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Preface

International economics combines the excitement of world events and the incisiveness
of economic analysis. We are now deeply into the second great wave of globalization,
in which product, capital, and labor markets are becoming more integrated across
countries. This second wave, which began in about 1950 and picked up steam in the
1980s, has now lasted at least as long as the first, which began in about 1870 and
ended with World War I (or perhaps with the onset of the Great Depression in 1930).

As indicators of the current process of globalization, we see that international trade,
foreign direct investment, cross-border lending, and international portfolio investments
are growing faster than world production. Information, data, and rumors now spread
around the world instantly through the Internet and other global electronic media.

As the world becomes more integrated, countries become more interdependent.
Increasingly, events and policy changes in one country affect many other countries.
Also increasingly, companies make decisions about production and product develop-
ment based on global markets.

My goal in writing and revising this book is to provide the best blend of events
and analysis, so that the reader builds the abilities to understand global economic
developments and to evaluate proposals for changes in economic policies. The book
is informed by current events and by the latest in applied international research.
My job is to synthesize all of this to facilitate learning. The book

Combines rigorous economic analysis with attention to the issues of economic
policy that are alive and important today.

Is written to be concise and readable.

Uses economic terminology when it enhances the analysis but avoids jargon for
jargon’s sake.

I follow these principles when I teach international economics to undergraduates and
master’s degree students. I believe that the book benefits as I bring into it what I learn
from the classroom.

CURRENT EVENTS AND NEW EXAMPLES

It is a challenge and a pleasure for me to incorporate the events and policy changes
that continue to transform the global economy, and to find the new examples that show
the effects of globalization (both its upside and its downside). Here are some of the
current and recent events and issues that are included in this edition to provide new
examples that show the practical use of our economic analysis:

= The global financial and economic crisis that began in 2007 has shaken and trans-
formed the global economy. Many financial markets froze, with the effects spread-
ing quickly around the world. The world went into a deep recession. International
trade, foreign direct investment, and other international financial flows imploded in
late 2008 and 2009, then recovered strongly in 2010.

* In 2009, in response to rapidly rising imports, President Obama decided to impose
large tariffs (taxes) on imports of automobile tires made in China and exported to
the United States.

« In response to rising world prices, India and several other countries moved to
reduce exports of food products. China restricted exports of raw materials and
faced a complaint that these limits violated rules of the World Trade Organization
(WTO).
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South Korea’s government has found creative ways to use nontariff barriers to
nearly block imports of automobiles, including unusual product standards and
hints that Koreans who owned foreign automobiles would be more likely to face
tax audits.

The steel industry in the United States filed seven new dumping cases in 2009,
mostly against exports of steel from China, renewing a legal tactic that it has used
to obtained protection from steel imports for several decades.

In 2010 and 2011, the World Trade Organization found that the European Union
had violated WTO rules by giving huge subsidies to Airbus and that the United
States had violated WTO rules by giving massive subsidies to Boeing.

Ford found a way to circumvent high U.S. tariffs on imports of commercial vans
that it makes in Turkey and ships to the United States. Ford installed rear windows
and rear seats, imported the vans as passenger vehicles, and then removed the win-
dows and seats once the vehicles were in the United States.

The world price of crude oil spiked in 2008, with rising demand from the rapidly
growing countries of Asia as a key part of upward pressure on oil prices.
Immigration continues to be controversial. A number of U.S. states, most notably
Arizona, passed new laws targeting immigrants. In other countries, political parties
that oppose immigration gained votes.

Notwithstanding a decline during the worst part of the global crisis, the size of
the foreign exchange market continued to grow, with trading of one currency for
another nearing $4 trillion per day in 2010. Foreign exchange trading has more than
doubled since 2004.

George Soros came out of retirement to guide his Quantum hedge fund to huge
profits during the global crisis.

Under renewed pressure from other countries, China resumed the gradual appre-
ciation of the exchange-rate value of the yuan in 2010. Still, China’s current
account surplus remained large, and the Chinese government continued to amass

official international reserve holdings, which had risen to more than $3 trillion by
mid-2011.

