~1rade Wars Are Good and Easy to Win”

Opening CasS

At 3:50 am. on March 2, 2018, Donald Trump, the 45th President of the United States, took to Twitter to
espoUs€ his view on an important policy issue: international trade. He tweeted “When 2 country (USA) is

good, and easy 1o win. When we are down $100 billion with a certain country and they get cute, don’t
trade anymore—we win big. It's easy!”

Trump’s tweet was a response to backlash over his decision to impose a 25 percent tariff on imports of

steel, and a 10 percent tariff on imports of aluminum. The Trump administration claimed that these tariffs
were necessary to protect two industries that were important for national security. His critics had a differ-
ent take. They argued that the tariffs would raise input costs for consumers of steel and aluminum, which
included construction companies, manufacturers of construction equipment, appliance makers, auto man-
ufacturers, makers of ccntainers and packaging (e.g. beer cans), and aerospace companies. Among those
hit by higher costs due to these tariffs would be two of America’s largest exporters, Boeing and Caterpillar
Tractor. The critics aiso noted that there are only 140,000 people employed in the steel and aluminum
industries, whereas 6.5 miilion Americans are employed in industries that use steel and aluminum, where
input prices have just gone up.

Trump’s actions shotld riot have been a surprise. In contrast to all US. presidents since World War ||,
Donald Trump has long voiced strong opposition to trade deals designed to lower tariff barriers and foster
the free flow of goods and services between the United States and its trading partners. During the presiden-
tial election campaign, he called the North American Free Trade Agreement (NAFTA) “the worst trade deal

maybe ever signed anywhere.” Upon taking office, his admnn_gstratl nglaunchedzéavrenegotlatlon of N
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with the aim of making the treaty more favorable to Ame i Z-g_f ‘a candidate, he vowed to “kill” the Tr: ' |
Pacific Partnership (TPP), a free trade deal among 12 Pacific Rim countries, including the L
excluding China), negotiated by the Obama admumstr" ‘. ” is first week in
tive order formally withdrawing the United States fron .'
States out of the World Trade Organization (WTO) l
Impose tariffs. "
Trump’s position seems to be based on a belief t u
appears to equate winning with running a trade ;\stu
of American weakness. In his words, “you only
taken to the cleaners by our trading partners.” He be
the United States in trade deals, and the result h



lons that parti
trade doesn’t destroy jobs: | .
when a |

” | ’ °Ng with China and Germany). As a result of America’s economic powar
Americans’ long adherence to free trade policies has helped to set the tone for the world trading system’ 1
"“ arge part, the POsSt-World War Il international trading system, with its emphasis on lowering barriere tc;
international trade ang Investment, was only possible because of vigorous American leadership. Now With
the ascendancy of Donald Trump to the presidency, that seems to be changing. Pro-free traders argye that
If Trump continues to push for more protectionist trade policies—and his rhetoric and cabinet picks suggest
he will-the uninten

‘ ' " £ ' E o
ded consequences could include retaliation from America’s trading partners, a trade f |
war characterized by higher tariffs, a decline in the volume of world trade, substantial Job losses in the |

Sources: “Donald Trump on Free Trade,” On the /

ssues, www.ontheissues.org/2016/Donald_Trump_Free_Trade.htm: Keith Bradsher, “Trump’s '
Pick on Trade Could Put China in a Difficult Spot,” The New York Times, January 13, 2017: William Mauldin, “Trump Threatens to Pull U.S. Out of .. &
World Trade Organization,” The Wall Street Journal, July 24, 2016; “Trump’s Antitrade Warriors.” The Wall Street Journal, January 16, 2017:
“Donald Trump’s Trade Bluster.” The Economist, December 10, 2016; and Chad Brown, “Trump’s Steel and Aluminum Tariffs Are
Counterproductive,” Peterson Institute for International Economics, March 7, 2018.
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Introduction

As discussed in the opening case of this chapter, thanks to the rise of Donald Trump, trade policy
is currently at the center of political discourse in the United States and elsewhere. President
Trump has made statements and taken actions that suggest he may be the most protectionist
president in modern history. His administration coul

d upend 70 years of American-led policy
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This is the first of four chapters that deal wi 3
this chapter, we focus on the theoretical foundatior
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pagated in the sixteenth and seven-

h cen . should simult
d discourage imports. Although mercantilism is an old andarl];rogl;sllyy (;fslz;);l;igz
1LC

expOrtS an : U i d e
-+ echoes remain in modern political debate and in the trade policies of man
ed. some have argued that Donald Trump €Spouses mercantili y coun-

doctrine' I
| | antilist views. Next, we look
th’s theory of absolute advantage. Proposed in 1776, Smith’s theory was the first

: stricted free trade 1 1C
plain why unresti lcf ‘ x s beneficial to a country. Free trade refers to a situation  free trade
"? ‘/“:,C)k

- nt does not attempt to 1n : My
2 wthh 1 gOVGI‘DI’Hﬁt L ¢ P fluence through quotas or duties what its citizens The absence of barriers to the free flow

can buy from a.not.h'er‘ Crf:hﬂ_?f":, P;“ what they can pr.oduce and sell to another country. Smith of goods and services between countries.
argued that the invisible 2and ori'the- ;j.larket mechanlsm, .rather than government policy, should
Jetermine what a coun-‘,;; , .‘z:‘u_r? v s and what It exports. His arguments imply that such a laissez-
faire Stance toward trade was 1t the best 1gtex'ests of a country. Building on Smith’s work are two
sdditional theories that we 1zview. One 1s the theory of comparative advantage, advanced by
the nineteenth-century Engtish economist David Ricardo. This theory is the intellectual basis of
the modern argument for unrest icted free trade. In the twentieth century, Ricardo’s work was

refined by tWO Swedish economists, Eli Heckscher and Bertil Ohlin, whose theory is known as
the Heckscher—Ohlin theory.

THE BENE FITS OF TRADE The great strength of the theories of Smith, Ricardo, @ LO 6-1

and Heckscher—Ohlin is that they identify with precision the specific benefits of international = Understand why nations trade with
each other.

irade. Common sense suggests that some international trade is beneficial. For example, nobody
would suggest that Iceland should grow its own oranges. Iceland can benefit from trade by
exchanging some of the products that it can produce at a low cost (fish) for some products that it
cannot produce at all (oranges). Thus, by engaging in international trade, Icelanders are able to

add oranges to their diet of fish.
The theories of Smith, Ricardo, and Heckscher—Ohlin go beyond this commonsense notion,

however, to show why it is beneficial for a country to engage in international trade even for prod-
ucts it is able to produce for itself. This is a difficult concept for people to grasp. For example,
many people in the United States believe that American consumers should buy products made 1n
the United States by American companies whenever possible to help save American jobs from
foreign competition. The same kind of nationalistic sentiments can be observed in many other
countries,
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Of course, this economic argument is often
accept. With their future threatened b

(ried hard to persuade the government to [imit t

"‘

and tariffs.

P g SR
‘ vi';
A \-\c..
R N :
BRI Y| \
S MEANE N :
R Q,{\,. " ﬁb
3 “‘{\o}»' | yoy (R ~"‘\ »
‘ S "r\\n Y- - 3 >R
SR B X .- \ : —‘ : » - )~
vy i N TR 3
L R \
L L 3
v v
) ‘9\*; 5 AN
AN : .

P ROLEL D

T fwmeeer v *
|

A' Rolex Group logo sits on display above a luxury wristwatch store in
Vienna, Austria.

-'Bloomberg/Getty Images

e

154 Part Three The Global Trade and Investment Environment

chgpter, check out globalEDGE™’s “ %
of lpformation, data, and tools are compiled relat
nationally (globaledge.msu.edu/globaI-resources/trade
Potpourri of trade resources includes export tutori
modules, a glossary, a free trade dagreement tariff to
more. The glossary includes lots of terms related

example, “trade surplus” is defined as a Situation in whi
gxports exceeds its imports (i.e., it represents a net infl
tic currency from foreign markets). The opposite is calle

and is considered a net outflow, but how is it really
globalEDGE™ glossary can help.

to trade. For
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and jewelry? Why does
David Ricardo’s theory of
an explanation in terms of
bor productivity. The more

Comparative advantage offers
International differences in 1a

play between the proportions in which the factors of produc- |
tion (such as land, labor, and capital) are available in different |

countrifes and the proportions in which they are needed for
producing particular goods. This explanation rests on the
asspmption that countries have varying endowments of the
various factors of production. Tests of this theory, howeVel
suggest that it is a less powerful explanation of real-world
trade patterns than once thought. *
One early response to the failure of the Heckscher—C hh“ |
theory to explain the observed pattern of intemation&lmaf

was the product life-cycle theory. Proposed«by.:Ray.._Of.v,:
Vernon, this theory suggests that early in their life cyele, Mo
new products are produced in and exported from the count.
in which they were developed. As a new product becom®

widely accepted internationally, however, production star> =
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other countries. As a result, the theory suggests, the product ma '
: S . ’ ultimate exported back
to the country of 1ts original innovation. / AL

In a similar vein, during the 1980s, economists such as Paul Krugman developed what has
come to be !mown as .the.new trade theory. New trade theory (for which Krugman won the  new trade theory
Nobel Prize in economics in 2008) stresses that in some cases, countries specialize in the produc- ™" observed pattern of trade in the

tion and exportl of .partlcul.ar .produc.ts not because of underlying differences in factor endow- :,;::?yicfof;:;ngnmaa;itjzndrnz:r;;atrg e
ments but because 1n certain industries the world market can support only a limited number of  capture first-mover advantages.
firms. (This 1s argued to be the case for the commercial aircraft industry.) In such industries,
firms that enter the market first are able to build a competitive advantage that is subsequently
difficult to challenge. Thus, the observed pattern of trade between nations may be due in part to
the ability of firms within a given nation to capture first-mover advantages. The United States is
2 major exporter of commercial jet aircraft because American firms such as Boeing were first
movers in the world market. Boeing built a competitive advantage that has subsequently been
difficult for firms from countries with equally favorable factor endowments to challenge
(although Europe’s Airbus has succeeded in doing that). In a work related to the new trade theory,
Michael Porter developed a theory referred to as the theory of national competitive advantage.
This attempts to explain why particular nations achieve international success in particular indus-
iries. In addition to factor endowments, Porter points out the importance of country factors such
=

as domestic demand and domestic rivalry in explaining a nation’s dominance in the production
and export of particular products.

