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IN FOCUS 5.1
WP STILL MADE IN JAPAN

On March 11, 2011, Japan suffered from a tple
disaster—a 90 earthquake (ts worst in recorded
history, a huge tsunami, and a nuclear power plant
accident. From a global standpont, a ot of non-
Japanesse firms that elied on Made-i-Japan products
were il prepared fo such a sudden catastiophic even.
Despite the widely noted migration of manufacturing
0bs 1 low-cost counties such as Chira and Malaysa,
Japan has remaned an export powerhouse. In 2010,
it was the word’s fourth-frgest merchandise (goods)
exporter after China, Germany, and the United States),
with USS765 billon exparts. For example, Japan peo-
duces approximately one-fith of the worl's semicon-
ductors and 40% of electionic components. While
low-end prodcts tend 1o be made overseas, “Japan
s fgher and higher marke share of specialty mate-
ias 25 you go w the value chan,” noted one expert.
For example, Boeing outsourced 35% of the work on

‘South Korea lim

its newest 787 Dreaminer to Japanese manufactur-
ers. Among them, Mitsubishi Heavy Industies bult
the 787's wings, and no one eise in the world coud
othe job—Boeing had no plan B. On March 17,2011,
General Motors closed two US-based factores for a
week, due toalack of components arivingfrom Japan.
Forplanes, cars, laptops, and phones assembled out-
side of Japan, the Made-in-Japan components may
represent a reatively small amount but they tend to
be mission-crical. “f the Japanese cannot suppy.”
nated another expert, “then o one is going 1 get
theirPad because no smart factory can buid an iPad
with only 97% of parts
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the market share of American movies. Thus,various regulations

create trade barriers around the workd. On the other hand, we also see the ris of
rules that faciltate trade, such as those advocated by the World Trade Organiza-
tion (WTO) (see Chapter 8)

Overall, why a

there economic gains from international tade? According to

the resource-based view, thisis hecase some firms in one nation generate exports
that are valuable, unique, and hard-to-mitate that firms from othe
find it benelicial 10 import (sce In Focus 5.1, How do natians benefit from such
‘gains? According to the institution-based view, different rules governing trade are
designed to share (or not 1o sharc) such gains* The remainder of this chapier
expands on these two perspectivs.

nations

52 Theories of International Trade

Theaories of international trade provide one of the oklest, richest, and most influ-
ential bodies of economics, whose founding is usually associated with the publica-
tion of British cconomist Adam Smith's The Wealth of Notions in 1776, Theories of
lonal trade predate Adam Smidh. In fact, Adam Swith wrote The Wealth
of Nations 0 challenge an earlier theory: mercantilism. I thissection, we introduce.

wajor theories of international trade: (1) mercantilism, (2) absolute advantage,
(3 comparative advantage, (4 product lfe cycle, ) strasegic tade, and (6 national
competitve advantage. The first three are often regarded asclassical rade theories,
and the las three are viewed as modern trade theorles.

Leaming Obective
Undarand sl modor

Classical trade theories

The maor theores of
tematonsi vade that were
‘dvanced before he 200
contry. whh consistof 1}
mercantism, (2 sbsciute
advartage, and 3) comparstive
advantage

Modorn trade theories
Tho maor theores of
ntamatonsi rads thatwere
advanced i the 20th cartry,
which consist of (1) product
Cycl, 2 srstoge trade, and
) national competitve.
advantage o ndustnas
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524 Mercantilism

Widely practiced between the 1600s and the 17005, the theory of mercantiism viewed
international trade as a zero-sum game. Is theorists,led by French statesman Jean-
Bapiste Colbert, belicved that the wealth of the world (measured in gold and siker
at that time) vasfixed. A nation that exported more and imported less would enjoy
the net inflows of gold and silver and, thus, become richer. On the other hand, a
nation experiencing atrade defiitwould se its gokd and siher flowing out and, con-
sequently, would become poorer The upshot? Selfsuffciency would be best.

Although mercanilism i the oldest theory in international trade, it is not an
extinet dinosaur, Very much alive, mereandlism s the direct intellectual ancestor
of modern-day protectionism, which is the idea that governments should actively
protect domestic indusiies from imports and vigorously promote exports. Many
modern governments may sill be mercandlist at heart. Thank about all these
export assstance programs nun by many governments (see the Closing Case). Has
anyone seen an importassistance program?

520 Absolute Advantage

The theory of sbsolute advantage, advocated by Adam Smich in 1776, opened the
oodgates ofthe ree rade moement tht i ill oing on oy Smith argued hat
i the aggregane, the “inisile had” of

determine the seale and scope of cconomic actvities Thisis known as v e
(see Clapte 21 By tying 1o be sefsuficient and (ineficienthy) produce a wide
range of goods, mercanilitpoliies e the wealth of & ation in the long run.
S ths argued for free trade, which s the dea that free marketforces shoukl
determine howe mch to trade with lte government itervention.

Specifically, Smith proposed a theory of absolute acvantage: With free rade.
each nation gains by specialiing in cconomic activites in which it has absohte
advantage. What i absolute advantage? It the economic advantage one naion
enjoysthat s absolutcly supesior  odher natons. For example, Smith argued that
Decause of beter o, water, and weather, Potugal enjoyed an absolute adantage
over England in the production of grapes and wines. Likewise, England had an
abiolute advantage over Portugal in the production of sheep and wool. Englnd
conl grow grapes ata greater costand with much lower quality—has anyone heard
of any workdfamous English wines? Smih suggestd (1) tha England should spe-
calize i sheep and wool, (2) that Portugal shovld specialize in grapes and wines,
and (3) that they shonuld rade with each other. Here are two of Smid's greates
mights. Firs, by specializing in the production of goods for which cach has an
absolute advantage. both can produce more. Second, by trading, both can benefc
more, By specializing, England produces more wool than it can s, and Portugal
prodiuces more wine than t can drink. When both nations trade, England gets
more G beuer) wine and Poruugal more (an beter) wool
could produce on it own. In other words, imernational trade s
ame assuggested by mercanilim s a win-vingame.

How can this be? Let us use an example with hypothetical usmbers (Figure 5.2
and Table 5.2). For the sake of smpliciy assume there are only two nations in
the world: China and the United States. They only perform two cconomic actv
ties: growing wheat and making sircraft. Production of wheat or aircral, nati-
il S saaennsss-adh o Shen bad snd adadios Aemmeibe Balh
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are equally endowed with 800 unit of resources. Between the two activities, the
United States has an absolute advantage in the production of aircrafi—it takes
20 resources to produce an aircraft (for which China needs 40 resources), and the.
total US capacityis 40 aircraf if it does not produce wheat (poin D in Figure 5.2),
China has an absolute advantage in the production of wheat—it takes 20 resources.
0 produce 1,000 tons of wheat (for which the United States needs 80 resources)
‘and the total Chinese capacity s 40,000 tons of wheat if it does not make aircraft
(point A). I is important 10 note that the United States can grow wheat and that
China can make aircraft, albeit inefficently. Since both nations need wheat and
aircraft, without trade, they produce both by spending half of their resources on
each—China at point B (20,000 1ons of wheatand 10 aircrat) and the United Scates
at point C (5,000 ons of wheat and 20 aircrafl). Interestingly, f they stay at points A
‘and D, respectivel, and trade one-quarter of their output with each other (10,000
tons of Chinese wheat with 10 American aireraf), these two countries, and by
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implication the global economy, both produce more and consume more (Table 5.9,
In other words, there are et gains from trade based on absohute advantage.

5-2c Comparative Advantage

According to Adam Smith, each nation should look for absolue advantage. How-
ever, what can nations do when they do nof posscs absolute adhantages Continuing
our two-country example of China and the United States, what f China is abso-
Jutely inferior to the Unitd State in the production o both wheat and aircraft
(which is the real case today)? What should China do? What should the United
States da? Obvioush, the theory of absolute advantage runs ino a dead end.

I response, Brsh cconomist David Ricardo developeda heory of comparative
acantage in 1817, This theory sugeests that even though the United States has an
absolute adantage over China i boxh wheat and arcraf, aslong 43 China i ot
equally less ficent in the production of both goods, China can ill choose 1o
specialize i the production of o good (uch as whea) where it has comparatve
adantage—defined as the reltive (not absolute) advantage in one cconomic
actviy that one nation enjoy in comparison with other nations. Figure 5.3 and
“Table 5.5 show that China's comparative advantage lis in s wlatoey s inef
cient production of whear: If China devotes allresources to wheat, it can produce
10,000 o, whic s four-fths of the 12,500 s the United States can proluce.
Howener, at 3 maximum, China can only produce 20 aireratt, which is merely halt
ofthe 40 aircrat the United States can make. Byleting China pecialize i the pro-
duction of wheat nd importing some wheat from China, the United Sttesis able
o leverage i strengths by devoring s resources o aireraft. For example,if (1 the

nited Sates devotes four-ffths of it resources o aircraf and one Gt 0 wheat
(Point G in Figure 5.9, (2) China concentrates 100% of its resources on wheat
(PointE), ane (3) dhey trade with each osher,both counties produce and consume
‘more than what they would produce an consame if theyineficently devote halt
ofthei resources o each actviy.