Slovakia joined the euro area in 2009, and Estonia joined in 2011, bringing the
number of countries in the European Union that use the euro as their currency to 17.
In 2009 the International Monetary Fund (IMF) increased its lending capacity to
$750 billion, and it allocated a large amount of new special drawing rights (SDRs)
to its member countries. In response to the global crisis and its aftermath, the IMF
increased the loans outstanding to its member countries by a factor of almost eight
during 2008-2011.

In 2008 Iceland’s banks failed in spectacular fashion, and Iceland became the first
industrialized (or high-income) country in more than 20 years to borrow from the
IME.

With short-term U.S. interest rates already at essentially zero, the U.S. Federal
Reserve attempted to provide expansicnary monetary thrust to the U.S. economy
through rounds of quantitative easing, in which the Fed buys huge amounts of long-
term securities. Some other countries complained that a major effect was to put
downward pressure on the exchange-rate value of the U.S. dollar.

Crises centered on their national fiscal policies hit Greece, Ireland, and Portugal,
three countries in the euro area. Each needed a large rescue package from the
International Monetary Fund and the other euro-area countries.
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+ The price of gold entered a prolonged and rapid rise as a result of a host of uncer-
tainties and fears, including those accompanying the global crisis, the European
fiscal crises, and the large fiscal deficit in the United States.

- Brazil reimposed capital controls in the form of taxes on capital inflows in 2009
to try to limit the very large investments by foreigners in Brazil. These financial
inflows were causing macroeconomic problems in Brazil because they were driving
appreciation of the exchange-rate value of Brazil’s real.

« To end the hyper-inflation caused by runaway monetary and fiscal policies, Zimbabwe
“dollarized” in 2010 by abolishing its own currency and using foreign currency for
its internal transactions.

IMPROVING THE BOOK: ORGANIZATION AND TOPICS

In this edition I introduce and extend a number of improvements to the pedagogical
structure and topical coverage of the book.

« The global financial and economic crisis that began in 2007 is a cataclysm that has
had profound effects on the world economy. This edition interweaves the causes
and impacts of the global crisis throughout its chapters. The story begins with an
overview of the global crisis in Chapter 1, including the onset of the crisis as the
result of losses on sub-prime mortgages in the United States and on assets backed
by these mortgages, as well as the terrible worsening of the crisis in 2008 with
the failure of Lehman Brothers. I then present discussions of important aspects of
the crisis in a series of six new shaded Global Crisis boxes, which join the other
five series of boxes, Focus on China, Global Governance, Focus on Labor, Case
Studies, and Extensions. For the Global Crisis series, two new boxes examine the
relationship of the crisis to international trade, and four new boxes explore links
between the crisis and international finance. The box in Chapter 2 documents
the collapse of international trade in late 2008 and 2009. The box in Chapter 9
discusses how national political leaders mostly avoided imposing new barriers to
international trade, so that the world avoided repeating the mistake of rising pro-
tectionism that had harmed the global economy during the Great Depression of
the 1930s.

» China continues its rapid rise as a force in the global economy. The presentation
of China’s global role, including the series of boxes Focus on China, continues
to be a strength of the text. In Chapter 1, I explain new developments in
China’s policy toward the exchange rate of its currency, including its fixing of the
yuan—dollar exchange rate in 2008 as the global crisis became more severe and its
shift back to a crawling pegged rate that allows a gradual appreciation of the yuan
in 2010. The box in Chapter 9 discusses how China increasingly is involved in the
dispute settlement process at the World Trade Organization, both as a respondent
(alleged violator) and as a complainant. This box also expands on concerns that
China has not yet fully met its WTO commitments in the areas of trade in services
and protection of intellectual property. The box in Chapter 15 indicates changes
in the industries for which the Chinese government encourages or restricts direct
investments by foreign firms into China.