TRADE THEORY AND GOVERNMENT POLICY Although all these
theories agree that international trade is beneficial to a country, they lack agreement in their

recommendations for gevernment policy. Mercantilism makes a case for government involve-

ment in promoting expo:is and himiting 1imports (one could argue that Donald Trump seems to

advocate such policizs). t'he theories of Smith, Ricardo, and Heckscher—Ohlin form part of the

case for unrestrictec irce trade. The argument for unrestricted free trade is that both import

controls and export incentives (such as subsidies) are self-defeating and result in wasted

resources. Both the new trade theory and Porter’s theory of national competitive advantage can € test PREP

be interpreted as justifying some limited government intervention to support the development  Use SmartBook to help retain what

of certain export-oriented industries. We discuss the pros and cons of this argument, known as  You"eve (INE e el
Instructor’s Connect course to

§Uateglc trade policy, as well as the pros and cons of the argument for unrestricted free trade,  ock out SmartBook or go to
in Chapter 7. learnsmartadvantage.com for help.

Mercantilisimi @ 062

Summarize the different theories
explaining trade flows between

The first theory of international trade, mercantilism, emerged in England in the mid-sixteenth
nations.

century. The principle assertion of mercantilism was that gold and silver were the mainstays of

national wealth and essential to vigorous commerce. At that time, gold and silver were the

currency of trade between countries; a country could earn gold and silver by exporting goods.

Conversely, importing goods from other countries would result in an outtlow of gold and silver

from those countries. The main tenet of mercantilism was that it was in a country’s best interests  mercantilism

to maintain a trade surplus, to export more than it imported. By doing so, a country would Aneconomic philosophy advocating that
accumulate gold and silver and, consequently, increase its national wealth, prestige, and power,  <ounties should simultancously

: 3 1 , g1 Ei ~ encourage exports and discourage
As the English mercantilist writer Thomas Mun put it in 1630: 3 2400 Impons.q G e e

The ordinary means therefore to increase our wealth and treasure is by foreign trade, wherein SRRt e S
we must ever observe this rule: to sell more to strangers yearly than we consume of theirssin
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Conswtent with this belief, the mercantilist doctrine advocated governmen
chieve a surplus in the balance of trade. The mercantilists saw no virti
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rade. Rather, they recommended policies to maximize e
this, imports were limited by tariffs and quotas, while exports were sub
i The c}assical economist David Hume pointed out an inherent inco
“tdoctrine in 1752. According to Hume, if England had a balance-o
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(it exported more than it Imported), the resulting inflow of gold and silver would sy q
mestic money supply and generate inflation in England. In France, however, the outf]q

W
and silver would have the Opposite effect. France’s money supply would contract, and ; fgolq

would fall. This change in relative prices between France and England would ep
fewer English £00ds
English to buy more French goods (because they were becoming cheaper). The result v,
a deterioration in the English balance of trade and an improvement in France’s trade
until the English surplus was eliminated. Hence, according to Hume, in the long run, pq
could sustain a surplus on the balance of trade and so accumulate gold and silver ag the

French to buy

tilists had envisaged.
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The flaw with mercantilism was that it viewed trade as a zero-sum game. (A Zero-sum

pl'lce8
ge the

Nd the
Oulg be

COUntry

COurg
(because they were becoming more €Xpensiye) 5

. . 8amg
A situation in which an economic gain by IS One in which d gain by one country results 1n a loss by another.) It was left to Adam Smlth an
Wil o show the limitations of this approach and to demonstrate that trade S a pog

tive-sum game, or a situation in which all countries can benefit. Despite this, th

C Inercamﬂi St

doctrine is by no means dead. Donald Trump appears to advocate neo-mercantilist Poliieg 2

Neo-mercantilists equate political power with economic power and economic
balance-of-trade surplus. Critics argue that several nations have. ac.iopted 4 N€O-mercanti]jg Stra.
egy that is designed to simultaneously boost exports and limit lmports.3. For. example. Crifics
charge that China long pursued a neo-mercantilist policy, delibergtely keeping its currency yyj,.
low against the U.S. dollar in order to sell more goods to the United States and other de
nations, and thus amass a trade surplus and foreign exchange reserves (see the accompanying

(7S 2; PREP

Jse SmartBook to help retain what
you have learned. Access your
instructor’s Connect course to check
out SmartBook or go to

earnsmartadvantage.com for help. Country Focus).

Is China Manipulating Its Currency in
Pursuit of a Neo-Mercantilist Policy?

China’s rapid rise in economic power has been built on export-led
growth. For decades, the country’s exports have been growing faster
than its imports. This has led some critics to claim that China is pursu-

INg @ neo-mercantilist policy, trying to amass record trade surpluses
and foreign currency that will give it economic power over developed
nations. By the end of 2014, its foreign exchange reserves exceeded
$3.8 trillion, some 60 percent of which were held in U.S.-denominated
assets such as U.S. Treasury bills. Observers worried that if China ever
decided to sell jts holdings of U.S. currency, that would depress the
value of the dollar against other currencies and increase the price of
Imports into America.

America’s trade deficit with China has been a particular cause for
concern. In 2017, this reached a record $375 billion. At the same time,
China has long resisted attempts to let its currency float freely against
the U.S. dollar. Many have claimed that China’s currency has been too

currency manipulation.

50 is China manipulating the value of its currency to keep exports
artificially cheap? The facts of the matter are less clear than the
rhetoric. China actually started to allow the value of the yuan (China’s

currency) to appreciate against the dollar in July 2005, albeit at a slow
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from a country that was trying to keep the price of its exports low
through currency manipulation.

Moreover, in 2015 and 2016, the rate of growth in China startedty
slow significantly. China’s stock market fell sharply, and capital started
to leave the country, with investors selling yuan and buying U.S. dollars.
To stop the yuan from declining in value against the U.S. dollar, China
began to spend about $100 billion of its foreign exchange reserves 4_
every month to buy yuan on the open market. Far from allowing its
currency to decline against the US. dollar, thereby giving a boost to s g
€xports, China was trying to Prop up its value, running down its foreign
exchange reserves by $2 trillion in the process. This action seems
Inconsistent with the charges that the country is pursuing a nee-
mercantilist policy by artificially depressing the value of its currency. In
recognition of these developments, in late 2017 the U.S. Treasury
Department declined to name China 3 currency manipulator and

Sources: S. H. Hanke, “Stop the Mercantilists ” Forbes, June 20, 2005, p. 164; G. DYQ'
A. Balls, “Dollar Threat as China Signals Shift,” Financial limes, January 6, ' di
Silk, “China’s Foreign Exchange Reserves Jump Again,” The Wall
October 15, 2013; Terence Jeffrey, “U.S. Merchandise Trade Deficit with China. jw
In 2015," cnsnews.com, February 9, 2016; “Trump’s Chinese Currency Manipulation,” 7€
Wall Street Journal, December 7, 2016; Elena Holodny, “The Treasury u"i' W e
Down on Some of Its Criticisms of China's Currency Policies,” Business Insider, October
2017; and Ana Swanson,“U.S.-China Trade Deficit Hits Record, Fueling Trade

Fight” The New York Times, February 6, 2018
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Nimate, good soils, atic accumulated expertise, the French had the world’s most eff1-
. '{industr)’- The E”?f,lﬁ'f si nad an absolute advantage in the production of textiles, while
b ch had an absolute ac: antage n the production of wine. Thus, a country has an absolute
y }ge in the production ©f 2 product when it is more efficient than any other country at

t’ccording to Smith, coui 168 should specialize in the production of goods for which they
, an absolute ad.vamagC 'fi.‘.’f-i.":n trade these goods for those produced by other countries.
[n Smith’s time; this suggcm;y‘. f. !10. English should specialize in the production of textiles,
"~ while the French shogld specialize in the production of wine. England could get all the wine
. needed by selling 1ts .texnl.zs to France and buying wine in exchange. Similarly, France
© _ould get all the textiles it needed by selling wine to England and buying textiles in exchange.
Smith’s basic argument, theretfore, is that a country should never produce goods at home that
it can buy at a lower cost from other countries. Smith demonstrates that by specializing in the

production of goods in which each has an absolute advantage, both countries benefit by
engaging in trade.

. ! Consider the etfects of trade between two countries, Ghana and South Korea. The produc-
tion of any good (output) requires resources (inputs) such as land, labor, and capital. Assume
that Ghana and South Korea both have the same amount of resources and that these resources

can be used to produce either rice or cocoa. Assume further that 200 units of resources are
available 1n each country. Imagine that in Ghana it takes 10 resources to produce 1 ton of
cocoa and 20 resources to produce 1 ton of rice. Thus, Ghana could produce 20 tons of
cocoa and no rice, 10 tons of rice and no cocoa, or some combination of rice and cocoa
between these two extremes. The different combinations that Ghana could produce are rep-
| resented by the line GG’ in Figure 6.1. This is referred to as Ghana’s production possibility
v frontier (PPF). Similarly, imagine that in South Korea it takes 40 resources to produce 1 ton
of cocoa and 10 resources to produce 1 ton of rice. Thus, South Korea could produce 5 tons
of cocoa and no rice, 20 tons of rice and no cocoa, or some combination between these two
extremes. The different combinations available to South Korea are represented by the line
KK’ in Figure 6.1, which is South Korea’s PPF. Clearly, Ghana has an absolute advantage in
the production of cocoa. (More resources are needed to produce a ton of cocoa in South
Korea than in Ghana.) By the same token, South Korea has an absolute advantage in the
production of rice.

