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       International Linkages 
  Several economic flows link the U.S. economy and the 
economies of other nations. As identified in  Figure 5.1 , 
these flows are:
 •       Goods and services flows  or simply  trade flows  The 

United States exports goods and services to other na-
tions and imports goods and services from them.  

 •      Capital and labor flows  or simply  resource flows  
U.S. firms establish production facilities—new 
capital—in foreign countries, and foreign firms 
establish production facilities in the United States.
Labor also moves between nations. Each year many 
foreigners immigrate to the United States and some 
Americans move to other nations.  

 •      Information and technology flows  The United 
States transmits information to other nations about 
U.S. products, prices, interest rates, and investment 
opportunities and receives such information from 
abroad. Firms in other countries use technology cre-
ated in the United States, and U.S. businesses incor-
porate technology developed abroad.  

 •      Financial flows  Money is transferred between the 
United States and other countries for several pur-
poses, for example, paying for imports, buying for-
eign assets, paying interest on debt, and providing 
foreign aid.    

   The United States and 
World Trade 
  Our main goal in this chapter is to examine trade flows 
and the financial flows that pay for them. What is the ex-
tent and pattern of international trade, and how much has 
that trade grown? Who are the major participants? 

 Volume and Pattern 
  Table 5.1  suggests the importance of world trade for se-
lected countries. Many countries, with restricted resources 
and limited domestic markets, cannot efficiently produce 
the variety of goods their citizens want. So they must im-
port goods from other nations. That, in turn, means that 
they must export, or sell abroad, some of their own prod-
ucts. For such countries, exports may run from 25 to 
50 percent or more of their gross domestic product (GDP)—
the market value of all goods and services produced in an 
economy. Other countries, the United States, for example, 
have rich and diversified resource bases and large internal 
markets. Although the total volume of trade is huge in the 
United States, it constitutes a smaller percentage of GDP 
than it does in a number of other nations. 

   Volume    For the United States and for the world as a 
whole the volume of international trade has been  increasing 

FIGURE 5.1 International linkages. The U.S. economy is 
intertwined with other national economies through goods and services flows 
(trade flows), capital and labor flows (resource flows), information and 
technology flows, and financial flows.
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financial markets. That web is so complex that it is difficult to determine just what is—or isn’t—an 
American product. A Finnish company owns Wilson sporting goods; a Swiss company owns Gerber 
baby food; and a South African corporation owns Miller Brewing. The Chrysler PT Cruiser is as-
sembled in Mexico. Many “U.S.” products such as Boeing aircraft contain numerous components 
from abroad, and, conversely, many “foreign” products such as Airbus planes contain numerous 
U.S.-produced parts.
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  United States, Japan, and Western 
Europe    As Global Perspective 5.1 indicates, the top 
participants in world trade by total volume are Germany, 
the United States, China, and Japan. In 2004 those four 
nations had combined exports of $2.9 trillion. Along with 
Germany, other western European nations such as France, 
Britain, and Italy are major exporters and importers. The 
United States, Japan, and the western European nations 
also form the heart of the world’s financial system and 
provide headquarters for most of the world’s large 
   multinational corporations  —firms that have sizable pro-
duction and distribution activities in other countries. Ex-
amples of such firms are Unilever (Netherlands), Nestlé 
(Switzerland), Coca-Cola (United States), Bayer Chemi-
cals (Germany), and Mitsubishi (Japan). 

  New Participants    Important new participants have 
arrived on the world trade scene. China, with its increased 
reliance on the market system and its reintegration of 
Hong Kong, is a major trader. Since China initiated re-
forms in 1978, its annual growth of output has averaged 
9 percent (compared with about 3 percent in the United 
States). At this remarkable rate, China’s total output 
nearly doubles every 8 years! An upsurge of exports and 
imports has accompanied that economic growth. In 1990 
Chinese exports were about $60 billion. In 2005 they 
were nearly $762 billion, with about one-fifth of China’s 
exports going to the United States. Also, China has been 
attracting substantial foreign investment ($60 billion in 
2005 and more than $1 trillion since 1990). In fact, China 
has become the number-one destination of foreign invest-
ment in the world. 
  Other Asian economies are also active traders. In par-
ticular, Singapore, South Korea, and Taiwan are major ex-
porters and importers. Although these three economies 
experienced economic difficulties in the 1990s, their com-
bined exports exceed those of France, Britain, or Italy. Other 
economies of southeast Asia, particularly Malaysia and 
 Indonesia, also have expanded their international trade. 
  Other changes in world trade patterns have resulted 
from the collapse of communism in eastern Europe and 
the former Soviet Union. Before that collapse, the eastern 
European nations of Poland, Hungary, Czechoslovakia, 
and East Germany traded mainly with the Soviet Union 
and such political allies as North Korea and Cuba. Today, 
East Germany is reunited with West Germany, and 
Poland, Hungary, and the Czech Republic have estab-
lished new trade relationships with western Europe and 
the United States. 
  Russia itself has initiated far-reaching market reforms, 
including widespread privatization of industry, and has 

