marginalized in the world economy and realized decreasing incomes and increasing
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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
multilateral trade liberalization has become more complicated.

Although the world has become more globalized in terms of international trade and
capital flows compared to 100 years ago, there is less globalization in the world when it
comes to labor flows. The United States had a very liberal immigration policy in the late
1800s and early 1900s and large numbers of people flowed into the country, primarily
from Europe. As a large country with abundant room to absorb newcomers, the United
States also attracted foreign investment throughout much of this period, which meant
that high levels of migration went hand in hand with high and rising wages. However,
since World War I, immigration has been a disputed topic in the United States, and
restrictions on immigration have tightened. In contrast to the largely European immigra-
tion in the 1870-1914 globalization waves, contemporary immigration into the United
States comes largely from Asia and Latin America.

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 increas-
ingly moved to wherever costs were the lowest. U.S. companies shifted the assembly of
autos and the production of shoes, electronics, and toys to low wage developing coun-
tries. 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, China. 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. Table 1.1 shows how the HP laptop is put
together by workers in many different countries/regions.

By the 2000s, the Information Age resulted in the foreign outsourcing 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, and that means places like India, Ireland, and the
Philippines where workers are paid much less than American workers. A new round of
globalization is sending upscale jobs offshore, including accounting, chip design,
engineering, basic research, and financial analysis as shown in Table 1.2. Analysts estimate
that foreign outsourcing can allow companies to reduce costs of a given service from 30 to
50 percent.
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TABLE 1.1

Manufacturing an HP Pavilion, ZD8000 Laptop Computer

Component Major Manufacturing Country/Region

Hard disk drives Singapore, China, Japan, United States

Power supplies China

Magnesium casings China

Memory chips Germany, Taiwan, South Korea, Taiwan (China), United States
Liquid-crystal display Japan, Taiwan, South Korea, China

Microprocessors United States

Graphics processors Designed in United States and Canada; produced in Taiwan

Source: From "The Laptop Trail,” The Wall Street Journal, June 9, 2005, pp.B1 and B8.

TABLE 1.2

Globalization Goes White Collar

U.S. Company Country Type of Work Moving

Accenture Philippines Accounting, software, office work
Conseco India Insurance claim processing

Delta Air Lines India, Philippines Airline reservations, customer service
Fluor Philippines Architectural blueprints

General Electric India Finance, information technology

Intel India Chip design, tech support

Microsoft China, India Software design

Philips China Consumer electronics, R&D

Procter & Gamble Philippines, China Accounting, tech support

Source: From “Is Your Job Next?" Business Week, February 3, 2003, pp. 50-60.

Boeing uses aeronautics specialists in Russia to design luggage bins and wing
parts for its jetliners. Having a master’s degree or doctorate in math or aeronautics,
these specialists are paid $700 per month in contrast to a monthly salary of $7,000
for an American counterpart. Similarly, engineers in China and India, earning
$1,100 a month, develop chips for Texas Instruments and Intel; their American
counterparts are paid $8,000 a month. However, companies are likely to keep
crucial research and development and the bulk -of office operations close to home.
Many jobs cannot go anywhere because they require face-to-face contact with
customers. Economists note that the vast majority of jobs in the United States
consist of services such as retail, restaurants and hotels, personal care services, and
the like. These services are necessarily produced and consumed locally, and cannot
be sent offshore.

Besides saving money, foreign outsourcing can enable companies to do things they
simply couldn’t do before. A consumer products company in the United States found it
impractical to chase down tardy customers buying less than $1,000 worth of goods.
When this service was run in India, however, the cost dropped so much the company
could profitably follow up on bills as low as $100.
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Although the Internet makes it easier for U.S. companies to remain competitive
in an increasingly brutal global marketplace, is foreign outsourcing good for
white collar workers? A case can be made that Americans benefit from this
process. In the last two decades, U.S. companies have imported hundreds of thou-
sands of immigrants to ease engineering shortages. Now, by sending routine service
and engineering tasks to nations with a surplus of educated workers, U.S. labor and
capital can be shifted to higher value industries and cutting-edge research and
development.

However, a question remains: What happens if displaced white collar workers
cannot find greener pastures? The truth is that the rise of the global knowledge
industry is so recent that most economists have not begun to figure out the implica-
tions. People in developing nations like India see foreign outsourcing as a bonus because it
helps spread wealth from rich nations to poor nations. Among its many other virtues, the
Internet might turn out to be a great equalizer. Outsourcing will be discussed at the end of

Chapter 2.

DIESEL ENGINES AND GAS TURBINES AS

MOVERS OF GLOBALIZATION

When you consider internal combus-

tion engines, you probably 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 transportation requires more mas-
sive 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
twenty-four 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 became a refrigerator engineer, but his true
love lay in engine design. He developed an engine
that converted the chemical energy available in die-
sel fuel into mechanical energy that could power
trucks, cargo ships, and so on. Today, more than 90
percent of global trade in manufactured goods and
raw materials is transported with the use of diesel
engines.

The natural gas-fired turbine is another driver of
globalization. A gas turbine is a rotary engine that
extracts energy from a flow of combustion gas.
This energy produces a power thrust that sends an
airplane into the sky. It also turns a shaft or a pro-
peller that moves locomotives and ships. The gas
turbine was invented by Frank Whittle, 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.