Again,thereare ntgains fromtrade,this e from comparativ advanage. One
eruialconcept hereisopportunity cost—giventhealernatives (other opportunitics,

[TIEED comparative Advantage

Theory of comparative
advantage

Atheory that focuses onthe
relatve (ot abscute advantage.
i one econamic vty that
one nition enjoys incomparson
wih ther ations.

Comparative advantage
Relstive ot sbsolute) achariage
nona sconcmc ctwty that
one nation enjoys incomparson
it othes ations.

Opportunity cost
Costof pursuing one actvy
the expense of anher actiy.
gien he atematves her
opportunties.
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Decause of labor shortage. Western clients are happer, because they
talk 10 a live person instead of talking to or dialing 10 a machine (c
il 2 for thar)

In summary, cassical theories—(1) mercantilism, (2) absolute advantage, and
(9 comparative advantage (which includes factor endowments)—had evolved
from approximately 300 10 400 years ago to the beginning of the 20th century
More recenly, three modern theories, outlined nest, emerged.

524 Product Life Cycle

Up o this point, classical theoriesallpaint a satc picure: I England has an abso-
lute or comparative advantage in texiles (thanks 1 it favorabie weather and soil).
it should keep producing texiles. However, this assumption of o change in fac-
tor endowments and trade patterns does not always hold true in the real world.
While Adam Smith's England, more than 200 years ago, was a major exporter
of textile, taday England's textle indusiry s insignificant. So, what happened?
Whill one may argue that in England weather has changed and soil has become
s fetile, it s difficule o believe that weather and soil have changed so much in
200years, which isa relatiely short period for long-run climatic changes. In another

net importer of personal comy
being 4 net importer 0.2 net exporter of PCs—and this change has nothing to do
with weather or soil change. Why do patterns of trade in PCs change over time?
Classical thearies have difficulty answering this intriguing question.

In 1966, American economist Raymond Vernon developed the product fe cyle
theory. which s the firs dynamic theory 1o account for changes in the patterns of
trade over time * Vernon divided the workd nto three categories: (1) lead innovation
nation (shich, according t him, s ypically the United States), (2) other developed
nations, an (3) developing nations. Further, vers product has three life cyle sages:
new, maturing, and standardized. Shown in Figure 5.4, in the irs stage, production
of anew product (such as a TV) dhat commandsa price premium will concentrate in
the United State, which exports 1o other developed nations. In the second, matus-
ing stage, demand and ability o produce grow in other dexeloped nations (such as
Australia and Haly). 0 i s now worthwhile © produce there. In the third sage, the
previousy new product i standardized (or commoitized). Thus, much production
will now move to low-cast developing nations, which export o deseloped nations. In
other words, comparative adantage may change over me.

While this theary was frs proposed i the 19605, some later events (such as the
‘migration of PC production) have supported s prediction. However, this theory has
been critcized on two accounis. Firs, it ssumes that the United States will avays be
the lead innosation nation for new products. This may be increasingly invalid, For
example, the fanciest cell (mabile) phones are now routinely pioneered in Asta and
Enrope. Second, this theory assumes a stage-by-stage migtation of production, taking
at least several years (1 not decades). In reality, however, an increasing numbes of
irms now simtanenshy Lunch new products (such as iPads) around the globe.

Product e cyde theory
A theory that accounts for 5-2¢ Strategic Trade

changes nthe pattans ofvado
et o loting o ot Except mercantilism, none of the theories above has anything 10 say about the

o cyces. role of governments. Since the days of Adam Smith, government intervention has
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usually been regarded as undesirable. Hawever, government intervention is exten-
sive ane is ot going away. Can government intervention actuall add value? Since
the 19705, a new theory, strategi trade theory, has addressed this question”

Strategic rade theory suggests that strategie intervention by governments in
certain industries an enhance their odds for international succes. What are these
industrics? They tend o be high capitabintensiy, high entry barricr industies in
which domestic irms may have inle chance without government assistance. These ~STe9c trade theory
industries also feaure substantial st mover advantages—namely, advantages thai 4 heory st sugests

nat suatege merenton

first entrants enjoy and o not share with lte entrants. One lading example is [0°" 9% 1700
the commercial ircraft industry. Founded in 1915 and strengthened by large mill- — ndystee con aivanes o
tary orders during Workd War I, Bocing has long dominated this industry. I the o6 or mtermatonal :ccoss.
jumbojet segment, Bocing’s irsmover advantages asociaied with its 40050 747, gy e
fies launched in the late 10605, are sl significant today. Alarmed by such Us dom. g0 SIS
imance, in the lte 19605, British, French, German, and Spanish governments resl- — ana: the marke st nd hat
ired that ifthey did not intervene in this indusry,individual European acrospace ie entrants do not ey
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frms on their own might be driven out of business by US rivals. Therefore, these
European governments agreed o lunch and subsidize Airbus. In four decades,
Airbus has risen from nawhere to  position where it now has a 50-50 splt o the.
slobal market with Bocing.

How do governments help Alrbus? Let us use a recent example: the supergurmbo
aircraft, which is arger than the Bocing 747, Both Airbus and Bocing are inierested
in entering this markes. Howerer, the demand in the next 20 years is onl about 400
10500 aircraft and a firm needs o sell a least 300 just to break even, which means
thatonly one firm can be profitably supporteed. Shown in Figure 5.5 (Panel A), ifboch
e penades e theotcome will e disastrous becaune cacwill o US ilon (Gl 1. fone
s, enters and the oer docs no, the enteant will make USS20 illion (Cels 2and 9). I
o amatcnslvada tough . possible that boh il enter and clash. IFa number of European governments prom-
sbscies and othersupports. e Alrbus  subsidiary of,say, USS10 billon if i enters, then the picture changes o

Panel B, Regardless of what Bocing dos, Airbus wil ind

tlucrative 1o enter. In Gell 1, if Bocing enters, i will lose

USS5 billion s before, whereas Airbus will make USS5

billion (USS10 billion subsidy minus USS5 billion loss).

S0, Bocing has o incentive 0 enter. Therefore, the more

Hikely outcome is Cel 2, where Airbus enters and enjoys a

profit of USS30 billion. Thercore, the subsidy has given

Alrbus a srtegic ad antage, and the policy 10 assst Alrbus

is known as a stategic trade polcy® This has indeed been

e case,as the 550-seat A380 has secently entered service.

Strategic rade theorists do not advocate a mercan-

st policy o promote allindustries. They only propose

How would strategic trads theory explain Airbus’ 10 help a few strategically important indusries. How-
decision to launch this aircraft? exer, this theory has been eriicized on two accounts

Strategic trade policy
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Ldeologically many scholars and policy makers are uncomfortable. What i goversn-
ments are not sophistcated and objective enough to do this job? Practically, a ot
of industries laim dhat they are strategically important. Overall, where to hold the
line between strategic and nonstrategic industris s ricky

521 National Competitive Advantage of Industries

The most recent theory is known as the theory of national competitive advantage
o industres, This is popularly knoven as the “dlamond” theory because is princi-
pal architect, Harvard strategy professor Michael Porter, presents it in a diamond
shaped diagram (Figure 5.6)° This theory focuses on why certain industris (but
not other industries) within a nation are competitive internationally. For example,
while the Japanese automobile industry is a global winner, the Japanese service
Industry is notoriously inefficient. Porter i interested in finding out why.

Porter argues that the competitive advantage of certain
nations depends on four aspects that form a *diamond” First, he starts with factor
endowments, which refer 1 the natural and human resource repertoires noted by
the Heckscher-Ohlin theory. Some countries (such as Sandi Arabia) are rich in
natural resources but short on population, and others (such s Singapore) have 3
well-educated population but few natural resources. Not surprisingly, Saudi Arabia
exports oil,and Singapore exports semiconductors (which need abundan skilled
Tabor). While building on these insights from previous theories, Porter argues that
Factor endowments are not enough.

Second. taugh domestic demand propels firms 10 scale new heights* Why are
American mavies so comperitive worldheide? One reason is that American moviego-
s demand the very best “sex and violence” (owo themes thatsell universally fardfully

ustries in different

National Competitive Advantage of Industres: The Porter Diamond.
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packaged). Endeavorig tosatisy such domestic demand, mosie studios unleash High
Schoat Musical 3 after High School Musical and High Schoo! Musial 2, and Spider-Man 3
after Spider-Man and Spider-Man 2—each time packing more excltement. In another
example, strong domestic demand to care for an aging and shrinking population in
Japan morivates firms o innosate with new technology that can better take care of
the clderl. Panasonic s testing 3 bed that can be convered into 3 wheel chair for
the permanenly bedridden. Overall abillies to sisly a tough domestic crowd may
make it possible to successfull deal with les-demanding overseas customers.