Now consider a situation in which neither country trades with any other. Each country
devotes half its resources to the production of rice and half to the production of cocoa. Each

country must also consume what it produces. Ghana would be able to produce 10 tons of cocoa

6.1), while South Korea would be
able to produce 10 tons of rice and
2.5 tons of cocoa (point B in Figure
0.1). Without trade, the combined
Production of both countries would
be 12.5 tons of cocoa (10 tons In
and 15 tons of rice (5 tons in Ghana
and 10 tons in South Korea). If each
“ountry were to specialize in produc-
INg the good for which it had an
absolute advantage and then trade
With the other for the good it lacks,
Ghana could produce 20 tons of -
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advantage.

. LO 6-2

symmarize the different theories
explaining trade flows between

erk book The Wealth of Nations. Adam Smith attacked the mercz‘ll?tﬂlSt nations.
is a zero-sum game. Smith arcued that countries differ 1n their ablllt}f to
,fficiently. In his ime, the English; by virtue of their superior manufacturing
the world’s mosi efficient textile manufacturers. Due to the combination of

absolute advantage

A country has an absolute advantage in

the production of a product when it is
more efficient than any other country at

producing it.

and 5 tons of rice (point:Aiin:Figure 1 biis-+swse Sevie sty THCT a7 RRIGE TRV 8l 3T @ FIGURE
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Resources Required to Produce 1 Ton of Cocoa and Rice

Cocoa Rice
Ghana
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Cocoa, and South Korea could produce 20 tons of rice. Thusy- %
by specializing, the production of both goods ¢ A

Increase from 15 tOn's,.‘ -
hat would result frop
coa and 5 tons of rice,

to 20 tons. The increase in production t

ARy el . Specialization is therefore 7.5 tons of co
44 , et ks uc.er’s Tt Table 6.1 summarizes these figures.
This is especially true if Adam Smith’s theory

domestic consumers.

i uni
of absolute advantage is in play, where one country is better at o engflgmg In trade ?md Swapping 1 ton of cocoa for ric
producing a product than another country. The reason is that con- I ton of rice, producers in both countries could consume-‘,'i PIC
sumers typically want the best products they can get for the more of both cocoa and rice. Imagine that Ghana and South SP¢
amount of money they are willing to pay. But what about the com- Korea swap cocoa and rice On a one-to-one basis; that is, the wa

parative advantage theory that was originally conceptualized by price of 1 ton of cocoa is equal to the price of 1 ton of rice. If of
David Ricardo and then refined by Eli Heckscher and Berti Ohlin? Ghana decided to €xport 6 tons of cocoa to South Korea and 13
Comparative advantage theory argues that a country should con- import 6 tons of rice in return, its final consumption after an
sider not producing products that it can actually produce reason- trade would be 14 tons of cocoa and 6 tons of rice. This 1S SO\
ably well if the country can produce something else even more 4 tons more cocoa than it could have consumed before spe- Su;
efficiently. In reality, not a single country has stopped all produc- cialization and trade and 1 ton more rice. Similarly, South
tion of products the?y groduce lt?ss e,ff:c:ently than. somte c:thgr Korea’s final consumption after trade would be 6 tonsqf O
COIU”UY' Thet: c-eTe;]]son > tf att cc;untnesﬁg \‘Na)t, 2 sn%igﬁa:g (er] r: eegi'g cocoa and 14 tons of rice. This is 3.5 tons more cocoa thanit tra
‘b? 8"0{"9 8‘;‘; deey P;‘Z: ;dovastzs go:fs,f thilepalso being gsgself- could have consumed before specialization and Uadeand.;? A
R ey g 1) 4 tons more rice. Thus, as a result of specialization and trade, W1
sufficient as possible (produce inside their country). So, what types , : | raaced i ANGEE ch
_ 1 . o output of both cocoa and rice would be increased, & '
of products should always be produced in the home country . | oot o
- . ing if other consumers 1n both nations would be able to consum
which products should always be considered for importing if othe . . amedit o
, enthv? Thus, we can see that trade is a positive-sum g e ~
countries can produce them more efficiently: : : . Co
produces net gains for all involved.

I Fart Three The Global Trade and Investment Environment
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e . - ight hap
ardo took Adam Smith’s theory one step further by exploring wbatamf ory of absolute€
% an absolute advantage in the production of all goods.4 Smith's { i\al «rade. In his
sugoests that such a country mi g benefits from internatio y
122 ntry might derive no o ot the case- AcCOl’q

SPrinciples of Political Economy, Ricardo
ardo’s theory of comparative advantage, 1t M
tion of those goods that it produces most efficien
\ efficiently from other countries, even if this me
- it could produce more efficiently itself 5 While this may S€
:__fexplained with a simple example.

e that Ghana 1S more efficient in the productio

d rice; that 15;

n of both coco4 an
q it takes 10

h products. In Ghan

absolute advantage in the production of bot Thus
produce 1 ton of cocoa and 13.33 resources to produce 1 ton of rice. %
coa and no rice, 15 ton$ ©

§200 units of resources, Ghana can produce 20 tons of €O .
:f‘?'co.c:oa, or any combination in between on its PPF (the lin€ GG’ in k1

' -‘t’;. it takes 40 resources to produce 1 ton of cocoa and 20 resourc .
Thus, South Korea can produce 5 tons of cocoa and no rl .

| or any combination on its PPF (the line KK’ in Figure 6.2). Again assume

Bont trade, each country uses half its resources O produce rice and

fUS, without trade, Ghana will produce 10 tons of cocoa and 7.5 tons of T 1

sure 6.2), while South Korea will produce 2.5 tons of cocoa and 3

Figure 6.2).

ght ol Ghana’s absolute advantage in the production of bot
i Korea? Although Ghana has an absolute advantage in the production of both cocod

e, 1i has a comparative advantage only in the production of cocoa- Ghana can produce 4

much cocoa as South Korea, but only 1.5 times as much rice. Ghana 1S comparatzvely

. n cient at producing cocoa than 1t 1s at producing rice.

i’)ut trade the combined production of cocoa will be 12.5 tons (10 tons in Ghana and %3
| a Korea), and the combined production of rice will also be 12.5 tons (7.5 tons in Ghana
fons in South Korea). Without trade each country must consume what it produces. By
,-j ‘1 trade. the two countries can Increase their combined production of rice and cocCo04a,

dnsumers in both nations can consume more of both goods.

h goods, why should it trade

e GAINS
t the producti
§ of resources, le
oint C in Figu
ucing 10 tons. Th
jalization, the combined output

_ tons of cocoa and 12.5 tons o e P AN BN SR S B S AL S @ '
Now it is 15 tons of cocoad and 50 FIGURE
7 tons of rice (3.75 tons in Ghana

tons in South Korea). The
n of the increase 1n production 1S 15
arized in Table 6.2.

| ut higher, but both

Not only is outp
intries also can nNow benefit from
h Korea swap

de. If Ghana and Sout |
“ one basis, 5

-f{f and rice on a one-1o-
untries choosing tO €X- 5

eir export for 4 tons
ntries arc able to
rice than they
and trade
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FROM TRADE t Ghana exploits 1ts comparative advan-
on of cocoa to increase its outpul from 10 tons to 15 tons. This uses up 150
aving the remaining 50 units of resources to use in producing 3.75 tons of
re 6.2). Meanwhile, South Korea specializes 1n the production of rice,
e combined output of both cocoa and rice has now increased. Before

The theory of comparative
advantage.
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Asume more cocod and
Wld before specialization

R s - L
Ea s e
it
RSy -
2! o SO }-{_ .
< —.:-{ e
o S
e
RN
AR
T e _).:' '4‘.
v T MR

re "’,,,,J e

-y o A
a e S
RO



%3 TABLE

Comparative Advantage and the
Gains from Trade

@ L063

Recognize why many economists
believe that unrestricted free trade
between nations will raise the
economic welfare of countries that
participate in a free trade system.