« The sections of Chapter 6 on intra-industry trade and monopolistic competition
have been reorganized and rewritten to be tighter and to flow more logically. To
help guide the reader by providing a better road map, the section on intra-industry
trade now has two subsections: “How Important Is Intra-Industry Trade?” and
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“What Explains Intra-Industry Trade?” The portion of the chapter that uses
monopolistic competition as its economic model is now streamlined to be one
section, “Monopolistic Competition and Trade,” with four subsections: “The
Market with No Trade,” “Opening to Free Trade,” “Basis for Trade,” and “Gains
from Trade.” The formal analysis in the text is now at the market level, focusing
on the number of versions or models offered for sale and the typical price of a
version. There are three new figures, one showing a national market with no trade;
another showing two national markets, each with no trade, and the world market
after the shift to free trade; and the third showing free-trade flows for two prod-
ucts between two countries to illustrate both net trade and intra-industry trade.
The analysis of an individual firm in a monopolistically competitive market is
shifted to an Extension box. In addition, there are new end-of-chapter questions
that correspond to the new emphasis in the text on the market-level analysis of
monopolistic competition and trade. Furthermore, I added a numerical example
to Figure 6.1, to connect output quantities and total costs to the declining average
costs that show scale economies. I also added examples to the discussions of the
erosion of economic profits in monopolistic competition and of the reasons that
some locations become major production locations for industries that benefit from
substantial external scale economies.

Chapter 9 is also substantially improved. I tightened the text section on volun-
tary export restraints, and I merged and condensed what had been two boxes in
the fourteenth edition into one box on examples of voluntary export restraints.
I streamlined the section on the size of the costs of protection to focus on the
analytics. I updated the box on China in the World Trade Organization, and I
introduced a box on protectionism during the global financial and economic cri-
sis. I upgraded the description of the analysis of an import quota in the summary
of the chapter.

A major strength of the book remains in-depth analyses of a range of trade and
trade-policy issues. A new box in Chapter 8 examines the economics of taxes and
other limits on exports, providing an analysis parallel to that of tariffs on imports.
This new box is motivated by the increasing use of export restrictions by a number
of countries, including India and China. The box in Chapter 10 on sugar policies
includes updated estimates of the costs and other effects of U.S. policies, using
results from a recent study by the Organization for Economic Cooperation and
Development. The box in Chapter 3 incorporates updated and expanded infor-
mation on labor productivity and wages across countries. Completely updated
estimates of national factor endowments are presented in Chapter 5. The box on
the gravity model of trade in Chapter 6 notes the links between immigration and
bilateral trade in products.

Chapter 13 on trade and the environment continues as a unique and powerful
treatment of issues of interest to many students. The fifteenth edition includes an
estimate of the global inefficiency cost of overfishing, from a recent study by the
World Bank and the Food and Agriculture Organization. The chapter also refers to
transborder disputes in Asia over the Indus River system and the Mekong River.

I used the latest available sources to update the wide range of data and informa-
tion presented in the figures and text of the book. Among other updates, the book
offers the latest information on international trade in specific products for the
United States, China, and Japan; national average tariff rates; dumping and sub-
sidy cases; levels and growth rates of national incomes per capita; trends in the
relative prices of primary products; patterns of foreign direct investments broadly
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and by major home country; rates of immigration into the United States, Canada,
and the European Union; the U.S. balance of payments and the U.S. international
investment position; the sizes of foreign exchange trading and foreign exchange
futures, swaps, and options; levels and trends for nominal exchange rates; effective
exchange-rate values for the U.S. dollar; evidence about relative purchasing power
parity; the exchange-rate policies chosen by national governments; the flows of
international financing to and the outstanding foreign debt of developing countries;
and gold prices.

FORMAT AND STYLE

I have been careful to retain the goals of clarity and honesty that have made International
Economics an extraordinary success in classrooms and courses around the world. There
are plenty of quick road signs at the start of and within chapters. The summaries at the
ends of the chapters offer an integration of what has been discussed. Students get the
signs “Here’s where we are going; here’s where we have just been.” I use bullet-point
and numbered lists to add to the visual appeal of the text and to emphasize sets of deter-
minants or effects. I strive to keep paragraphs to reasonable lengths, and I have found
ways to break up some long paragraphs to make the text easier to read.

I am candid about ranking some tools or facts ahead of others. The undeniable
power of some of the economist’s tools is applied repeatedly to events and issues
without apology. Theories and concepts that fail to improve on common sense are not
oversold.