Third, domestic firm strategy, structure, and rivalry in one industry play a
huge role behind its internationsal suceess or failure. One reason that a number of
Chinese manufacturing industries are so competitive globally—coining the term
the “China Price™is because their domesic rivaly is probably the most intense
in the world (see the Opening Case). Think of appliances, cell phones, furniture.
and pianos. The price wars keep everyone lean, and most firms struggle o make a
profi. However, the few top firms (such as Xiaomi in smartphones and Pearl River
in pianos) that win the tough competition domestically may have a relatively easier
time when venturing abroad because overseas competition s less demanding.

Finaly, related and supporting indusiries provide the foundation upon which
Key industries can excel. In the absence of strong related and supporting indus-
res,such as engines, avionics, and materials, a key industry such as acrospace can-
ot become globally competitie. Each of these related and supporting industries
requires years (and often decades) of hard work. For instance, enboldened by the
Alrbus experience, Chinese, Korean, and Japanese governments poured money

o their own acrospace industry. Eventually, they all realized that Europe’s long

series of crucial related and supporting industries made

it possible for Airbus o succeed. A lack of such related and supporting industries
‘made it unrealistic for an aerospace industry 1o take off.

Overall, Porter argues that the dynamic interaction of these four aspects
explains what is behind the competive advantage of leading industics in differ-
ent nations. This theory is the first muléecel theory 1o realistcally connect firms,
Industries, and nations, whereas previous thearies only work on one or two lev-
els. However, it has not been comprehensively tested. Some critics argue that the
“diamond” places t00 much emphass on domestic conditions.! The recent rse of
India's T industry suggests that is international success is not entirely driven by
domestic demand, which is tny compared with overseas demand—ic s overseas
demand that matters alot more in this case.

history and excellence

529 Evaluating Theories of International Trade

In case yon are tied ater studying the six thearis, you have © appreciate that
we have just gone through over 300 yearsof research, debates, and policy changes
around the world i sbout ten pages ). A studen, that s ot  small accomplish-
ment. Table 5.4 cnables you 1o see the “forest A you review these theorics, keep
the ollowiag four points i mind.

Firs,the classical proree trade theories seem common sense tody. Howeser,
we e  appreciae tha they were eoduionary 200 ears g, when the world was
dominated by mercantilisic thinking; Second. all theories simplify to make their
poin. Classical theories ely on highly simplisic assumptions of s model consiting
of oy two nations nd two goods.Third, the theorics also assime perfectresource
mobility—the ssssmution that one rescurce ramoved from whast moduction can
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e moved to make aircraft. In realit, arm hands will have a hard time assembling
modern aircraft. Finally, clasical theorics assume no forcign exchange complica-
tions and zero transportation costs,

S0, in the real word of many countries, mumerous goods, imperfect resource
mobility fuctuating exchange rates, high transportation costs, and product life
excle changes, i free trade sill beneficial as Smith and Ricardo suggested? The
answer sstill “Ves!” as worldwide data support the basic arguments of free traders
such as Smith and Ricardo.' (See “Debates and Extensions” for disagreements)

Inscead ofelyingonsimple actor analyss, modern theories rely on more-sealistic
product life cycles, frsemover advantages, and the “diamond” 1o cxplain and

o 1 o A e oy b et 1. D ey oyt e ke ot
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predict paterns of trade. Overall, clasical and modern theories hine significantly
contributed t© today’s ever-decpening trade links. Yet, the victory of classc and
modern pro-iee trade theorles is not complete. The political realities goerning
international trade, oulined next, indicate that mercantilim i alive an wel,

e ypases 573 Realities of International Trade

esits govmg el ode.  The poliical relities of the world suggest that as “rules of the game.” plenty of
trade barriers exist. Although some are being dismantled (see In Focus .2), many
‘why this i the case. To do 30, we will irst discuss the two.

broad types of rade barricrs: triff barriers and nontariT barriers.

remain, Let us exan

Tarift barrier 5-3a Tariff Barriers
Trade

st rebes on tarffs A tarif barier Is a means of discouraging imports by placing a tariff (ax) on

o discourage mports, imported goods. As a major wriff barrier,an import arffis a tax imposed on a
port tarift oo brought in from another country. Figure 5.7 use rice tariff in Japan t show
i pesed i Wt that there are unambigusuty net osses—known as deadweight costs,

Ovadmaight cont + Pancl A: In the absence of intermational trade, the domesic price s ,

domestic rice farmers produce Q, determined by the intersection of domes-
tie supply and demand curves.

Netlosses thatoccur nan
conomy a5 arasut o arifs.

2\ IN Focus 5.2
‘CANADA DIVERSIFIES ITS TRADE

Canada has the 1th-irgest economy (measured by
nominal GDP) o the 14th-argest (measured by PPP)
in the world. The biatera rading relatonshs batween
(Canadaandthe United States s the wor!'s largest, with
approximataly US$600 biion i volume. The two-way
raffc that crosses the Ambassador Bridga between
Windsos, Ontario, and Detrot, Michigan, akone equals
all US trade with Japan. Approsimately thvee-ourths
of Canadian exports go 1o the Urited States, which
also provide halfof Canadian imports. Whil enjoying
US$32 bilon surpius n trading with the Urited States,
Canadians have been fustrated by the occasional dis-
putes, such as salmon runs, magazine content, soft-
wood lumber, and food labeling (for some details, see
the first three editions of Global Business)

‘Wi disputes are resalved in bilteral negotatons
or thiough NAFTA or WTO forums, Canadians have
50 sought to dversiy their vading relatonship away
rom too much refance on the United States. They have
focused on two areas. The frst s o culivat trade ties
with major Asian economies, such s China and Japan.

As Canacla's secoretlargest ading partne, Cina
abacbs 5% of Canadan exparts and conrbutes 10%
of Canaian imports. The sacond are i to negatite
mre fee vada agrsaments (FTAS) beyord NAFTA.
Canada has FTAs with Che, Cobrba, Costa R,
lara, Jodan, and Panarma. Whis Canach is negotiat
g with 8 rumber of cthe counties, one of the majr
breakthroughs s the Comprehenshe. Economic and
Trade Agremant (CETA) withthe European Union (EL)
announced in 2013. As a bl the EU s theargest sco-
nomy nthe workd CETA would nt orly eiminats 99%
of arifson both sids, bt woukd 50 cpen competion
for arge goverrment contracs n Carada to Eutopean
firms and contracs n the EU to Canadian fims. CETA
s ey 0 boost the Canada-EU biatealvade by 23%,
thus reducng Canada's reance on the United States,
hose sharshas decreased bt st remaned dornat.
S B 1) Econsit 201, Cat s th U S,
e oo 208 Ot 299, o Gt £

Dt 26 44 1 G v Mt 005, Crata st WIO
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« Panel B Because Japanese rice price P, s higher than world price P, for

Farmers export o Japan. In the absence of tarifs, Japanese farmers reduce
output to Q. Japanese consumers enjoy more rice at Q, at & much lower
price. P,

« Panel C: The government impases an import tarif, effectively raising price
from P, t0 P, Japanese farmers increase production from Q t0 Q. and con-
sumers pay mare at P, and consume less by reducing consumpion from Q, to
Q. Imports fall from Q. in Panel B o Q,Q in Panel ¢

Classical theoriss such s Smith and Ricardo would have adsised Japan to enjoy

the gains from trade in Panel B, But politcal ealiies land Japan in Panel C, which,

by limiting trade, introduces total ineffciency, represented by the area consisting

Of A, B, €. and D. However, Japanese rice farmers gain the area of A and the gov-

ernment packets tariff revenues i the area of C. Therefore:

Net losses (deadweight) = Total inefficiency — et gain

ArealA+B +C +D) - Area (A + Q)
Avea (B + D)

“The net losses (areas B and D) represent unambiguous economic ineffciency
o the naion as a whole Japan is notalone in his rgard. A Microsoft Xbox 360
consale that retails for USS360 in the United States coss USSLODO (1 in Brazil,
after adding import ariffs In 2009, the United Staes slappec a 35% import arift
o tires made in Ghina. Brazilian Xbox gamers and American tire buyers have 10
pay more, and some may be unable o afford the products. While not being b to
et your arms around an Xbox will have no tangible damage, some economically
sruggling US drivers who should have replaced their worn-out ires may be forced
10 delay replacing their tires. According to the US Tire Industry Association, some.
may be kil should they be involved in accidents before they are able 1o afford the
nowamore-expensive tires*