These two engines, diesels and turbines, have
become important movers of goods and people
throughout the world. They have reduced transporta-
tion costs to such an extent that distance to the mar-
ket is a much smaller factor affecting the location of
manufacturers or the selection of the origin of
imported raw materials. Indeed, neither international
trade nor intercontinental flights would have realized
such levels of speed, reliability, and affordability as
have been achieved because of diesel engines and
gas turbines. Although diesels and turbines have
caused environmental problems, such as air and
water pollution, these machines will likely not disap-
pear soon.

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.

iStockphoto.com/photosoup
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WHY IS GLOBALIZATION IMPORTANT?

Because of trade, individuals, firms, regions, and nations can specialize in the production
of things they do well and use the earnings from these activities to purchase from others
those items for which they are high-cost producers. Therefore, trading partners can
produce a larger joint output and achieve a higher standard of living than would other-
wise be possible. Economists refer to this as the law of comparative advantage that will
be further discussed in Chapter 2.

According to the law of comparative advantage, the citizens of each nation can gain
by spending more of their time and resources doing those things where they have a rela-
tive advantage. If a good or service can be obtained more economically through trade, it
makes sense to trade for it instead of producing it domestically. It is a mistake to focus
on whether a good is going to be produced domestically or abroad. The central issue is
how the available resources can be used to obtain each good at the lowest possible cost.
When trading partners use more of their time and resources producing things they
do best, they are able to produce a larger joint output that provides the source for
mutual gain.

International trade also results in gains from the competitive process. Competition is
essential to both innovation and efficient production. International competition helps
keep domestic producers on their toes and provides them with a strong incentive to
improve the quality of their products. Also, international trade usually weakens monop-
olies. As countries open their markets, their monopoly producers face competition from
foreign firms.

With globalization and import competition, U.S. prices have decreased for many pro-
ducts like TV sets, toys, dishes, clothing, and so on. However, prices increased for many
products untouched by globalization, such as cable TV, hospital services, sports tickets,
rent, car repair and others. The gains from global markets are not restricted to goods
traded internationally. They extend to such non-traded goods as houses that contain
carpeting, wiring, and other inputs now facing greater international competition.

During the 1950s, General Motors (GM) was responsible for about 60 percent of all
passenger cars produced in the United States. Although GM officials praised the firm’s
immense size for providing economies of scale in individual plant operations, skeptics
were concerned about the monopoly power resulting from GM’s dominance of the auto
market. Some argued that GM should be divided into several independent companies to
inject more competition into the market. Today, stiff foreign competition has resulted in
GM’s current share of the market to stand at less than 24 percent.

Not only do open economies have more competition, but they also have more firm
turnover. Being exposed to competition around the globe can result in high-cost domes-
tic producers exiting the market. If these firms are less productive than the remaining
firms, then their exit represents productivity improvements for the industry. The
increase in exits is only part of the adjustment. The other part is new firms entering
the market unless there are significant barriers. With these new firms comes more labor
market churning as workers formerly employed by obsolete firms must now find jobs in
emerging ones. Inadequate education and training can make some workers unemploy-
able for emerging firms creating new jobs that we often cannot yet imagine. This is
probably the key reason why workers find globalization to be controversial. The higher
turnover of firms is an important source of the dynamic benefits of globalization. In
general, dying firms have falling productivity, and new firms tend to increase their
productivity over time.
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Economists have generally found that economic growth rates have a close relation to
openness to trade, education, and communications infrastructure. Countries that open
their economies to international trade tend to benefit from new technologies and other
sources of economic growth. As Figure 1.1 shows, there appears to be some evidence of
an inverse relation between the level of trade barriers and the economic growth
of nations. Nations that maintain high barriers to trade tend to realize a low level of
economic growth.

FIGURE 1.1

Tariff Barriers versus Economic Growth
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The figure shows the weighted average tariff rate and per capita growth rate in
GDP for 23 nations in 2002. According to the figure, there is evidence of an inverse
relationship between the level of tariff barriers and the economic growth of nations.

Source: Data taken from The World Bank Group, World Development Indicators, available at http://www
~worldbank.org/data/.

International trade can also provide stability for producers, as seen in the case of
Invacare Corporation, an Ohio based manufacturer of wheelchairs and other health
care equipment. For the wheelchairs it sells in Germany, the electronic controllers come
from the firm’s New Zealand factories; the design is largely American; and the final
assembly is done in Germany with parts shipped from the United States, France, and
the United Kingdom. By purchasing parts and components worldwide, Invacare can
resist suppliers’ efforts to increase prices for aluminum, steel, rubber, and other materi-
als. By selling its products in 80 nations, Invacare can maintain a more stable workforce
in Ohio than if it was completely dependent on the U.S. market. If sales decline anytime
in the United States, Invacare has an ace up its sleeve—exports.

On the other hand, rapid growth in countries like India has helped to
increase the demand for commodities like crude oil, copper, and steel. Thus, American
consumers and companies pay higher prices for items like gasoline. Rising gasoline
prices, in turn, have spurred governmental and private sector initiatives to increase the
supply of gasoline substitutes like biodiesel or ethanol. Increased demand for these alter-
native forms of energy has helped to increase the price of soybeans and corn that are key
inputs in the production of chicken, pork, beef, and other foodstuffs.

Moreover, globalization can make the domestic economy vulnerable to disturbances
initiated overseas, as seen in the case of India. In response to India’s agricultural crisis,