made major trade deals with firms around the globe. Al-
though its transition to capitalism has been far from 
smooth, Russia may one day be a major trading nation. 
Other former Soviet republics—now independent 
nations—such as Estonia and Azerbaijan also have opened 
their economies to international trade and finance. 

QUICK REVIEW 5.1

• Four main categories of economic flows link nations: goods 
and services flows, capital and labor flows, information and 
technology flows, and financial flows.

• World trade has increased globally and nationally. In terms 
of volume, the United States is the world’s leading 
international trader. But with exports and imports of only 
about 11 to 16 percent of GDP, the United States is not as 
dependent on international trade as some other nations.

• Advances in transportation and communications technology 
and declines in tariffs have all helped expand world trade.

• The United States, China, Japan, and the western European 
nations dominate world trade. Recent new traders are the 
Asian economies of Singapore, South Korea, and Taiwan; the 
eastern European nations; and the former Soviet states.

   Specialization and Comparative 
Advantage 
 Given the presence of an  open economy —one that includes 
the international sector—the United States produces more 
of certain goods (exports) and fewer of other goods (im-
ports) than it would otherwise. Thus U.S. labor and other 
resources are shifted toward export industries and away 
from import industries. For example, the United States 
uses more resources to make commercial aircraft and to 
grow wheat and less to make autos and clothing. So we 
ask: “Do shifts of resources like these make economic 
sense? Do they enhance U.S. total output and thus the 
U.S. standard of living?” 
 The answers are affirmative. Specialization and inter-
national trade increase the productivity of a nation’s re-
sources and allow for greater total output than would 
otherwise be possible. This idea is not new. Adam Smith 
had this to say in 1776:

 It is the maxim of every prudent master of a family, never to 
attempt to make at home what it will cost him more to make 
than to buy. The taylor does not attempt to make his own 
shoes, but buys them of the shoemaker. The shoemaker 
does not attempt to make his own clothes, but employs 
a taylor. The farmer attempts to make neither the one nor 
the other, but employs those different artificers. . . . 
  What is prudence in the conduct of every private family, 
can scarce be folly in that of a great kingdom. If a foreign 
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that $1 will buy 100 yen or ¥100 worth of Japanese goods. 
Conversely, 100 yen will buy $1 worth of U.S. goods.   

 Changing Rates: Depreciation 
and Appreciation 
 What might cause the exchange rate to change? The de-
terminants of the demand for and supply of yen are similar 
to the determinants of demand and supply for almost any 
product. In the United States, several things might increase 
the demand for—and therefore the dollar price of—yen. 
Incomes might rise in the United States, enabling residents 
to buy not only more domestic goods but also more Sony 
televisions, Nikon cameras, and Nissan automobiles from 
Japan. So people in the United States would need more 
yen, and the demand for yen would increase. Or a change 
in people’s tastes might enhance their preferences for Japa-
nese goods. When gas prices soared in the 1970s, many 
auto buyers in the United States shifted their demand from 
gas-guzzling domestic cars to gas-efficient Japanese com-
pact cars. The result was an increased demand for yen. 
  The point is that an increase in the U.S. demand for 
Japanese goods will increase the demand for yen and raise 
the dollar price of yen. Suppose the dollar price of yen 
rises from $.01 � ¥1 to $.02 � ¥1. When the dollar price 
of yen increases, we say a   depreciation   of the dollar rela-
tive to the yen has occurred. It then takes more dollars 
(pennies in this case) to buy a single yen. Alternatively 
stated, the  international value of the dollar  has declined. A 
depreciated dollar buys fewer yen and therefore fewer 
Japanese goods; the yen and all Japanese goods have be-
come more expensive to U.S. buyers. Result: Consumers 
in the United States shift their expenditures from Japanese 
goods to now less expensive American goods. The Ford 
Taurus becomes relatively more attractive than the Honda 
Accord to U.S. consumers. Conversely, because each yen 
buys more dollars—that is, because the international value 
of the yen has increased—U.S. goods become cheaper to 
people in Japan and U.S. exports to Japan rise. 
  If the opposite event occurred—if the Japanese 
demanded more U.S. goods—then they would supply 
more yen to pay for these goods. The increase in the supply 
of yen relative to the demand for yen would decrease the 
equilibrium price of yen in the foreign exchange market. 
For example, the dollar price of yen might decline from 
$.01 � ¥1 to $.005 � ¥1. A decrease in the dollar price of 
yen is called an   appreciation   of the dollar relative to the 
yen. It means that the international value of the dollar has 
increased. It then takes fewer dollars (or pennies) to buy a 
single yen; the dollar is worth more because it can pur-
chase more yen and therefore more Japanese goods. Each 