Given the wellknown net lowses, why are (arifs imposed? The answer boils
down 10 the politcal ealities. Aldhough “everyboy” i couny suffers because
of igher prices, it s extraordinarily costl i ot impassbe, 1o politicaly organize
eographically scatiered individuals and firms in order 10 promote free trade. On
the other hand, special interest groups end 1o be geographically concentrated and
skillfully organized 10 advance thelr inieresis. In Japan, akthough farmers repre-
sent less than 1% of the population, they represent disproportionate wies in the
Diet (Japanese parliament). Why? Diet districtswere drawn p n the aftermath of
World War IL when most Japancse lived in rural areas Such districts were never
re-zoned, alibough the majoriy of the population now live i cities. Thus, when
the powerful farm lobby speaks, the Japanese govcrnment listens. The upshot?
Awhopping 777% tarif on imported ice.*

5.3 Nontariff Barriers (NTBs)

Nontarft barrier (NTE) Today, riff barriers are often criticized around the world. Nontarff barriers
Trado barors that ey o0 (NTBS) are now increasingly the weapon of cholce in trade wars, NTBs include
oot mears todscourage (1) subsidies, (2) import quotas, (3) export restraints, (4) local content require-
imports. ments, (5) adminisiraive policies, and (6) antidumping duties

Subsidy Subsidies, as noted earlier, are government payments t domestic frms. Simi-
s — ar o their colleagues in Japan, European farmers, who represent 2% of the EU

domasic firme. population, are masters of extracting subsidies. The EU's Common Agricultural
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Policy (CAP) costs European taxpayers USSI50 billion
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‘export restraints (VERS) have been developed to show that on th
es wluntarily gree 1o resrit their exports. VERS

respo

. One of the most (i) Eamous examples is the VERs that the Japanese government
agreed n the 19805 to retrict US bourd automobile exports. This, of course, was a
cuphemism because the Japanese did not volunteer to restrit their exports. Only
whern faced with concrete protectionis threats did the Japanese reluctantly agree

Another NTB is local content requirements, which require a certain propor-
tion of the value of the goods made in one country t originate from that coun-
point here. Starting in

the 19805, because of VERs, Japanese auomakers switched 10 producing cars
ugh forcign dircct investment (FDI—sce Chaps
for details). However, such factories initially were “screw diver plants” beca
d from Japan and

try. The Japancse automobile VERs arc

in the United States th

2 majority of compone

s were impor

countries impose local content requirements, mandating that 3 “domestically
produced” product willill be treated as an “import” subject to tariffs and NTBs
tain fraction of its value (such as 51% specified by the Buy America

Act) i produced locally

Adminisrative policies refer to bureaucratic rules that make it harder to import
recenty banned Chinese toys, citing safety concerns. Argentina
has recently ordered importers of forcign cars o find export buyers of Argentine.
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Taken together, trade barriers reduce or eliminate international trade. While
certain domestic industries and firms benefi, the entire country—or at least a
majorit of s consumers—tends 10 suffe. Given these well-known negative aspects.
why do people make arguments against free trade? The next two sections ouline
economic and political arguments against free trade.

5.3 Economic Arguments Against Free Trade

“Two prominent economic arguments against free trade are: (1) the need  protect
domestic industries and. (2 the necessty 10 shield infant industres. The oldest
economic argument againsi free trade i the rge to protect domestic industries,
firms, and jobs from "unfair” foreign competition—in short, protectionism. The
following excerpt s from an 1845 petition of the French candle makers o the
French governmen:

We ae subject 10 the intolerable competiion of  foeign fival, Who enjoys such superir

capabies for the production o igh, that he s flooding th domestic marketat a incred-

bl low price. From the moment he appears, our sales ceas, llconsumers tum 10 hm,

and a branch ofFrench industry whose ramfications ae nnurmerable s at once reduced o

complte stagnation.Ths ival s nothing other tha the sun We sk you o be so kind s o

ass 2 law requirng the closing o allwindows, skyights, shtters, curtains, and blinds—n

short, i openings and holes through whih sunbght penetates *

Although his was 1 hypochetical stire written by a French free trade advocate
Fredric Bastiat 170 years ago, these points are often heard today. Such call for
protection are not limited to commodity producers like candle makers. Highly
talented individuals, sach as American mathematicians and Japanese sumo wres-
ters, have also called for protection. Foreign math PhDs grab 40% of US math
Jobs, and recent US math PhDs face a jobless rate of 1%, Thas, many American
‘math PhDs have called for protection of their jobs. Similarly. Japanese sumo wres-
tlers insist that forcign suma wrestlers shoukd not be allowed to thron their weight
around in Japan.

Another argument is the infant industry argument. If domestic firms are as
‘young as“infants in the absence of government inervention they stand no chance
of surviving and will be crushed by mature foreign rivals. Thus, it s imperative that
governments level the *playing field” by asisting infant industrics. While this argu-
mentis sometimes legitimate, gorernments and firms have a tendency (o abuse it.
Some protected infant industries may never grow up—why bother? When Airbus
s true “infant”in the 19605, it no doub deserved some subsidies. However, by
the 20005, Airbus had become a ghant that could take on Boeing. In some years.
Airbus outsels Bocing. Nevertheless, Airbus contimes to ask for subsidies, which
European governments continue t provide.

5.34 Political Arguments against Free Trade

Political arguments against free trade advance a nation's political, social, and envi-
ronmental agenda, regardless of possible economic gains from trade. These argu-
‘ments include (1) national security, (2) consumer protection, (3) foreign policy,
and (1) environmental and social responsibiiy

‘National security concerns are often invoked o protect defense-related indus.
tres. Many nations fear that f they rely on arms imports, their national securiy
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them and the armsproducing nation. France has always insisted on mainiaining
an independent defense industry to produce muclear weapons, aircraft carriers,
‘and combat ets. While the French can purchase such weapons a much lower costs
from the United States that is cager o sellthem, the French answer has usually
been: “No, thanks!”

‘Consumer protection has frequently been wsed as an argument for nations to
erect rade barriers. Several years ago, the United Scates implemented the Manda-
tory Country of Origin Labeling (COOL) legislation, requiring US firms to track
‘and norify consumers of the country of origin of meat. Many young Canadian pigs
were exported to the United States, and were raised with indigenous US pigs for fat
tening, At several months, separating the (imumigran) Canadian pigs from the.
(ative-borr) US pigs was next o impossible. As a result, major US pork producers
simply stopped buying hogs from Canada. Such  seemingly innocent
name of protecting consumers provoked fierce protests from the Canad
ment, which eventually sued the US government a the WTO.”

Trade embarge
Forcign palicy objectives are often sought through trade intervention. Trade g (0

‘embargosare poliicallymotivated trade sanctions gainst foreign countries tosignal sancion sgurst i

displeasure (see Emenging Markets 5.1). Many Arab countries maintain embargoes — counis 0 sgnaldispieasre.

EMERGING MARKETS 5.1

Expanding UK Exports in Russia

g

Russia s the rchest emerging econamy by per capta
income) witin BRIC group of rations. Among its BRIC

peers. Russiais 50 the geographically cosest country
fom the UK. Trerefore, it would make sense for the
UKto hve rlavely igher expor sles i Aussi. et
among BRIC, UK exports o, viewed fom Russia, UK
mports)commanda very low marketshare (igure 5.8,
The total value of UK manactuing mpors n Aussa
in2011 was US$72 billon, which aocounted fr just 2%
of Russias merchandse imports. The UK, thus, was.
ot only befind s usual gobel e (such as Chin,
Germany. and the United States) and Aussia's “near
abroad” (post Sovied nehbors fsuch s Uksaine and
Belorus) tha nturl vade alot wit Russi, bt wes
a0 behind Korea Foland, an Tukey, However,Aussa
is one o th fastest rowing markets for UK exports.
UK exports o Russia i 2011 incressed by 39% from
2010, Snce 2001, UK-Hussia e has been growing
by an average of 21% yesronyear ate

Gearl. the room for growth s tremendous. For
xampl, the Aussion govemment is comited to

developing its automotive Indusiry and car sales went
W 16% in 2011-2012. For UK firns that tap into ths
market, such as industrial measurement (metrology)
equpment producer Rerishaw, the cpportunities
alieady wmed into. profts. In Russa, Renishaw
enjoyed a 20%-30% growth In sales between 2010
and 2011, and further doublelgit growth was pre-
dicted. Aussia belonged to a core group of emerging
markets with high growth that the fim hoped to bal-
ance against big raditonal markets in the West with
low growth

If there i Biitish technology not yet developed or
s0kd within Russa, Rydan Pountney, genecal man-
ager of rest of the world (ROW) sales at Renishaw
and board member on UK Trade and Investment's
Advanced Engneering Sector grou, recommended
that UK firmes enter to fil the gap. It is important to
ot tha Russia i notamang the most prce-sensitive
markets. Qualty means a ot to Russians, who tend o
ook at the techiical aspects of a product more than
the cost and are wiling to pay for a betier product.