160 Part Three The Globa

2. We have assumed away transportauon costs between countries.
3 We have assumed away differences in the prices of resources in di .

| Trade and Investment Environment

Resources Required to Produce 1 Ton of Cocoa and Rice
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Total production 125 125

Production with Specialization

South Korea 0.0 10.0
15.0

Total productlon

Consumptlon after Ghana Trades 4 Tons of Cocoa for 4 Tons of South Korean Rice i

Ghana 11.0 7.75

South Korea 4.0 6.0

S '1, '., ,"“"\g

xxxxx

l .0
AN A >4 B pe
i B R . S DS

L Ry et &=

IR

L_c-:‘f A Q_" TL g - ~ A ;',
PR ATER) . D ’n\; P 4 W

\ o{'h' 17 * ' A

- 4 Pt LTV AN >
5 "\ﬂ‘ opE R At s
oot R ~

A 3 A Rl

- - ; e ,‘_".iv et : ,‘ffﬁ"; %
PRy by % S

Al =y A e’ 3 e
S e A T SRR §

N LIV = £ ..‘%’

Lele s 4

¥ . 'y el

A + N S
a5 b
£ MR

(see Table 6.2). Thus, if Ghana exchanges 4 tons of cocoa with South Korea for 4 tons ofme,
is still left with 11 tons of cocoa, which 1s 1 ton more than it had before trade. The 4 tons of n¢
gets from South Korea in exchange for its 4 tons of cocoa, when added to the 3.75 tons twe |

produces domestically, leave it with a total of 7.75 tons of rice, which 1s 0.25 ton more than it ha " i ,

u a:

before specialization. Similarly, after swapping 4 tons of rice with Ghana, South Korea sull m&
with 6 tons of rice, which is more than it had before specialization. In addition, the 4 tons of e
it receives in exchange is 1.5 tons more than 1t produced before trade. Thus, consumpuonof 0
and rice can increase in both countries as a result of specialization and trade. e
The basw message of the theory of comparatlve advantaoe 1S that potennal world p

consumers in all nations can consume more 1f there are no pestnctlons on trade. This occurs e\m_
countries that lack an absolute advantage in the production of any good. In other words, ©© an
greater degree than the theory of absolute advantage, the theory of comparative advantage x
that trade is a positive-sum game in which all countries that participate realize economnc
This theory provides a strong rationale for encouraging free trade. So powerful 1s Rlcardo S “ " ‘
that it remains a major intellectual weapon for those who argue for free trade.

\

.,

QUALIF ICATIONS AND ASSUMPTIONS The conclusion that &ee ‘?“ ' 

universally beneflclal 1S 2 rather bold one to draw from such a simple model. Out : modd!
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|. We have assumed a simple world in which there are only two countn e,
the real world, there are many countries and many goods. %

said nothing about exchange rates, simply assuming that cocoa an |
a one-to-one basis. .



assumec d that resSources can move llLLl\ (from the pl()dllLllOn Ol Oonec 5()0(‘ 1O .molhc

“ hd\:mumr\ In reality, this 18 not always the case.
\:thh“:\g ossumed constant returns to scale; that is, that specialization by Ghana or South
\Qert 1 has no effect on the amount of resources required to produce one ton of cocoa or rice.

lity. both diminishing and increasing returns to specialization exist. The amount of
k I:ulru s required to produce a good might decrease or Increase as a nation specializes in
' r;:lmtlon of that good.
\We have assume d that each country has a fixed stock of resources and that free trade does
hot change the officiency with which a country uses its resources. This static assumption
L akes no allowances for the dynamic changes in a country’s stock of resources and in the

» which the country uses its resources that might result from free trade.

efficiency witl . e o
e have assumed away the effects of trade on income distribution within a country.

'en these assumptions, can the conclusion that free trade 1s mutually beneficial be extended to

' real world of many couniries, many goods, positive transportation COSts, volatile exchange

< immobile domestic resources, nonconstant returns to specialization, and dynamic changes?

M ouch a detailzd exiersion of the theory of comparative advantage is beyond the scope of this

ok. aconomists have shown that the basic result derived from our simple model can be general-

L4 to 2 world compassd of many countries producing many different goods.® Despite the short-
i gs of the Ricazc ar model, research suggests that the basic proposition that countries will
bort the goods that they are most efficient at producing is borne out by the data.’

Howe\ er, once a'! the assumptions are dropped, the case for unrestricted free trade, while still
sitive, has been argued by some economists associated with the “new trade theory” to lose some
jts strength.® We return to this issue later in this chapter and in the next when we discuss the new
ade theory. In a recent and widely discussed analysis, the Nobel Prize-winning economist Paul
imuelson argued that contrary to the standard interpretation, in certain circumstances the theory
comparative advantage predicts that a rich country might actually be worse off by switching to a
e trade regime with a poor nation.” We consider Samuelson’s critique in the next section.

TENSIONS OF THE RICARDIAN MODEL 1Letus explore the etfect of

axing three of the assumptions identified earlier in the simple comparative advantage model.
2xt, we relax the assumptions that resources move freely from the production of one good to
other within a country, that there are constant returns to scale, and that trade does not change a
untry’s stock of resources or the efficiency with which those resources are utilized.

,, mobile Resources In our simple comparative model of Ghana and South Korea, we

sumed that producers (farmers) could easily convert land from the production of cocoa to rice

d vice versa. While this assumption may hold for some agricultural products, resources do not

ays shift quite so easily from producing one good to another. A certain amount of friction is

olved. For example, embracing a free trade regime for an advanced economy such as the

'= ited States often implies that the country will produce less of some labor-intensive goods,

ch as textiles, and more of some knowledge-intensive goods, such as computer software or s

jo technology products. Although the country as a whole will gain from such a fShlft te)(tlle -
oducers will lose. A textile worker in South Carolina is probably not quallﬁed fQwritesoftware = . .
Microsoft. Thus, the shift to free trade may mean that she becomes &unemployed. OD h s o
cept another less attractive job, such as working at a fast-food re staurant . .«;_,;;_-{_;

Resources dO not a]ways move eaSlly fr O 0O1nc CCOnomIC act}ylty to anOtheP % e . . s R
es friction and human suffering too. While the theory predlcts that the beﬁg , f’az:w it m

twel gh the costs by a significant margin, this 1s of cold co; X
cordln oly, political opposition to the adoption of a free f as ’i. regime typical

Dse whose jobs are most at risk. In the United States, f {

lions have long opposed the move toward free trade pr ecause
e from free trade. Governments often ease the transm
Dse who lose their jobs as a result. The pain caused
vime is a short-term phenomenon, while the gains : rom tra
ade are both significant and enduring.



———— piminishing Returns .
B FIGURE simple comparative advantage mogq
shana’s PPF under diminishing G det:/lelzptzds :;?:Ezzéi‘;ml‘;; z:nﬂant
' - return -

i returns to specialization wen::;
the units of resources required o
produce a good (cocoa or rice) ap
assumed to remain constant no magte;
where one is on a country's prodye.
tion possibility frontier (PPF). Thyg
we assumed that 1t always took Ghap,
10 units of resources to produce | ton
of cocoa. However, 1t 1S more realistjc
to assume diminishing returns tg
specialization. Diminishing returns g
specialization occur when more units
Rice of resources are required to produce

T each additional unit. While 10 unifs

of resources may be sufficient to Increase Ghana’s output of cocoa from 12 tons to 13 tons

specialization 11 units of resources may be needed to Increase output from 13 to 14 tons, 12 units of resources to
The units of resources required 10 increase output from 14 tons to 15 tons, and so on. Diminishing returns imply a convex PPF for

roduce a good are assumed to remain : . ; - ‘ .
o nf,’ B oneisona Ghana (see Figure 6.3), rather than the straight line depicted in Figure 6.2.
It is more realistic to assume diminishing returns for two reasons. First, not all resources

country’s production possibility frontier.
are of the same quality. As a country tries to increase its output of a certain good, 1t 1s Increas-

ingly likely to draw on more marginal resources whose productivity is not as great as those
initially employed. The result is that it requires ever more resources 1o produce an equal
increase in output. For example, some land 1s more productive than other land. As Ghana tries
to expand its output of cocoa, it might have to utilize increasingly marginal land that is less
fertile than the land it originally used. As yields per acre decline, Ghana must use more land

to produce 1 ton of cocoa.

A second reason for diminishing returns is that different goods use resources in different pro-
portions. For example, imagine that growing cocoa uses more land and less labor than growing
rice and that Ghana tries to transfer resources from rice production to cocoa production. The rice
industry will release proportionately too much labor and too little land for efficient cocoa pro-
duction. To absorb the additional resources of labor and land, the cocoa industry will have (0
<hift toward more labor-intensive methods of production. The effect is that the efficiency Wit
which the cocoa industry uses labor will decline, and returns will diminish.

Diminishing returns show that it is not feasible for a country to specialize to the degree
suggested by the simple Ricardian model outlined earlier. Diminishing returns to specialization
suggest that the gains from specialization are likely to be exhausted before specialization 1S €O
plete. In reality, most countries do not specialize, but instead produce a range of goods. However:
the theory predicts that it is worthwhile to specialize until that point where the resulting gains
from trade are outweighed by diminishing returns. Thus, the basic conclusion that unrestrictes
free trade is beneficial still holds, although because of diminishing returns, the gains may not b¢
as great as suggested in the constant returns case.