Sony PlayStation becomes less expensive in terms of 
dollars, so people in the United States purchase more of 
them. In general, U.S. imports rise. Meanwhile, because it 
takes more yen to get a dollar, U.S. exports to Japan fall. 
   Figure 5.4  summarizes these currency relationships. 
 (Key Question 6)       

QUICK REVIEW 5.2

• A country has a comparative advantage when it can produce 
a product at a lower domestic opportunity cost than a 
potential trading partner can.

• Specialization based on comparative advantage increases the 
total output available for nations that trade with one another.

• The foreign exchange market is a market in which national 
currencies are exchanged.

• An appreciation of the dollar is an increase in the 
international value of the dollar relative to the currency of 
some other nation; after appreciation a dollar buys more 
units of that currency. A depreciation of the dollar is a 
decrease in the international value of the dollar relative to 
some other currency; after depreciation a dollar buys fewer 
units of that currency.

FIGURE 5.4 Currency appreciation and depreciation.  
Suppose the dollar price of a certain foreign currency rises (as illustrated by 
the upper left arrow).  That means the international value of the dollar 
depreciates (upper right arrow). It also means that the foreign currency 
price of the dollar has declined (lower left arrow) and that the international 
value of the foreign currency has appreciated (lower right arrow).
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 Government and Trade 
  If people and nations benefit from specialization and 
 international exchange, why do governments sometimes 
try to restrict the free flow of imports or encourage ex-
ports? What kinds of world trade barriers can govern-
ments erect, and why would they do so? 

 Trade Impediments and Subsidies 
 There are four means by which governments commonly 
interfere with free trade: 
 •       Protective tariffs   are excise taxes or duties placed on 

imported goods. Protective tariffs are designed to 
shield domestic producers from foreign competition. 
They impede free trade by causing a rise in the prices 
of imported goods, thereby shifting demand toward 
domestic products. An excise tax on imported shoes, 
for example, would make domestically produced 
shoes more attractive to consumers.  

 •       Import quotas   are limits on the quantities or total 
value of specific items that may be imported. Once a 
quota is “filled,” further imports of that product are 
choked off. Import quotas are more effective than 
tariffs in retarding international commerce. With a 
tariff, a product can go on being imported in large 
quantities; with an import quota, however, all im-
ports are prohibited once the quota is filled.  

 •       Nontariff barriers   (and, implicitly,  nonquota  barriers) 
include onerous licensing requirements, unreason-
able standards pertaining to product quality, or sim-
ply bureaucratic red tape in customs procedures. 
Some nations require that importers of foreign goods 
obtain licenses and then restrict the number of licenses 
issued. Although many nations carefully inspect im-
ported agricultural products to prevent the introduc-
tion of potentially harmful insects, some countries 
use lengthy inspections to impede imports.  

 •       Export subsidies   consist of government payments to 
domestic producers of export goods. By reducing 
production costs, the subsidies enable producers to 
charge lower prices and thus to sell more exports in 
world markets. Two examples: Some European gov-
ernments have heavily subsidized Airbus Industries, 
a European firm that produces commercial aircraft, 
to help Airbus compete against the American firm 
Boeing. The United States and other nations have 
subsidized domestic farmers to boost the domestic 
food supply. Such subsidies have lowered the market 
price of food and have artificially lowered export 
prices on agricultural produce.    