The format of the book is fine-tuned for better learning. Students need to master
the language of international economics. Most exam-worthy terms appear in boldface
in the text, with their definitions usually contiguous. The material at the end of each
chapter includes a listing of these Key Terms, and an online Glossary has definitions
of each term. Words and phrases that deserve special emphasis are in italics.

Each chapter (except for the short introductory chapter) has at least 10 questions
and problems. The answers to all odd-numbered questions and problems are included
in the material at the end of the book. As a reminder, these odd-numbered questions
are marked with a 4.

Shaded boxes appear in different font with a  that began in 2007, the roles of the WTO and the
different right-edge format and two columns per IMF in global governance, China’s international
page, in contrast to the style of the main text. trade and investment, labor issues, case studies,
- The boxes are labeled by type and provide discus-  and extensions of the concepts presented in the
sions of the global financial and economic crisis text.

SUPPLEMENTS

PowerPoint Slides

PowerPoint slides include figures and graphs to make teaching and learning more
accessible.
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Test Bank and EZTest Online Testing Program

The test bank for the fifteenth edition of International Economics includes 1,500
questions. Updated and extended by Harvey Poniachek of Pace University, the bank
offers a plethora of testing options for the instructor and includes multiple-choice, fill-
in-the-blank, matching, true/false, and short-answer questions.

Instructor’s Manual

Written by the author, the Instructor’s Manual contains chapter overviews, teaching
tips, and suggested answers to the even-numbered questions and problems that are
contained in the textbook. To increase flexibility, the Tips section in each chapter often
provides the author’s thoughts and suggestions for customizing the coverage of certain
sections and chapters.

Study Guide

Written by Kerry Odell of Scripps College, the same author as the previous editions,
the Study Guide is designed to provide students with materials and exercises that they
can use to elevate their own learning. Each chapter is broken down into six sections—
Objectives of the Chapter, Important Terms, Warm-Up Questions, Multiple-Choice
Questions, Problems, and Discussion Topics.

Online Quizzes

A quiz for each chapter, written by Robert Allen of Columbia Southern University,
highlights important chapter concepts and enables students to check their progress.
Answers are provided, so that students can ensure reading comprehension or prepare for
an exam. The quizzes are also a great way to refresh crucial information before class.

All updated supplements are available on the Web site to accompany Pugel’s fifteenth
edition. Organized into separate sections for the instructor and the student, the Web
site provides a wide variety of learning devices geared specifically to each group. To
access these supplements, please visit www.mhhe.com/pugel [ 5e.

For the student:
+ Study Guide
+ Downloadable PowerPoints
+ Book-level glossary
¢+ Chapter quizzes

For the instructor:

« Downloadable Instructor’s Manual
¢+ Downloadable PowerPoints
EZTest online testing program
Access to all materials on the student section
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Chapter One

International
‘conomics Is Different

E are not like regions or families. They are sovereign, meaning that no central
,c‘ urt can enforce its will on them with a global police force. Being sovereign, nations
all sorts of barriers between their residents and the outside world. A region or

ly must deal with the political reality that others within the same nation can out-
wvote it and can therefore coerce it or tax it. A family or region has to compromise with
others who have political voice. A nation feels less pressure to compromise and often
ignores the interests of foreigners. A nation uses policy tools that are seldom available
to a region and never available to a family. A nation can have its own currency, its own
barriers to trading with foreigners, its own government taxing and spending, and its
own laws of citizenship and residence.

As long as countries exist, international economics will be a body of analysis dis-
tinct from the rest of economics. The special nature of international economics makes
it fascinating and sometimes difficult. Let’s look at four controversial developments
that frame the scope of this book.

FOUR CONTROVERSIES

Imports of Automobile Tires

In 2004 the United States used 307 million new tires on its cars and light trucks, and
194 million (or 63 percent) of those tires were produced in the United States. In 2008
new tires put into use in the United States had fallen somewhat, to 276 million. The
bigger change was that the share of these new tires produced in the United States had
decreased to 50 percent (only 137 million tires). What else was different? The United
States was using a lot more tires produced in foreign countries and imported into the
United States, an increase of 26 million tires between 2004 and 2008. And essentially
all of the increase was imports of tires produced in China, which increased from 15
million tires in 2004 to 46 million tires in 2008.