Cocoa

constant returns to

@ L0o63 Dynamic Effects and Economic Growth The simple comparative advanteg®
Recognize why many ecofnomtisi model assumed that trade does not change a country’s stock of resources or the efficiency wlfh '
believe that unrestricted freetrade 1. 10 eilizes those resources. This static assumption makes no allowances for the dynam’®

between nations will raise the
economic welfare of countries that

participate in a free trade system.

changes that might result from trade. If we relax this assumption, it becomes apparent
ing an economy to trade is likely to generate dynamic gains of two sorts.'? First, free tré
‘ncrease a country’s stock of resources as increased supplies of labor and capital from
ailable for use within the country. For example, this has been occurring in &%
1990s, with many western businesses investing significant capl

become av
Europe since the early
former communist countries.
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The influence of free trade on
the PPF.

s Fivg

R 4 country’s resources and the efficiency with which
: nl y'S PPF to shift outward. This is illustrated in Figure 6.4,
» Tesults from the dynamic gains that arise from free trade. As a

shift, the country in Figure 6.4 can produce more of both goods than

pefore i ‘

| res;ﬂ:?:?f;i?cngﬁi esftﬁllcelet. The t.heory Suggests that opening an economy to free trade
! . . ype dlscussed. earlier but also results in dynamic gains that
g cconomic growth. If this is so, then one might think that the case for free trade becomes
2€r still, and in general it does. However, as noted, one of the leading economic theorists of

century, Paul Samuelson, argued that in some circumstances, dynamic gains can
D an outcome that 1s not so beneficial.

juence of this outward
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Jobs and Wages: The Samuelson Cr.itique Paul Safnuelson’s
1e looks at what happens when a rich country—thp Ur}lted States—enters nto a free
soreement with a poor country—China—that rapidly improves its productivity after
ductiOD of a free trade regime (1.€., there is a dynamic gain in the foIClen(.:y with
-4 ed in the poor country). Samuelson’s model suggests that in such
¢t U.S. consumers pay for goods imported from China following
regime may not be enough to produce a pet gain t.or the U.S.
| - f free trade is to lower real wage rates in the United States.
my if the dynamic effec.t 0 .ret B R0t sutchase groceries 20 percent
s ctated in a New York Times 1nt€ o 2’1 de) does not necessarily make up for the wage

.+ at Wal-Mart (due 10 internationa:

' 711 1 ervice jobs that tradition-
erica). ility to offshore s . |
g ; ~oncerned about the ARRIY e o, call-center jobs, accounting

| for
ccompanying Country F(?CLls
(sec, pent, of the World Wide Web

- developm |
nce the ¢¢ e labor market for these jobs
i FE L tter education, the effecton
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the United States by pr
and the like.

th.DeV9|0Pm.ents over the pas.t several decgdes have people questioning
IS assumption. Many American companies have been moving white-
collar, knowledge-based Jobs to developing nations where they can be
performed for a fraction of the cost. For example, a few years ago Bank
of America cut nearly 5,000 jobs from its 25,000-strong, U.S.-based in-
formation technology workforce. Some of these jobs were transferred to
India, where work that costs $100 an hour in the United States could be
done for $20 an hour. One beneficiary of Bank of America’s downsizing is
Infosys Technologies Ltd., a Bangalore, India, information technology
firm where 250 engineers now develop information technology applica-
tions for the bank. Other Infosys employees are busy processing home
loan applications for U.S. mortgage companies. Nearby in the offices of
another Indian firm, Wipro Ltd., radiologists interpret 30 CT scans a day
for Massachusetts General Hospital that are sent over the Internet. At yet
another Bangalore business, engineers earn $10,000 a year designing
leading-edge semiconductor chips for Texas Instruments. Nor is India the
only beneficiary of these changes.
Some architectural work also is being outsourced to lower-cost loca-
tions. Flour Corp., a Texas-based construction company, employs engi-

neers and drafters in the Philippines, Poland, and India to turn layouts

Ogrammers at Apple, Microsoft, Adobe, Oracle,

Employees walk below the Infosys Ltd. logo at the company’s
campus in Electronics City in Bangalore, India.
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of industrial facilities into detailed specifications. For 3 Saudi Arabian
chemical plant Flour designed, 200 young engineers based Nthe
Philippines earning less than $3,000 a year collaborated in real time
over the Internet with elite U.S. and British engineers who make up {g
$100,000 a year. Why did Flour do this? According to the company, the
answer was simple. Doing so reduces the prices of a project by
15 percent, giving the company a cost-based competitive advantage i
the global market for construction design. Also troubling for futurejob_f
growth in the United States, some high-tech start-ups are outsourcing
significant work right from inception. For example, Zoho Corporation,3
California-based start-up offering online web applications for small
businesses, has about 20 employees in the United States andmore;f,
than 1,000 in India!
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Sources: P. Engardio, A. Bernstein, and M. Kripalani, “Is Your Job Next?” BusinessWeek.
February 3, 2003, pp. 50-60; “America’s Pain, India’s Gain,” The Economist, January 11,
2003, p. 57; M. Schroeder and T. Aeppel, “Skilled Workers Mount Opposition to Free
Trade, Swaying Politicians,” The Wall Street Journal, October 10, 2003, pp. A1, A11:;
D. Clark,"New U.S. Fees on Visas Irk Outsources,” The Wall Street Journal, August 16,
2010, p. 6; and J. R. Hagerty, “U.S. Loses High Tech Jobs as R&D Shifts to Asia,” The Wall
Street Journal, January 18, 2012, p. B1. ;i

Having said this, it should be noted that Samuelson concedes that free trade has historic,ﬂﬂlf
benefited rich countries (as data discussed later seem to confirm). Moreover, he notes that mgz
ducing protectionist measures (e.g., trade barriers) to guard against the theoretical possibility !

free trade may harm the United States in the future may produce a situation that is worse tha alﬁe
disease they are trying to prevent. To quote Samuelson: “Free trade may turn out pra‘gmaﬂcf..:g;\-i_
to be still best for each region in comparison to lobbyist-induced tariffs and quotas which
both a perversion of democracy and non-subtle deadweight distortion losses.”"*
One notable recent study by MIT economist David Autor and his associates found.
support of Samuelson’s thesis. The study has been widely quoted ip the media anfi Ci;
ticians. Autor and his associates looked at every county in the United States for 1tS

ers’ exposure to competition from China."” The researchers found that regio
to China tended not only to lose more manufacturing jobs, but also to see over ;
decline. Areas with higher exposure to China also had larger increases 1n WOt
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stamps, and disability payments. The costs {0 the economy ftom
,overnment payments amounted to two-thirds of the gains from trade with China.
A any of the ways trade with China has helped the United States—such as pr ovid-

m . |
rword-s, oods to U.S. consumers—have been wiped out. Even so, like Samuelson the
' long run, free trade is a good thing. They note, howeVver,

Ited in some large adjustment costs that, in the short run,

ent insuran

14 While not questioning his analysis,
kely to be able to upgrade the skill

gh to give rise to the situation in Samuelson’s model. In
such rebuttals are at odds

systems. For

workforce rapidly enou
run into diminishing returns. However,

hey will quickly
n countries are rapidly upgrading their educational

|
suggesting that Asia
nt of the world’s engineering degrees awarded in 2008 were in A

about 56 perce !
in the United States!!>

or the Link between Trade and Growth Many economic studies

the relationship between trade and economic growth.!¢ In general, these studies

edicted by the standard theory of comparative advantage, countries that adopt a

| trade enjoy higher growth rates than those that close their
f how ‘“‘open’ to 1nter-

penness” and €CO-
17 Among other

pvidence f
have lOOked at

cuggest that as pr . .
e tance toward 1nternationa

more Open
de. Jeffrey Sachs and Andrew Warner created a measure O

~conomies to rd
national trade an economy was and then looked at the relationship between 0

nomiC growth for a sample of more than 100 countries from 1970 to 1990.

findings, they reported
a strong association between openness and growth, both within the group of developing

We find
.nd the group of developed ~ountries. Within the group of developing countries, the open €con-
=r year, and the closed economies grew at 0.69 percent per yeat:

St o’al-" | 4
.{"\/ -nl. \

omies grew at 4.49 pe

Within the group of de
and the closed economies grew at 0.74 percent per year.'®

Welch updated the Sachs and Warner data through the late 1990s.

They found that over the period 1950-1998, countries that liberalized their trade regimes experi-
-nced. on average, increases in their annual growth rates of 1.5-2.0 percent compared to prelib-
eralization times.'* An exhaustive survey of 61 studies published between 1967 and 2009

concluded: “The macroeconomic evidence provides dominant support for the positive and s1g-

Hificant effects of trade on output and growth.”?”
The message seems clear: Adopt an open economy and embrace free trade, and your nation
her growth will raise income levels

will be rewarded with higher economic growth rates. Hig
that looked at the relation-

last point has been confirmed by a study
y Frankel and David

and living standards. This
n incomes. The study, undertaken by Jeffre ‘
ease in the ratio of a country’s trade to.

ship between trade and growth 1
Romer, found that on average, a 1 percentage POINL IICEE S B cerine .
its gross domestic product Increases income per person by at least 0.5 percent.” IRoreveryidl OFGREE = ok

4 ; ;23R R ‘E EHOFEST - B M & %F s g RN ONR b 2 B % o XA e T h e P e %Y o '
percent increase in the importance of international trade 1n an €CONOMLY, average income levels 0 test PREP
will rise by at least 5 percent. Despite the short-term\ggtgis}r.pgnt' costsasso& 209DUS ghelpretaln what
erowth and higher living standards in the long run, Justasthe theor cardo would FEILIIGAES QN

veloped economies, the open economies grew at 2.29 percent per year,

A study by Wacziarg and
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Ricardo’s theory stresses that com ant 38
¢ than South sorea il tHE E

Thus, whether Ghana is more efficien
how productively it uses its resources. Ricardo stresseg AaOn T
ences in labor productivity between nations m he 1
Swedish economists Eli Heckscher (in 1919) ';i? ertl
explanation of comparative advantage: The)"‘
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meant the ext
dowments they . ent ¢
differences in national factor endowments.>> By fact(()il' 1211101- and capital. Nations have Var}’inz
which a country is endowed with such resources as 1and |

in differences in factor costs; spe.: -
factor endowments, and different factor endowments expli}récilg:her—omin theory prediclt)s tilf‘cllt
cally, the more abu,ndant a factor, the lower its cOSt. L

| ctors that are locally abund,
' ' .ke intensive use of fa Iy -scateoi t,
countries will export those goods that m ors that are locally - 1hus, the

e . - ' e of fact .
while importing goods that make intensive US f international trade that we Obserye in

- n o
A s o exp]amtrfhelﬁlpeitlziher—Ohlin theory argues that free traq, IS
the world economy. Like Ricardo’s theory, the

_Ohlin theory argues that the Pattery
1Ci : | ’ the Heckscher .
beneficial. Unlike Ricardo’s theory, however, | ots, rather thANG T o

of international trade is determined by differences 1n factor endowme Neeg

. W P
- Ii)II:I(l)S lg::l(:/li?(,:.her—Ohlin theory has commonsense appeal. For exammple, Glo Ui has