69T
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against Isracl The U
Russia, Sudan, and Syria. In 2000, DHL paid a record finc of USSO.4 million
because it had violated US embargoes and sent shipments t Iran, Sudan, and
Syria. According 10 3 US Treasury Department statement, DHL “may hase con-
ferred asignificant economic benefi 1o these sanetioned countries that potenially
ereated extraordinarily adverse harm.” What are such dangerous shipments? Con-
doms,jewelry, and radar detectors for cars, according o the same Treasury Depart-

Environmental and social responsibilly can be used as political arguments
10 initiate trade intervention against certain countries. In a *shrimp-turtle”
case, the United States banned shrimp imports from India, Malaysia, Pakistan,
and Thailand. This was because shrimp were caught in their waters 1
also accidentally trapped sea trdes, an endangered species pro-
tected by the United States. These nations were upset and brought the case 1o
the WTO, alleging that the United States invoked a
trade barrier. The WTO sided with those nations and demanded that the US
ban be lified.

avironmental law a8
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International trade has substantial mismatch between theories and realties. This  conamng teratios/ e

scction highlights two leading debates: (1) trade defcit versus surplus and (2) clas-

al thearles versus new realities.

5-4a Trade Deficit versus Trade Surplus

Smith and Ricardo would probably turn in their graves if they heard that one
of today’s hottest trade debates sl echoes the old debate between mercantilists
and free traders 200 years ago. Nowhere i the debate more ferocious than in the
Uni s the world's largest rade defci (combining the US def
cit i merchandise trade with it surplus in service trade). In 2006, i reached a

caking USS760 billon (6% of GDP). Thanks o reduced US (impor
sumption due o the Great Recession and beefed-up export efforts (see the Closing
Case), the US trade defici was “only” USS319 billion (35 of GDP) in 2013, Shoukd
thislevel of trade delicit be of concer?

Ar ders argue that this is not a grave con-
cem. They angue that the United States and itstrading partners mutually ber
by develaping a deeper division of labor based on comparative advantage. Former
Sccretary of the Treasury Paul O'Neill wert 30 far as o say that trade defi
“an antiquated theoretical construct.™ Paul Kruigman, the 2008 Nobel la

cconomics, argued:

ed States, which

record

ned with clasical theories, free t

Interatonal trade s not about competion, it 5 about mutually beneficial exchange.
Impors, not exports, are the purpose of trade. Tht s, what a county gains fom trade i
th abiy o mport thingst wants. Exports ae ot an objective in and o themselves:the
et 10 export s  burden that a country st bear because s ITpOTtsupples ae crass
enough to demand payment
Crities strongly disagree. They argue that international trade is about

competition—about markess, jobs, and incomes. Highlighting the importance of

g CEO Jim MeNerney said: “Every time 3 Bocing 777 lands in China,
elands with about 4 million parts reflecting the workmanship of some 11,000 small,
medium, and large suppliers.® Trade defcit has ahvays been blamed on s particu-

I Unied States runs the largest defict, such as Japan in

the 19805, Because the US trade defici with China reached USS318 billion in 2013

(ewo-thirds of the total defci), the recent trade deficit debate i otherwise known

s the China trade debate (Table 5.5). While the U e deicits

with all of s major trading partners—Canada, the EU, Japan, and Mexico—and is

i trade disputes with them most of the time, the China trade debate is by far the.

most emotionally charged and politically explosive.

exports, Bor

country with which th

5.4b Classical Theories versus New Realities

‘While the first debate (mosty on China) i primarily about merhandise trade and

skilled manufacturing jobs that clasical theories talk about, the second debate
(mostly on India) is about seraicetrade and high-skil jobs in high technology, such
as IT. Typically dealing with wheat from Australi to Britain on a slow boat, clasi-
cal theorists certainly could ot have dreamed about using the Internet 1o send this
manuscript 1o India to be typeset and counted as India'sservice exports. I addi
tion o the traditional label of “trade in services,"*a newjargon is “trade in tasks"=

o 1 o A e oy b e - D e g ey
o e o o oo S et o
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JEITXIT 0bate on the US Trade Dafict with China.

Nave vador versus unfar protoctionis i China.

 The United States 5. “nave” trader with open markets
China has “unfarly” protectod ts markots.

Greedy exparters
 Unscrupuous Chinese expartars s sager o gut US
manufsctuing obs and v US rvals out o busnsss.

The demon who has caused defation

 Chasp imparts soid at “the Chin prics” push down prices
and causa dofton.

Intefectual operty 1) voator
 China . maor vickatorof I rghts, and US fims ks
ilons ofdolars every year.

Curency manipustor
 The yuan s severely undervalued, gving Chinese exports an
“unfsir” adkantage in being priced at n atfcialy low el

Tade dofici wil make the Unied Sistes poorer

= Since imports have 0 be pa, the Unied States borrows
agina s futus with dastrous outcomas.

‘Someting has 10 be done

I ho Chinass don't doit“our way.” the Urited States
Should troduce drsstc measues (such 5 sapping 20%-
30% tartfs on allChinesa importsl,

Markot roformer versus unfa potectorit  the US)

 China's markets are sy unusually open It rde voume
{marchandise and servicesis 53% o GDF, wheraas the US
volume s oly 30%.

Exgor i vesos
« Twohacs o Chines xponswo genaraed by e
vt s i Chins. ot S e v
veiadinand bara e o suchcpeaons i Chira

Thank China(and Wat-Mard for v pices
» Every consumor bensfts fom chesp rces brought from
(i by US fims sueh as Wat-Mart.

Inovtablostop i development
« Trve, but (1) the US id tha i the 190 century 10 the
Braish), and 2) P protction has baan improvng n China

Cutency ssue s not relevant

 Tho yian s samowhat undorvalued.but () US and cther
foregn firms prodcing in Chinabenefit, and 2 the US also
manpulates ts own curtancy via quantativ easing.

Tade dofcit doas ot cause i the US sandard of g
o Aslorg 3 the Chinasa are willng o mvest i the US.
‘ecanomy such as Tressury bi), what's the wory

Romember the gainsfrom trade argued by clssic thecries?

» Tariffs wi pot bing back US jobs, which wilsmply goto
Mexio or Malaysa,and vl lead o retaiation fom China, o
mar importe of US goods and services.

SoureSose o 1) Bussssect 009 Frw e n th e Septrber 21 50: ) O Burss e 2008, US gt 1 Chinrit
I, Sepamon D 330 Ecomaa 205 Fram Tanet 19 b, A8 306164 Econrme, 14 A e f gt ipr Fabary
15710, 3 Economat 2014, ki h ward <hamion ofwnde, a8 727, 8 Economa 2013, T o, Agt 4501 Lok, 201 X
mesnag o o US A s Chir, G e v, Ot 16814 W on. 0 A, . Caaber 1. Sn 014, How ey .
I o b o ( Wer 1 g A 6o Mg, vy ofTorah o Do 4.0 Sk 2005 o Crrse
Conou. Prannghe Waron Sevoo b

‘We already discussed a part of this debate in Chaprer 4 when focusing on
ousourcing. That debate deals with irm-ievel capbiliies. Here, et us examine
countrylevel and individuatlevel ramifications. Chasical theorists and their mod-
ern.day disciples argue that the United States and India trade by tapping into.
cach other's comparative adantage. India leverages its abundant, high-skill, and
lowssage labor. Americans will channel their energy and resources to higher-skil

igher-paying jobs. While, regretably, certain Americans will ose jobs, the nation
s awhole benefits, so the theory goes.

But, ot s0 fast—argued retired MIT cconomics professor Paul Samuclson. In
an influential paper, Samuelson suggested that in 4 more realistc world, India can
innovate in areas where the United States traditionally enjoys comparative advan-
tage, such as IT Indian innovation can reduce the price of US software exports
and curtail the wage of American TT workers. Despite the availabilty of cheaper
‘goods (which is a plus), the net effect may be that the United States is worseoff s a
whole. Samuelson is not an anti-globalization ideologue. Instead, he won a Nobel
Prize for his penetrating rescarch on the gains from international trade. and his
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instream economics textbook has trained generations of students (ncluding
‘your author). Now, even Samuclson s not so sure about one of the founding pillars
of modern cconomics, comparatie advantage,

Joadish Bhageari, a Columbia University trade expert, and his colleagues quickly
countered Samuelson by arguing that clasical pro-free trade theories sill hold
They argued:

imagine that you are exporting aicraft, and new producers of aicraft emerge abroad.