The increase in imports was controversial in the United States. As U.S. tire produc-
tion declined and imports increased, U.S. workers lost their jobs making tires, with a
decline in the number of production workers from about 35,000 in 2004 t6 31,000 in
2008. Four U.S. tire factories closed in 2006 and 2007.

About half of U.S. tire workers are members of the United Steelworkers union,
and the union found a way to fight back against the imports from China. When China
joined the World Trade Organization (WTO) in 2001, one of the conditions it accepted
was that other countries could impose temporary barriers (called safeguards) against
surges of imports from China, if the surge is causing material harm to domestic
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industry.

In April 2009 the union filed a petition with the U.S. government. The U.S.
International Trade Commission (ITC) investigated and concluded that a surge in tire
imports from China was harming the U.S. tire industry. The final decision about what
to do rests with the U.S. president, and the ITC recommended to President Obama that
large additional tariffs (taxes) be imposed on imports of tires from China, 55 percent
in the first year, 45 percent in the second year, and 35 percent in the third year. (These
China-specific tariffs are on top of the standard tariff of 4 percent on imports of tires
into the United States.)

What would you have done if you had been the president? So far it all sounds pretty
straightforward and legalistic. You have a law, you have a legal process, and the facts
fit the requirements of the law. You have a group that is harmed in the United States
(tire producers and tire workers), and the pain apparently is going to fall on exporters

- in another country (China). So from the point of view of the United States, where is

the controversy?

Here it is. As president, you are supposed to look out for the U.S. national inter-
est, and there are some groups in the United States whose interests have not yet been
considered. Most important, what about the users of tires? Most imported tires are
used as replacement tires for the millions of cars and light trucks that are already on
the roads. If you as president impose these tariffs, the prices of Chinese-made tires are
going to increase in the United States, and the prices of other tires that compete with
Chinese-made tires will also increase. Tire consumers in the United States are going
to have to pay more for their replacement tires, and they will be worse off.

As president you would have to weigh all of these issues and more. By studying
international economics, you will know parts of the answer. As we will see in Part II of
the book, generally the harm to domestic consumers from raising tariffs is larger than
the gains to domestic producers (including the gains to workers). And, although there
are some exceptions, generally the country overall loses well-being from raising a tar-
iff, even if we also account for the revenue that the government collects from the tariff.

Whatever you would have done, we know that President Obama decided in
September 2009 to impose tariffs on imports of Chinese tires, though at somewhat
lower rates than the ITC recommended—35 percent the first year, then 30 percent and
25 percent. These are still high tariff rates. Unions had been major supporters of his
election, and in this case he concluded that politics beats economics.

So what happened after he imposed the tariffs? Politics may have beaten econom-
ics, but politics cannot repeal economics. In the first nine months or so after the higher
tariff came into effect, imports of tires from China dropped by about 40 percent,
even as overall demand for tires in the United States increased. Wholesale tire prices
increased by about 25 percent. (The prices of Chinese tires in the United States did
not rise by the full amount of the tariff. Instead, Chinese producers absorbed some of
the tariff so they did not lose so many U.S. sales, what we will call the large-country
case in Chapter 8 of the book.) U.S. consumers spent several hundred million dollars
more on tires, money that they then did not have available to spend on other things.
The higher prices for replacement tires induced some U.S. drivers to go a little longer
on their old tires. This is part of the national economic inefficiency caused by the tar-
iff that we will examine in Part II of the book, and in this case it meant risking more
accidents by driving more on old, unsafe tires.

Still, maybe these costs are worth it if the tariff brings gains to U.S. tire production
and U.S. workers. Now the international aspects of the policy get even more interesting.
Most Chinese tires are basic-quality tires, and U.S. firms had largely abandoned pro-
ducing low-end tires by 2009. As imports of Chinese tires decreased, expansion came