. ing i ’ | abundanceg .

tantial exporter of agricultural goods, reflecting 1n part 1ts unU§ua L o

22&1261?;3 Slibzontrast, Cphina has excelled in the e?xport ofdgﬁggso Fi (())\czivl-lzz(sit 112 gzgoﬁgﬁi"e
manufacturing industries. This reflects China’s relative abup a .mporter of thisd TN ed
States, which lacks abundant low-cost labor, has bee?n a prlma.ry pntr o er. bOte
that it’is relative, not absolute, endowments that are important; a country ger abgg.

lute amounts of land and labor than another country but be relatively abundant in one of them

THE LEONTIEF PARADOX The Heckscher—Ohlin theory has been one of the most

influential theoretical ideas in international economics. Most §09n0m15t3 pre.fer the HeCksche.r~
Ohlin theory to Ricardo’s theory because it makes fewef simplifying a}ssqmptlc.)ns. Because of it
influence, the theory has been subjected to many empirical tests.. Be.:gmmng W.lth .a famous Study
published in 1953 by Wassily Leontief (winner of the Nobel Prize in €Conomics in 12273)3 many
of these tests have raised questions about the validity of the Heckscher—Ohlin theory. . Using the
Heckscher—Ohlin theory, Leontief postulated that because the United States was relatively al?un-
dant in capital compared to other nations, the United States would be an exporter of capital-
Intensive goods and an importer of labor-intensive goods. To his surprise, however, he found that
U.S. exports were less capital intensive than U.S. 1imports. Because this result was at variance
with the predictions of the theory, it has become known as the Leontief paradox.

No one is quite sure why we observe the Leontief paradox. One possible explanation is that

tion. Thus, the United States may be exporting goods that
heavily use skilled labor and Innovative entrepreneurship, such
as computer software, while Importing heavy manufacturing
products that use large amounts of capital. Some empirical
studies tend to confirm this 23 Still, tests of the Heckscher-

| Ricardo’s theory of trade suggests that it makes sense for a coun- Ohlin theor y using data for a large number of countries tend (0
| try to specialize in production of those products that it produces confirm the existence of the Leontief paradox.*°

most efficiently and to buy the products that it produces fes effi- This leaves economists with a difficult dilemma. They pre-
clently from other countries, even if this means that the country is fer the Heckscher—Ohlin theory on theoretical grounds, but It

buying products that in reality it could produce more efficiently
itself. This means that Ricardo showed that a country can derjve

advantages by trade even though it has an absolute advantage in

producing all products. The Heckscher-Ohlin theory of trade Sug ;(l)lc;hr;lelgeiccitSRtl ca;do S theary of “Omparative QKR at():;l;t
gests that comparative advantage for a country arises from differ P race patterns with greater daccuracy The .
ences In national factor endowments (i.e., the extent to which a §01ut10n ‘0 this dilemma may be to return to the RlcaFdlan
country is endowed with such resources as land, labor, and capi- 1c.iea tha trgde patterns are largely driven by internationd!
tal). Ricardo’s argument focused on relative productivity, while dlfferences i productivity. Thus, one might arguc that the -
Heckscher-Ohlin’s dargument focused on having important United States CXPOrts commercial aircraft and IMPOrTtS textiles o
resources. If you can only have one of the two—better relative not because its factor endowments are especially suited (€

because the United States 1S relatively more efficient at
producing aircraft than textiles. A key assumption in ¢
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untries. This may not be
which in turi,
biles from the
o on 1tS

roduc-

hnologies are the same across €O
lead to differences in productivity,

] trade patterns.27 Thus, Japan’s success in exporting automo
ly on the relative abundance of capital but als

ive manufacturing technology that enabled it (0 achieve higher p

s in automobile production than other countries

, «ts that this theoretical explanation ma .

mpiric ce differences in technology across countries are controlled for, countri€ . _+Book to help ret

2 hose goods that make intensive use of factors that are locally abundant, while ‘o0 have learn od. Access your

A Ol hat make intensive use of factors that are locally scarce. In other words, ONCE o tor's Connect COUrSE to check
importifte &= " . oo ences of technology on productivity 18 controlled for, the

1 theory is that tec

_Ohl1
PG % nces 1N technology may

eckS :
Il{le casc: D lffefre
: veS iﬂternatlona

ain what

| to
Heckscher—-Ohlm +ut SmartBook of go
\earnsmartadvantage.com for help.
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—he Product Life-Cycle Theory Summarze e difrer e
: : : ’ explaining trade OWS
he product life-cycle theory in the mid-1960s.?” Vernon's  yions.

mon : i
Ray -t for most of the twentieth century, a very large propot

theory W , By ° d first in the U.S.
ton of the world’s new products had peen deve.lc.)ped py U.S. firms and sold first 1 : :
e.g- mass-producec automobiles, televisions, instant cameras, photocopIets, persona
‘or chips). To explain this, Vernon argued that the wealth and s1ze

cts. In

aving

d Vernon initially proposed t
s based on the observation th

market ( | _‘
s, and semMICOnGc:al

some exports

computer F ol . .
firms a strong incentive to develop new consumer produ
addition, the high cost of
process innovations. | | .

m and first sold in the U.S. market, 1t
does not follow that the sroduct must be produced in the U
Jbroad at some low-Cost :0<2 e United States. However, Vergon
argued that mOSt NEW preducts were initially produced in America. Apparently, the pioneering
center of decision making, given the uncertainty and risks inherent in introducing new products.
Also, the demand for most new products tends to be based on nonprice factors. Consequently,
cost production S1tes in other countries.

Vernon went on to argue that early in the life cycle of a typical new product, while demand 1S
high-income groups. The limited initial demand in other advanced countries does not make 1t
worthwhile for firms in those countries to start producing the new product, but it does necessitate

Over time, demand for the new product starts t0 grow .
begin producing for their home markets. In aCditOf = Sfyms mighhstURRIRCY
in those advanced countries where demand is growing: COIATHER RIOAuCHOn WHRIKOILASh:

of the U.S. market gave .5

'S labor gave U.S. firms an incentive to develop cost-S

Just because @ NEW poGuct is developed by a U.S. fir
nited States. It could be produced
-ation and then exported back into th
e - . € o e B . ,
firms believed 1t was better to keep production facilities close to the market and to the firm's
firms can charge relatively high prices for new products, which obviates the need to look for low-
starting to grow rapidly in the United States, demand in other advanced countries is limited to
from the United States to those countries.

Britain, France, Germany, a Bt Y T 4w e F
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countries where labor costs are lower than e Unite
now be able to export to the United States. If cOS

not stop there. The cycle by which the Uni:_‘" States los
tries might be repeated once more, as Y Hing €O
production advantage over advanced countries. &
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TWENTY-Flpee |
PRODUCT LIFE-CYCLE THEORY IN THE IRS}

(e exp] ;
. rv seems to be an accura Plangj,
CENTURY Historically, the product life-cycle theo g’e Sroduct was Firgt developed ‘dliop

. Jho In the |
of international trade patterns. Consider photOCOO]d ‘nitially to U.S. users. Originally,

Xero
' X
cerly 1960s By Xefok'ir the United States 50200 i yapan and the advanced countrig,

exported photocopiers from the United States, primarily Of

| x entered 1nto joint vens..
W E As demand began to grow in those countrics, g IO Venture,
estern Europe. As deman

itai ank-Xerox). In additiop ’
(0 set up production in Japan (Fuji-Xerox) and Great Brltam. (R . » ONga | |

. mpetitors began to
Xerox's patents on the photocopier process st Othercfgrrlzle%lrtllzscr:?,) eXpOorts fgom th:nlt;:'the
market (e.g., Canon in Japan and Olivetti in Italy). AS 2 iers from lower-cost foreign goy 1t§q
States decl?ﬁed, and U.S. users began to buy some p h f)toch§ nd that manufacturing costs arrcgs,
particularly Japan. More recently, Japanese companics - € to

0
high in their own country, so they have beg
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un to switch production to developing countrieg ..

as Thailand. Thus, initially the United States and now other adviirrlscig frzlgféiftlsjs (?ngn,s J :\I,)aln ang

Great Britain) have switched from being expor .ter S .Of PhOFOCOp e redicti.o e tho Utiop
in the pattern of international trade in photoCOpIETS 1S consmter}llt vg s Spt s s € prog.
uct iife-cycle theory that mature industries tend to go out of the Uni 0 low.

i “m:«/:agg l;;éds 1ct life-cycle theory is not without weaknesses. Vlev;/ed from a‘n Asian or
BEurop=an Uerspec“tive, Vernon’s argument that most new produc.ts are developed and 1nt.r0duced ,
: ?)n;"i;ed States seems ethnocentric and dated. Although it may be true tha? during Uus |

¢ global economy (from 1945 to 1975), most new products were introduced it

ne Unrted States, there have always been important exceptions. These exceptions appear (g

Cost

have become more common in recent years. Many new products are now first Introduced j;
Japan (e.g., video-game consoles) or South Korea (e.g., Samsung smartphones). Moreover,‘ |

wiih the increzsed globalization and integration of the world economy discussed in Chapter |
an increasing number of new products (e.g., tablet computers, smartphones, and digita]
cameras) are now introduced simultaneously in the United States and many European ap(

mix of factor costs and skills is most favorable (as predicted by
advantage). In sum, although Vernon’s theory may be useful fo

international trade during the period of American global domi
modern world seems more limited.

the theory of comparatiye
r explaining the pattern of
nance, 1ts relevance in the