“That wil ower the prce of your airrat, and your gains from trade wil iminish. You

have to be naive to befeve that s can never happen. 8ut you have o be even more

nalve to Think that the pokcy response tthe reduced gains from trade s to gwve up the
remaining gains as well. The crbcal poicy queston we st address . When external

Gevelopments, such as the growth of ki in China and India, fr nstance, do diminsh

the gans from trade fothe US, i the harm to the US going to bereduced or increased

the US tums into Forress America? The answer is: The US wil only ncrease s anguish
it closes ts markets ™

Inany case, according to Bhageati an collcagues, the “threat” posed by Indian
innovation is vastly exaggerated and offshoring i too small to matter much. They.
argue that newer and higherlevel jobs will replace those los to offshoring. One
question is: Will there be enough of such jobs in the United States

5-5 Management Savvy

Howdoes this chapter answer the big question in global business, adapted for the con-
textof nternationsl trade: What determines the success and failure of s exports
amound the globe? The two core perspectivesead 10 twn answers. Fundamentall, he
Varous economic theories under pin the resource-based view, suggesting thatsuccess-
ful exports are vahuable, unique, and hard-to-mitate products generated by certain
e from a nation (see the Opening and Closing Cases. However, the political reali-
tiessress the explanatory and predictive power of the institution-based view: As rules
o the gune, insitutions—such as s and regulations promoted by various special
interes groups—can protect certain domestic induscrcs, firms,and individuals; erect
trade barriers: and make the nation asa whole worse of.

Three implications for action emerge (Table 56). First location, location, loca-
ton! In international trade, the sawy manager's number-one job is 10 leverage
comparative advantage of world-class locations. Shown in the Opening Case, one
erucial reason behind Chinas rise as the world's top merchandise exporting nation
s that many non-Chinese managers at non-Chinese firms have discovered China's
comparative advantage as a low-cost production location. As a result, they st up
factories and export from China—tuwo-hirds of the value-added of Chinese exports
s generated by such foreign-invested frms.

REIEED impications for Action

« Discorar and everage comparatie sdvantage of word csss lacations

o Moniorand nurture the curent comparative avantage of catanlocaions, and take
advantage o new locatns.

+ Bo politcaly sctive 1o demonsiate, safegusrd, and acvance the gainsfrm iterntioral
rads,

Loaming Objoctive

Drow mpicatons o acin.
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comparative advantage s not fixed. Managers must cons
and nurure the current comparative advantage of a location and take advantage
of new promising locations. Managers who fail w realize the departure of com-
parative advantage from cerain locations are likely 1o fall behin. For exampl.
‘umerous German managers have moved production lsewhere, citing Germany's
relatively reduced comparative advantage in basic manufacturing. However, they
sl concentrate top-notch, high-end manufacturing in Germany. leseraging its
excellence in engincering.

Third, managers need to be politcally actie if they appreclate the gains from
trade. In times of economic difficuliics, governments are often wnder preswre 1o
dopt protectionist policies. While managers at many uncomperit
mastered the game of owisting politcians’ arms for more protection, managers at
competitve firms, who tend 1 be pro-free trade, have a tendency 1 shy away from
“polites” They often fail 1o realize that free trade is na free—it requires constant
efforts and sacrifices 1 demonstrate, safeguard, and advance the gains from such
trade. For example, the US—China Business Council, a pro-ree trade (in particular,
pro-China trade) group consisting of 250 large US s that are active in China (such
s Coca-Cola and GE), has stood up and spoken ont againstvarious *China bashers.”

rms have oy

CHAPTER SUMMARY/LEARNING OBJECTIVES

5.1 Use the resource-based and institution-based views o answer why nations
trade.

« The resource-based view suggests that nations
‘one nation generate valuabe, unique, and hard-to-imitate exports that firms
in other nations find it beneficial 0 import.

« The institution-based view argues that as rules of the game, different ks
and regulations governing internationl trade aim to share gains from trade.

52 Understand classical and modern theories of international trade.

* Classical theories include (1) mercandlism, (2 absolute advantage, and
(3 comparative advantage.

« Modern theories include (1) product life cycles, (2) strategic wrade, and
(3 “diamond.”

5.3 Realize the importance of politica realities governing international trade.

« The net impact of various arifTs and NTBs i that the whole nation is worse
off while certain special interest groups (such as certain induscries, frms,
and regions) bencii.

« Economic arguments against free wade center on (1) protectionism and
(2)infant industris.

« Politcal arguments against free trade focus on (1) natonal security.
(2) consumer protection, () forcign policy, and (4 environmental and social
responsibiley.

54 Participate in two leading debates concerning international trade.

« (1) Trade deficit versus trade surplus and (2) classical theories versus new
realiics
5.5 Draw implications for action.
« Be accurately avare of the comparative advantage of certain locations and
leverage their potenial
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+ Monitor and nurture the cu
of new locations.

+ Be politcally active to demonsi
international rade.

ot comparative advantage and take advantage

safiguard, and advance the gains from

KEY TERMS
Lmport, 150 Strategie wade theory, 150
Import quota, 167 Subsidy 16
policy, 167 Import arf, 164 Tarir barier, 164
mping duty, 167 Infant industry Theory of absolute
Balance of wade, 15 angument, 165 advantage, 154
Classical trade Local content Theory of comparative
theories, 153 requirement, 167 advantage, 156
Comparative Merchandise (goods), 150 Theory of mercantilism,
advancage, 156 Modern uade 154

Deadweight cost, 164 thearies, 1 Theory of national

“Diamond” theory, 161 Nontarit barrier competitive sdvantage
NTB), 166 of industies, 161
ndowment, 157 Opportuniy cos, 156 Trade deficit, 15
Factor endovment Produc life cele Trade embargo, 169
theory (Heckscher- theory, 158 Trade surplus, 152
Ohlin theory), 157 Protcctionism, 154 Voluntary export
Finsumover Resource mobilly, 162 restraing (VER), 167
advantage, Services, 130
Free uade, 154 Strategic rade policy, 160

VIEW QUESTIONS

1. Lookat PengAtlas Maps 2.1 (Top Merchandise Importers and Exporters) and
2.2 (Top Service Importers and Exporters). Compare the global position of
the United States in merchandise versus service imports and exports.

a. Docs the United States have an advantage globaly in cither merchandise
or services? Does it have an advantage in both? IF it has any type of advan-
tage, is it absolute or comparative? Or does it have a disadvantage in both?
Explain your answers.

b. Imagine that you were asked (o give reasons why you think it s good, from
the US perspective, to have its position among the countrics of the workd
23 the top importer in both merchandise and services. What reasons would
you mention?

2. Looking at PengAtlas Maps 2.1 and 2.2, given the size of US exports, why
docs the United States import so much? Why not use resources in the US o
produce the things the US currently imports instead of using them o pro-
duce exports?

3. ON CULTURE: Mercantilism involved a relatively significant amount of
government control over both domestic and international activity, whereas
Smiths concept of absolute advantage focused on relative economic freedom
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‘and minimal government controls over domestic and internationsl economic
activity. Do you think that the values prevalent in American culture today are
‘more in line with those of the mercantilsts or those of Smith? If there is some.
combination of Smith and mercantilism, which ends to be dominant?

4. The rules of the game for international trading can be quite complex, s0 why
o nations routinely engage in this acivity?

5. Name and describe the two key components of a balance of trade.
6. Compare and contrast the sx theories of international trade.

7. What are two primary economic arguments that citics use against free trade?
8. Summarize four political arguments against free trade.

9. 1.8 persistent trade deficit a matter of grave concern? Why or why not?
10. Wil the service trade benefit or hurtrich countries?

11, What are some of the factors that managers need to consider when assessing
the comparative advantage of various locations around the world?

12. Why i t necessary for business people to monitor political activity concern-
ing internationsl trade?

CRITICAL DISCUSSION QUESTIONS

1. 1 the trade policy of your country's government protectionist? Why?

2. What is the ratio of merchandise international trade (exports + imports) (o
GDP in your country? How about the ratio for Brazil, China, the EU, Egypt,
India, Japan, Russia, Singapore, Turkey, and the US? Why are there such
differences?

3. ON ETHICS: As a foreign policy tool, rade cmbargoes, such as US embargoes.
against Cuba, Iraq (until 2008), and North Korea, are mean (o discourage
forcign governments. But they also case a great deal of miscry among the
population (such as shortages of medicine and food). Are embargoes ethical?

4. ON ETHICS: While the nation a5 a whole may gain from frec trade, there is no
doubi that certain regions, industries, irms, and individuals may lose their
jobs and livelihood due to foreign competition. How can the rest of the nation
help the unfortunate ones cope with the impact of nternational trade?

LOBAL ACT

1. Gities worldwide differ considerably along many dimensions. However, one
facet of trading internationally is to identify global cities to base 3 network
of operations. Choose one dimension on which to measure different citis.
Then, develop a report that discusses your findings in detail.

2. At times, corporate tax rates in specific locations can be considered a trade.
barrier o business development. As a result, locations that have lower (ax
rates may encourage corporations (o conduct operations or relocate head-
quarters there. Find a list of tax rates for a variety of locations. If you were
part of a company secking to relocate ts operations, which location(s) would
you recommend and why?
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LOSING CASE

Why Are US Exports So Competi

Since the launch of the.
frst.odion of Global

Business,  the rise

of China a5 the lead-

ing exporter has been

wadsly reported (see

the Opening Case). Yet.

what has been itle

reparted by e meda

is that the United States

aso rocketed ahead of

Germany and s now the

words  secondargest

exportr” Never mind all that talk about the decine of
US compatitveness. Animportant part o your uiversty.
education i 1o foster a crital finking mindset by ely-
9 on data and forming svelence-based judgments, as
opposed to being excessvely inluenced by meda fads.
Shown nTable 57 the data suggest a story that s dife-
entfrom tha typicaly porrayed by the media.