Summarize the different theories

explaining trade flows between
nations.

economies of scale

Cost advantages associated with large-
scale production.

s 5
e 2

New trade theory makes two important pointss Bist Rl
scale, trade can increase the variety of goods availabl 0
cost of those goods. Second. in those industries in w
of scale represents a significant proportion of total
10 support only a small number of enterprises, *
dominated by countries whose firms were 3

: '*,. 3;";/.‘“\
o T
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£ ASING PRODUCT VARIETY AND REDUCING COSTS O canice why many sconomists
¥ | NCR world without trade. In industries where economies of scale are important, bgth pelieve that;;:i?;ﬁaise‘ise °
) [mag of goods that a country can produce and the scale of production are limited by the S1Z€ petween N3 S s thet
o ket. If a national market is small, there may not be enough demand to enable producel’S sarticipate in 2
prUIETce ..« of scale for certain products. Accordingly, those products may not be pro-
limiting the variety of products available to consumers. Alternatively, they may
ot such low volumes that unit costs and prices are considerably higher than they
omies of scale could be realized.
ml:l:\I w consider what happens when nations trade with each other. Individual national market.s
s d into a larger world market. As the size of the market expands due 1O trade, indi-
. 1] firms May be able to better attain economies of scale. The implication, according to n€W
o theory, 1S that oach nation may be able to specialize in producing a narrower range of prod-
15 han it ;vould . the absence of trade, yet by buying goods that it does not make from other
g <. each nation can simultaneously increase the variety of goods available to its consum-
oor the costs of those goods; thus, trade offers an opportunity for mutual gain even
when countries do not differ in tl}eir resource endowments or technology. .
Suppose there arc two countries, .each with an annual market for 1 million automobiles. B.y
rading With each other, these C.O}mmes can create a combined market for 2 million cars. In this
. d market, due to the ability to better realize economies of scale, more varieties (models)
duced. and cars can be produced at a lower average cost, than in either market
and for a sports car may be limited to 55,000 units in each national mar-
ret. while a total output of at teast 100,000 per year may be required to realize significant scale
| ~d for a minivan may be 80,000 units in each national market, and

-ain a total output of at icasi 100,000 per year may be required to realize significant scale

-conomies. Faced with 1-nited domestic market demand, firms in each nation may decide not {0
produce a sports car, because ihe COSIS of doing so at such low volume are too great. Although
they may produce minivans. the cost of doing so will be higher, as will prices, than if significant

~ attained. Once the two countries decide to trade, however, a firm 10 g ¢ mover advantages

-conomies of scale had oe¢
one nation may specialize in producing sports cars, while a firm in the other nation may produCe  agvantages accruing to the first to enter

minivans. The combined demand for 110,000 sports cars and 160,000 minivans allows each firm  amarket

1o realize scale economies. Consumers in this case benefit from
having access to a product (Sports cars) that was not available
hefore international trade and from the lower price for a product

(minivans) that could not be produced at the most efficient ;
«cale before international trade. Trade 1s thus mutually benefi- Can We Continue to R9|y on

cial because it allows the specialization of production, the real- FEconomies of Scale?

ization of scale economies, the productlon of a greater variety Economies of scale are unit cost reductions associated with a

of products, and lower prices. large scale of output. As we discuss in the text, economies of
<cale have a number of sources, including the ability to spread
fixed costs over a large volume and the ability of large-volume
ERN OFaiic producers to utilize specialized employees and equipment that

A8 SUIS el BTe more productive than less specialized employees and
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1 Three The Global Trade and Investment Environment

In ¢
For example, ¢ re scale economies, giving them a first-mover advantage, hoge
onsider the commercial aerospace industry. In aerospace, there are gypyg

zf:;f :\‘:;n:rlf:rese t:at cijome from the ability to spread the fixed cc.)st of developing a neyy ;
R L Seagt A3ug*n er of sales. It has cost Airbus some $15 billion to develop its supers;
s 0. To recoup those costs and break even, Airbus will have to sell at least 5
planes. If Airbus can sell more than 350 A380 planes, it will apparently be a prof; 0
venture. Total demand over the next 20 years for this class of aircraft is estimated to be betltable
400 and 600 units. Thus, the global market can probably profitably support only one prody
Jet aircraft in the superjumbo category. It follows that the European Union might come tq (cler %
nate in the export of very large jet aircraft, primarily because a European-based firm, Airbus,
the first to produce a superjumbo jet aircraft and realize scale economies. Other potentia] pmdwas
ers, such as Boeing, might be shut out of the market because they will lack the scale economu
that Airbus will enjoy. By pioneering this market category, Airbus may have captured 5 ﬁ,l
mover advantage based on scale economies that will be difficult for rivals to match, and thy¢ witn
result in the European Union becoming the leading exporter of very large jet aircraft.

tanu al
J€t aijp.
f Umbo

IMPLICATIONS OF NEW TRADE THEORY  New trade theory has ; IMpor-

tant implications. The theory suggests that nations may benefit from trade even when they do ey
differ in resource endowments or technology. Trade allows a nation to specialize in the prodye.
tion of certain products, attaining scale economies and lowering the costs of producing thoge
products, while buying products that it does not produce from other nations that specialize in the
production of other products. By this mechanism, the variety of products available to consumers
in each nation is increased, while the average costs of those products should fall, as should thej;
price, freeing resources to produce other goods and services.

The theory also suggests that a country may predominate in the export of a good simply
because it was lucky enough to have one or more firms among the first to produce that good.
Because they are able to gain economies of scale, the first movers in an industry may get a
lock on the world market that discourages subsequent entry. First-movers’ ability to benefit
from increasing returns creates a barrier to entry. In the commercial aircraft industry, the
fact that Boeing and Airbus are already in the industry and have the benefits of economies of
scale discourages new entry and reinforces the dominance of America and Europe in the
trade of midsize and large jet aircraft. This dominance is further reinforced because global
demand may not be sufficient to profitably support another producer of midsize and large jet
aircraft in the industry. So although Japanese firms might be able to compete in the market,
they have decided not to enter the industry but to ally themselves as major subcontractors

with primary producers (e.g., Mitsubishi Heavy Industries is a major subcontractor for
Boeing on the 777 and 787 programs).

New trade theory is at variance with the Heckscher—Ohlin theory, which suggests a countty
will predominate in the export of a product when it is particularly well endowed w1th th%se fac f‘
tors used intensively in its manufacture. New trade theorists argue that the;i Jnited States 1S 2
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major exporter of commercial jet aircratt not because 1t 1s better endow d ‘“;“ th the factors of

production required to manufacture aircraft, but because one of the f1r 1su Str)
Boeing, was a U.S. firm. The new trade theory is not at variance W1th par
advantage. Economies of scale increase Pl‘OdUCtIVIty Thus, the newﬁ aq 4
important source of comparative advantage. TS
This theory is quite useful in explaining trade patterns. Emplrlcal ea es seem (O SUF

predictions of the theory that trade increases the specialization of produe a an indust
increases the variety of products available to consumers, and resul ws‘,, T ave
With regard to first-mover advantages and international trade, a study dy by H
rian Alfred Chandler suggests the existence of first-mover advant e
explalnlng the dominance of firms from certain nations in speclfi

firms is very limited in many global industries, including the che .
struction-equipment industry, the heavy truck industry, the tire in
ics industry, the jet engine industry, and the computer software 1 du
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< the entious implication of the new trade theory
k ernment intervention and strategic trade policy.34 New trade (theorists stress
ion in giving a firm first-mover advantages.

was the first mover 1n commercial jet airc
d and Hawker Siddeley Of
nd innova-

_ the reason Boeing
¢ than firms such as Great Britain’s De Havillan
a1l of which could have been—was that Boeing was both lucky a

d’s FokKer . .
: as lucky is that De Havilland shot itself in the foot when its Comet jet

ears earlier than Boeing’s first jet airliner, the 707, was found to be full
technological mis-

< Had De Havilland not made some serious
¢ have become the world’s leading exporter of commercial jet aircraft.

Of ser1o :
akes Great Britail migh
> e inpovativeness was demonstrated by its independent development of the technological
airliner. Several new trade theorists have pointed

s 1NN
Bo:\t:”_‘cfl OW required tO build a commercial jet
. ¢ research and development (R&D) was largely paid for by the U.S.

. the 707 was a spin-off from a government-funded military program (the entry of

UOVernment’
ustry was also supported by significant government subsidies). Herein 1s 2

Airbus 10tO the ind .
ntervention: By the sophisticated and judicious use of subsidies,
first movers in newly

e the chances of its domestic firms becoming
did with Boeing (and the European

e theory suggests it might be, we
free trade

could 2 government increas
industries, as the U.S. government apparently

emerging 1M Sl
Union did with Airbus)? If this 1S possible, and the new trad
roactive trade policy that 1s at variance with the

e an economic rationale for a p
prescriptions of the trade theories we have reviewed so far. We consider the policy implications

of this issue 10 Chapter /.
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us Harvard strategy professor, has also written extensively on interna-
ked at 100 industries in 10 nations. Like the work of the

hat existing theories of international
chieves

Michael Porter, the famo
tonal trade.?® Porter and his team 100
sew trade theorists, Porter’s work was driven by a belief t
irade told only part of the story. For Porter. the essential task was to explain why a nation a

international success 1n a particular industry. Why does Japan do so well in the automobile indus-
try? Why does Switzerland excel in the production and export of precision instruments and phar-
mace.uticals? Why do Germany and the United States do so well in the chemical industry? These
questlons cannot be answered easily by the Heckscher—Ohlin theory, and the theory of compara-
tive advantage offers only a partial explanation. The theory of comparative advantage would say
that Switzerland excels in the production and export of precision instruments because it uses 1ts
resources very productively in these ‘hdustries. Although this may be correct, this does not

explain why Switzerland 1s more productive in this industry than Great Britain, Germany, or

.
S .
-
3 s ,
pain. roricr tries to solve this uzzle st Gl a3 1
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Summarize the different theories
explaining trade flows between

nations.




@ FIGURE

The determinants of national

COmpetitive advantage:
diamond.

Source: Michge! E. Porter, The Competitive

Advantage of Nations (New York: Free Press

1990; republished wi
' ith i ~
1998), p. 72 d new introduction,

Firm Strategy,
Structure, and
Rivalry

Porter’s

Factor - ' Demand
Endowments Conditions
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not result in competitive advantage unless the state of rivalry 1is sufficient to cause firmg

respond to them.
Porter maintains that two additional variables can influence the national diamond in jp_

portant ways: chance and government. Chance events, such as major 1nnovations, can reshape
industry structure and provide the opportunity for one nation’s firms to supplant another’s
Government, by its choice of policies, can detract from or improve national advantage. Fo; att]
example, regulation can alter home demand conditions, antitrust policies can influence the riv
intensity of rivalry within an industry, and government investments in education can change are

factor endowments. the

FACTOR ENDOWM ENTS Factor endowments lie at the center of the Heckscher- enx
Ohlin theory. While Porter does not propose anything radically new, he does analyze the charac- a ]
teristics of factors of production. He recognizes hierarchies among factors, distinguishing c
between basic factors (e.g., natural resources, climate, location, and demographics) and advanced
factors (e.g., communication infrastructure, sophisticated and skilled labor, research facilities,

and technological know-how). He argues that advanced factors are the most significant for com:
petitive advantage. Unlike the naturally endowed basic factors, advanced factors are a product of
investment by individuals, companies, and governments. Thus, government investments in basic ag
and higher education, by improving the general skill and knowledge level of the population and
by stimulating advanced research at higher education institutions, can upgrade a nations
advanced factors.

The relationship between advanced and basic factors is complex. Basic factors can provide an
initial advantage that is subsequently reinforced and extended by investment in advanced factors.
Conversely, disadvantages in basic factors can create pressures to invest in advanced factO{S- AN
obvious example of this phenomenon is Japan, a country that lacks arable land and mineral
deposits and yet through investment has built a substantial endowment of advanced factors. PPT‘
ter notes that Japan’s large pool of engineers (reflecting a much higher number of Qng}neenng :
manufacturing industries. T
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Porter argues that a nation’s firms g
sophisticated and
product quality and to r N0\

sophisticated and knowledg o) [i
try to improve product qual a
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hidt

D AND SUPPORT'NG INDUSTRIES The third broad attribut€

f natio dvantage 11 af industry 1S the presence of suppliers or related industries that are
: nationally competlt'lve. Th.e benefits of investments in advanced factors of production by
4 and supportmg.l‘ndu.strles cz.m spill over into an industry, thereby helpinF; 't achieve a
{rOng competitive PO internationally. Swedish strength in fabricated steel ;roducts (e.g..
ball bearings qpUIcLE e tools) has drawn on strengths in Sweden'’s specialty steel 'mdust;y.
logical leadership 1n the U.S. semiconductor industry provided the basis for U.S. success
several other technically advanced electronic products.. S.imilarly.

= persoﬂal computers and
1 ; ; | j
g success 11 pharmaceuticals is closely related to its previous international success

' related dye 1industry.
One con 1 fthls1 [)trczic§scsi 1S tbat successful industries within a country tend to be
' usters of related industries. This was one of th ive findi
e . dv. One such cluster Porter identified ' S LG S ol
porter’s Study: e : ntified was in the German textile and apparel sec-
e which included I}lg -qua.lty cotton, wool, synthetic fibers, sewing machine needles, and
, wide range of textllefr.naC-hm?ry.. Such clusters are important because valuable knowledge
oW betf\;veen the 1rm1> within la geographic cluster, benefiting all within that cluster.
ows occur when emplo - e .
ployees move between firms within a region and when

ns bring € ] '
o employees from different companies together for regular

A& A

36

~t RUC
> RO wTURE, AND RlVALRY The fourth broad

npetitive adva ’ ’ :

npetitive acy antage in Porter’s model is the strategy, structure, and
yvrtaer 3 - - : . o -
Borter makes two important points here. First, difterent nations

‘erent management ideologies, which either help them or do not help

-itive advantage. For example, Porter noted the predominance of

them build national compeiis
englnCCrS iﬂ tOp managedlé‘f}k f.:'.?. Gefrllan and Japanese firms. He attl‘ib

emphasis on 1mproving manufacturing processes and product design. In contrast,
'h finance backgrounds leading

to U.S. firms’ lack ot atten-

uted this to these firms’
Porter noted

————

a predominance of people Wi
on maximizing short-term financial returns.
Both the Heckscher-Ohlin and Michael Porter theories of trade

many U.S. firms. He linked this
tion to improving manufacturing processes and product
rter, one consequence of these different man-
es was a relative 10ssS of U. focus to a large degree on factor endowments.” The Heckscher-
ments such as resources as land,

sed that the dominance of fi led t -
: inance of finance led to an  paw |mportant Is Education?
S. competitive-
Ohlin theory specifies endow

overemphasis
According to Po

agement ideologi
| encineering-based industries where | g s
Be fm t.hose e g 5 duct design e all: labor, and capital as being critical. while the Porter theory recog-
many acturing processes and proce Tl “i7es hierarchies among these factor endowments. Education-
important (€.g., the automobile industry). I olated endowments such as skilled labor, research facilities, and
assoclation tachnological know-how are what Porter calls “advanced fac-

is that there 1s a Srong
¢ rivalry and the creatio
tage 1n an industry. Vi

n and per- tors” A long-standing argument across multiple governmental

gorous organizations, research studies, and prominent individuals is that
education drives economic, social. and environmental wel -being

to look for ways to Improve

ter international competi- of countries (i.e., countries adopt sustainability principles the

res to innovate, to 1m- more educated the people in the country are re\ativg to peog\e in
 \Vest. n "u'pgfading | the g\oba\_marketp\ace—-see Chapter 5). The extension of this ar-
Sk HB1 01 HieaaEaliments that education helps people become better citizens of

2 ll= v 5 T A e iy : ,
rldClaSS CO mp t - acountry. But what do you think education does 10 a customers
rpes 1IO0 A0 ¥ productneeds and wants? Do they want more foreign products \

. 1. ones sthey have ducation (e.g., graduate degree) com-

Porter’s second point

domestic rivalry induces firms
efficiency, which makes them bet

tors. Domestic rivalry creates presst
prove quality, to reduce cOSts, and to

advanced factors. Al
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share, Japanese com € o |
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First-Mover Advantages
first-mover advantage with regard t

quently dominate global trade in that product. This

mover disadvantages).”

rwee The Global Trade and Investment Environment

, firms that establish

. ew product may subse-
IS particularly true in industries where the




nt Policy The theories of international trade also matter to m.

verr = . ¢ are major players on the international trade scene. Busi

and business firms import the products of other countries.
t a strong influence on govern

bbying to Pr free trade or trade restrictions. The theories of interna
0% . free trade is generally in the best interests of a country,
best interest of an individual firm. Many firms recognize thi

-------

:onal trade

le, \;vhen the U.S. government ann
crystal display (LCD) screens in the 1990s, IBM and Apple Computer

import> Both IBM and Apple pointed out that (1) Japan was the lowest-cost SOUt
e y used these SCTeeIS in their own laptop computers; and (3) the propose
cost of LCD screens, would increase the cost of laptop computers pro
thus making them less competitive in the world market. In other words,

of designed 0 protect U.S. firms, would be self-defeating. In response to these pressul
1

’ nent reversed its posture.
M and Apple, however, businesses do not always lobby for free trade. In the

for example, restrictions on imports of steel have periodically been put into
|ace in response to direct pressure by U.S. firms on the government (the latest example
h 2018 when the Trump administration placed a 25 percent tarift on imports
). In some cases, the government has responded to pressure from domestic
protection by getting foreign companies to agree to “yoluntary’” restric-
rts. using the implicit threat of more comprehensive formal trade barri-
adhere to these agreements (historically, this has occurred in the
s, the government used what are called “antidumping”
from other nations (these mechanisms will be discussed

duced by
the tar-
es, the

of foreign steel
companies seeking

vions on their 1mpo
ers to get them to
automobile industry). In otfer case
. sctions to justify tariffs on 1mports
. detail in Chapter 7).

As predicted Dy internationas
<uch as the voluntary restriction on mac

trade theory, many of these agreements have been self-defeating,
hine tool imports agreed to in 1985. Shielded from 1nter-
national competition by 1mport barriers, the U.S. machine tool industry had no incentive to 1n-
-rease its efficiency. Consequently, it Jost many of its export markets to more efficient foreign

ause of this misguided action, the U.S. machine tool industry shrunk during the

competitors. Bec
period when the agreement was in force. For anyone schooled in international trade theory, this

was not surprising.”
Finally, Porter’s theory of national

competitive advantage also contains policy implica-
tions. Porter’s theory suggests that it is 1n ¢

he best interest of business for a firm to invest 1n

upgrading advanced factors of production (for example, to invest in better training for 1ts
employees) and to increase 1ts commitment to research and development. It is also in the best

interests of business to lobby the government to adopt policies that have a favorable impact
on each component of the national diamond. Thus, according to Porter, businesses should
urge government to increase investment .1 education, infrastructure, and basic research

(because all these enhance advanced factors) and to adopt policies that promote strong com-
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