In 2013, the United States exported a record
USS158 trlon, with an ervable 8.4% annual increasa.
Of Chinas USS2.21 trllon axports, only about two-theds.
ofthe valus-added was contributed by China. The Urited
States controuted approximately 89% of the valus-
addad of s exports. Do your math he rea value-added
of US exports (USS141 trilon) was simost the same as
thereal value-acded of Chinesa exports (USS148 trion).

In addton, the United
States agan outsod the
longime export cham-
pion. Germany. which
exported US$145. tik
o, and the previously
fond sti)formidable
Japan, which exported
USS715 bilion Don' for.
get: The United States
accompished  such
envatie export success
duing the very dificut
aftermath o the Great Ascession, in which every nation
s sager to exportts way out of recession. What were
the top S export categories? Refined petroeu prod-
ucts, civian arcrah, semiconduciors, passenger cas,
and telecom equipment The top five expor sates were
Toxas (which exporied onesixth of the rations tota
‘oxports), Cakfoma, Hincis, Lousians, and New York The
US Degartiment of Commerce proudy noted, “fusiing
ur economic recovery, exports ae a bright spot in the
US economy’

Why are US exports so competitve? What is
unique about US exports? What has been drving thlr
ecent rise in a bleak global economic envionment?
On 10p of the Great Recassion. one can add more
ecent catastrophes such as the Japanese sarthquake.

Top Five Merchandise (Goods) Exporting Nations

2006 2011
' Germany China

2 Uned States Uned States Uit States

3 hina Unitd States Gormany Gormany

4 sapan sapan sapan Japan

s France Netherands Netherands Netherands
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the Thai floods, the euo zone criss, the Middie East
turmo, the Russian sanctons, and the Ebola crsi.
o make a long story short, first, US exports have to
delver valve. Consider civiian airraft. One crucal
reason that the new Bosing 787 Dreaminer became
the hottest sefing afiner prior o ts launch s its abi-
ity 10 rechice fusl consumption by 15%—music to
the ears of arine executives who suffer from high
ol prices. Second, US exports also have 1 be rare
and hard to imitate. There is no shortage of global
rivals tearing apart US prodcts and trying to reverse-
‘engineer them. European, Russian, and Chinse asro-
‘space firms are doing this at this moment by trying
10 outBoeing Boeing. Whie Arbus has been quite
successful, neither Russian nor Chinese civilan a-
craft makers have much presence in export markets.
Finaly, US exporters have to organize themsalves ina
‘more productive and efficent mamner relatve to their
lobal val. It s hard anough to design and manufac-
ture worldclass aifcraft butt s no less challenging to
operate service, training, and mantenance networks
for aiines that cannot afford any equipment break-
‘down fora long period—on a workdwids basis and for
201030 years after the inia sae.

Whie the products themssives have 1o be strong
and compstitve, Uncle Sam has also helped. At
loast ten federal agencies offer export assistance:
the Departments of Commerce, State, Treasury,
Ensrgy. and Agicultre as well as the Offce of US
‘Trade Representative (USTR), Exportimport Bank (Ex
Im Bark, US Agency for Intemational Development.
(USAID), Overseas Prvate Investment Corporation
(OPIC), and Smal Business Administiaton (SBA)
Since only approxmataly 1% of all US firms export
‘and 58% of them export to just one country, clearly
‘more assistance wil be helpful f mrs irms ae inter-
sted i joning the export game.

‘Going beyond routine export assistance, new inte-
tves focus on negotistng free rade agresments (FTAS)
wah traing pariners. As of this writing, the United
States has 12 FTAs in foros with 18 countries: Austata,
Bahvain, Chie, DR-CAFTA (Dominican Republic-Cenral
America FTA, which covers Costa Rica, Domminican
Republic, EI Saivackr, Guatermala, Honduras, and Nica-
ragua, Isras, Jordan, Morocco, NAFTA. which cov-
rs Canada and Mexico), Oman, Peru. Singapore, and

South Korea. In addtion, two FTAs with Panama and
‘Colombia were negotited. but they are stl pending
‘Congressional approva. FTAs typically rechxce tade br-
iers 1o US exports nd create a mre stable and trans-
parent rading environment.Inthefrst FTA withan East
‘Asian county, the South Korea-US FTA also known as
KORUS), South Korea agreed to phase out a 40% tarif
o0 US beef imports, and the United States agroed to
waive 3 25% tarff on Korean auto impers.

In additon 1o FTAs, the US govemment often
nagotiates with other foreign governments for bettar
market access and terms of rade for US exporters.
The push to get the Chinesa to let the yuan appreci-
ate, 50 that the dollar can be cheaper and US exports
‘can be more competitve, is a case i point. Despite
‘an allegedly articial” low yuan and a government
eager 1o pramote China's own exports, China rose
rom being the ninthiargest US export market in 2001
10 the thrcHargest in 2011 (behind Canada and Mex-
c0). Duting that period, US exports to China jumped
more than 400%, while US exports o the rest of the.
‘world only grew 55%. Given the stil huge US trade
defict (of which the US~China trads defict s the larg-
st component), clearly there is more room 1 push
US exports

In adiion to formal insttutons,informal norms and
Values—5th at home and abroad—pay a rol behind
US exports. At home, althe tak about the virtue and
necessty of snergy conservation and going green evi-
denty has siowlybecome a part o the American culural
norm. One pece of evidence s that US il consumpion
has decined since 2006, This helps expiain why refined
petroleum products fsuch as gasoline, diessl, and jet
fuel recentl shot ahsad of ciian arcrat to become
the numberone export category. This s party because
much of the refiring capacity the Urited Sates added
n the past decade s now geared toward exports. Whie
urus wits about the decine of US influence, the nfor
el norms of consuming and appreciating US products.
em to prolferate overseas. In Pars metro funder-
round) statons, almost every cther poster seems to
be about a Holywood bockbuster. In Accra, the midde
class flock into Ghana's first KFC and fok the fingers.
reased by grown-n-USA chcken. If you are studying
this book outsid the United States, then you are a US
export customer too. Enoy!
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‘CASE DISCUSSION QUESTIONS:

1. ON ETHICS: Pror to taking ths class and study-

ing this case, have you often heard o read about

the dacline of US export competitveness? What

are the socil and ethical impications of such

‘excossive {one-sided) negative reporting? Doss
this case change your mind? Why?

v r 3 g o oy o s o US e

s

2. From a resource-based view, explain why US
‘exports are s0 competiive?

3. From an insttution-based view, explin why US
xports are so competitive?
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Trading Internationally

OPENING CASE

EMERGING MARKETS: Is China the Largest Trading Nation of the World?

Intematonsl trade has two deections: export and
import. It has two components: merchandiss (goods)
and senvces. The ratio between merchandsse and ser-
Vice trade is generally 4:1. Is China now the workls
largest trading naton?

The ubiquitous Made-n-China products around
the world are the most visble evidence of the ise.
of China as & trading nation. Between the publcation
of Global Business's second editon (with 2008 data)
and third edition (with 2011 datal, China dethroned
Germany to became the world's champion merchan-
dise exporter—a distinction It has maintaned in tis
fourth edition fwith 2013 data). Why does the rest of
the world buy so many Maden-Chira products? With-
out getting into defais, we can safely say—from a
resource-based view—that Chingse exports win mar-
Kets because they deliver valus, as rare, and possess.
hardtoimitate atributes. Such products range from,
lowtech shoes and toys 1o highvtech smartphones
{made by Lenovo and Xiaomi and telecom squipment
{made by Huawei and ZTE). With 3% of GDP com-
ng from manufacturing fthe word's highess), China's
‘manufacturing capabiities have not only propelled ts
‘export growth, but have also undarpinned its rise as.
the workds second-argest ecanomy.

From an instiution-based view, China's accession
0 the Werld Trade Organization (WTO} in 2001 has.

certainly contrbuted to s rise as a trading nation
In additon, it has free trade agreements (FTAS) with
the Associaton of Southeast Asian Nations (ASEAN—
With ten member countries), Chle, Costa Rica, New
Zealand, Pakistan, Pery, and Singapore. China i also.
negotiating FTAS with Austala, oeland, Japan, Norway,
and South Korea as well as two regional bodies: the.
{Persian) Gulf Cooperation Counci (GCC) and Southem
Afica Customs Urion (SACU)

Wrile China’s merchandise exports often atiract
attention, ess visibie but equal important is China's
Voracious appetie for merchandise imports. Between
the thict and fourth editions of Globa! Business, China
dsplaced Germary as the second-argest merchandse.
importer—only behind the United States, The majorty of
(Chinese imports consistsof raw mateias such as Aus-
tralan coal, Chiean copper, and Russian oil and indus-
al supples (such s Toshiba dectionic components and.
Texas Instruments semiconductors. A curious feature.
of Chinese exports is that most of them are produced
by nonChinese fims operating in China. These firms,
Souce aot of components from around the word 10 be.
assembied in China. Meticuious research on “Designed
n Caiforia, Assembled in China™ Appbe Phones and
Pads finds that that 60% to 70% of their value comes
from imports from economies such as Germany, Jspan,
‘South Korea, Tawan, and the United Sttes. The real
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alue-added in China i about 10%—Apple captures the
rest. Given that iPhones and iPads are mads in China
by Tawan-based Foxconn, which repatriates some of
its samings to Tawan, th real value-acled that stays in
Crina due to al that hard work to assembie and export
{Phones and iPads is significanty less than 10%. Whie
{Phones and iPads may be extreme cases, overal China
‘only ackis 67% of the vakue of fs exparts. In compar-
son, the United States adds 89% of the value 10 its
xports(ses the Closing Case).

China does enjoy the world's seconcHiargest
merchandise trade surplus (USS259 billon)—behind
Germany's shghtly larger merchandise surplus
1US$264 billon). At the same time, China sufers
from the worlds biggest defict in service trade
{US$124 bikon). As an active trader of services,
China is fith in service exports (behind the United
States, Britain, Germany, and France) and second in
service imports (behind the United States). Its lead-
ing contributor to service trade defict is tourism. As
the largest group of nternational tourists, one out of
every ten international tourists is now Chinse. As
2 group, they spend more and focus more on shop-
ping. In 2013, they spent US$129 bilion, followed
by American tourists who spent USS8 bilion. The
average Chinsse tourist induiges himherself with

USS1,130 taxfres purchases vis-vis US$494 by
the average Russian tourist.

‘With USS4.2 trilion in merchancise trade, China s
the workds largest merchandise trader. However, ack-
ing all the merchandise exports and imports as well
s service exports and imports [see Table 5.1, China,
‘whose tota rade volume is US$4.7 trilion, is ot the
largest trading nation. It is the second-argest trad-
ing nation. With a total trade volume of USSS trilion,
the United States is the workls trade champion. In
percentage terms, a substantialy higher percent-
398 (53%) of Chinese GP is traded vis-auis a lower
30% of US GDP that is tradsd. In the next decade,
as the overal size of the Chinese sconomy becomes.
farger than the US economy. it i likly that China wil
dethrons the United States to become the argest trad-
ing ration. While examining the tota volume of rad
interesiing, on a percapita bass, China onlyranks 99th
in the world given ts huge population of 1.34 bilion.

Sarces: Basacn 1 Blrnbrg snessuesk 2014 T otsts
o 10 cspar ri, At 17 17215, 2 oot 2014 A
7 gt e, ety 130, 3 oot 0. Corg o 4 ek
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rvim, ey 18 7273 8 oot 204, 2 s 3945
25,150 W on 1 K Myt 203 Wi h st o UK
g R o M et Ewiance Pt 2.
Lindon U Gonarenas O for e 7 s T O,
2004, o s gt 06 Gart WO

Wy are Chinese merchandise exports 5o competitve in the workd? Why doss China's
service trade sufer a huge defict? More generally, how does internatonal rade con-
ibute to a nation's economic growth and prosperty? Intemational rade is the oid-
est and st the most important bulding block of ntermational business. It has never
failed 0 generate debates. Detates on intemational ade tend 10 be very ferocious,
because so much is at stake. We begin by addressing & cruciel queston: Why do
nations trade? Then we outine how the two core perspectives introduced in earler
chapters—namety. resource-based and insttuton-based views—can help answer ths
question. The remainder of the chapter deals with the theares and realtes o interna-

s s o mswer whyntans

e
tionaltade. As before, debates and implicatons fo acton follow:

Bport

Saling abrosd. "

) 51 Why Do Nations Trade?

Buyingfrom sosd rmationally, trade means export (sll abroad) and import (buy from abroad).
“Table 5.1 provides  sapshot o the top 10 exporting and importing nations in

Snerchandte (goodd the two main sectors: merchandise (goods) and services. In merchandise exports,

Tangiie rodcts g VS, iy, the United Sates, and Germany are the top three. In merchandise imports,

Sorvdons the top theee are the United States, China, and Germany. In sarvices, the Unised




image4.png
Top 10 o Annual Top 10 World | Ann
merchandie | Vol Change morchondive e | chan

2200 | no% | 8%

V) Unsasaws | 20 | w3 | 0%
0 | e | x| 2| o | oan |
v | m | w3 Gamey san | o
ms | asn | 0w | 4] e | som | -ox
e | aex | o | 6| e sex |
s | am | o | o Uiedkesdon | ess | s | -sx
s | ao% | o | 7 koo o2 | 3w | e
s | 2o% | 1% | 8| Novwramas s | am | o
se | aex | 9% | 8 Samkoms se | 2% | o
P e e ™ o | asx |

World total

e (USS billio g """‘" w;""”v (USS bl N """‘
| UnoaSaws | 662 | 143% | 5% | 1| Unodsaws | 42 | 98w | 4%
2| Unmdkogaom | ma | e | % | 2| e | aem | e
3| Gemamy s | e | ex | 3| Gemmy w | x| e
o e | ome | s | ow | 4| Foe wo | e | e
s| o w5 | aen | 7% | 8 eakegam | m | e | -
of s | w | am | ax 6| e w | am | o
7| Neterinas wo| e | ux | 7 Seowow ws | 20w | en
o uwn | ows | am | % |6 Newws | @ | 20% |
o span P T A I ws | 2w | -
0 |vongkong.Chna| 133 | 2om | ex 10| Ause m | 2w |

Woldtowl | 4 toon e Wodtowl | a3 0w |

o e Tndn Ot 201, o T g 204, Append b 3 3n45 G WTO et ol M

are the top two and three service exporters, respectively. China and Germany are
the top two and three service importers, respectively.

Why do nations trade? Without getting into details, we can safely say that
there must be economic gains from trade (see PengAtias Map 2.1 and 2.2). More
importantly, both sides must share such gains—otherwise, there wil be no will
ing exporters and importers. In other words, internationl trade is & win-win desl.
Figure 5.1 shows that workd trade growth (averaging more than 5% becween 1993
and 2019) generally oupaces GDP growth (averaging nearly 9% during the same
period). However, in 2012 and 2013, workd trade grew at roughly the same rate as
world GDP growth.

Why are there gains from trade?’ How do nations henefit from such gains?
The remainder of the chapter will answer these questions. Before proceeding, it
iportant 1o clarify that “nations trade” is a misleading statement. A more accu-
rate expression should be: “Firms from different nations trade.™ Unless different
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ovcrmments dinctly by e sl from each other (such s e e, the sor
iy of trade b conducted by s, which pay e atenton 10 counrykve rami-
cadons Fo cxample, Wal Mart mports ot ntothe Unied States and docs nok
export much. Wal-Mart thus diretly contribuies o the US trade defct (o nation
mports more than  cxport), which issomethin the US government does not
ke, Howerer, n mot countries, governmentscanno el irms, such 2 Wl Mar,
whattodo (ot do)unles rns cogage i llcgal actviies, Therefoe,whern
e sk, "Why do naions trades” we ar really sk, “Wi do fres from diflerenk
nations trade?” When discussing the US-China trade whereby China runs a trade
surplus (s nation exports mare than i mport), we are relly efering to thou-
s of S frms by from and seling o China, which sl has thosands of
s baying rom and sellng 1o the Unied States. The ggeguion of sich by
(importing) andsllng (cxporting) b boh s cads 0 the countrylve balance
of rade—namely, whether  country has a trade surplus or deick.

Having acknowlcdged the lmiation of the expression tha “nations rade
‘we will il e 1. Whn? Because it s commonly used and serves s  shorand
wersion of the moe-accurae but morecumbersome expecson that s from
B scoromic condion 1A et nations rade- This clarication docs xble u 0 e he two frmdel
— penpectivesintrodced arler—namel,the resource ased and nsiuion-bised

Views—to she lght on why nations rade.
T om oo ot o, e, i, and o
Ao corom condion £ty derived (VRIO) producsthat determine the competiive advantage o i,
imports. Applying this insight, we can suggest that VRIO produucts generated by organiza-

onallyszong frms i one ko can lead to the competive advaniage of s
cxport (s he Opening and Closig Cass) Futhe, secall from Chpeers 2
I Sgn 1090 and 3 dhat mamerouspolically and cuural drived e ofthe game (ko
e e r® 2 insinadons) constran e fclate indieual and frm behavior. For cxam-
e ple. akhough American movies are the bes i the work, Canads, France, and

Trade defict
A sconomic coniton in which

Balance of trade.