 Why Government Trade 
Interventions? 
 In view of the benefits of free trade, what accounts for the 
impulse to impede imports and boost exports through 
government policy? There are several reasons—some 
 legitimate, most not. 

  Misunderstanding the Gains from Trade    It 
is a commonly accepted myth that the greatest benefit to 
be derived from international trade is greater domestic 
employment in the export sector. This suggests that ex-
ports are “good” because they increase domestic employ-
ment, whereas imports are “bad” because they deprive 
people of jobs at home. Actually, the true benefit created 
by international trade is the overall increase in output ob-
tained through specialization and exchange. A nation can 
fully employ its resources, including labor, with or without 
international trade. International trade, however, enables 
society to use its resources in ways that increase its total 
output and therefore its overall well-being. 
  A nation does not need international trade to operate 
 on  its production possibilities curve. A closed (nontrading) 
national economy can have full employment without in-
ternational trade. However, through world trade an econ-
omy can reach a point of consumption  beyond  its domestic 
production possibilities curve. The gain from trade is the 
extra output obtained from abroad—the imports obtained 
for less cost than the cost if they were produced at home. 

  Political Considerations    While a nation as a 
whole gains from trade, trade may harm particular domes-
tic industries and particular groups of resource suppliers. 
In our earlier comparative-advantage example, specializa-
tion and trade adversely affected the U.S. avocado industry 
and the Mexican soybean industry. Those industries might 
seek to preserve their economic positions by persuading 
their respective governments to protect them from im-
ports—perhaps through tariffs or import quotas. 
  Those who directly benefit from import protection 
are few in number but have much at stake. Thus, they have 
a strong incentive to pursue political activity to achieve their 
aims. However, the overall cost of tariffs and quotas typi-
cally greatly exceeds the benefits. It is not uncommon to 
find that it costs the public $200,000 or more a year to 
protect a domestic job that pays less than one-fourth that 
amount. Moreover, because these costs are buried in the 
price of goods and spread out over millions of citizens, 
the cost born by each individual citizen is quite small. In the 
political arena, the voice of the relatively few producers de-
manding  protectionism  is loud and constant, whereas the 
voice of those footing the bill is soft or nonexistent. 
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producers  do  get hurt and their workers must find employ-
ment elsewhere, foreign competition clearly benefits con-
sumers and society in general. Imports break down the 
monopoly power of existing firms, thereby lowering prod-
uct prices and providing consumers with a greater variety 
of goods. Foreign competition also forces domestic pro-
ducers to become more efficient and to improve product 
quality; that has already happened in several U.S. indus-
tries, including steel and autos. Most U.S. firms can and 
do compete quite successfully in the global  marketplace. 
  What about the U.S. firms that cannot compete suc-
cessfully in open markets? The unfortunate reality is that 
they must sell off production facilities, scale back their op-
erations, and try to develop new products. If they remain 
unprofitable despite their best efforts, they will need to 
go out of business. Persistent economic losses mean that 
scarce resources are not being used efficiently. Shifting 
those resources to alternative, profitable uses will increase 
total U.S. output. It will be far less expensive for the 
United States to provide training and, if necessary, reloca-
tion assistance to laid-off workers than to try to protect 
these jobs from foreign competition. 

QUICK REVIEW 5.3

• Governments curtail imports and promote exports through 
protective tariffs, import quotas, nontariff barriers, and 
export subsidies.

• The General Agreement on Tariffs and Trade (GATT) 
established multinational reductions in tariffs and import 
quotas. The Uruguay Round of GATT (1993) reduced tariffs 
worldwide, liberalized international trade in services, 
strengthened protections for intellectual property, and 
reduced agricultural subsidies.

• The World Trade Organization (WTO)—GATT’s 
successor—rules on trade disputes and provides forums for 
negotiations on further rounds of trade liberalization. The 
current round is called the Doha Round.

• The European Union (EU) and the North American Free 
Trade Agreement (NAFTA) have reduced internal trade 
barriers among their members by establishing large free-
trade zones. Of the 25 EU members (as of 2006), 12 now 
have a common currency—the euro.

 Global Competition 
 Globalization—the integration of industry, commerce, com-
munication, travel, and culture among the world’s nations—
is one of the major trends of our time. (See Global 
Perspective 5.3 for a list of the top 12 globalized nations, 
according to one set of criteria.) There is a lively debate in-
ternationally as to whether globalization is a positive or neg-
ative force. Those who support globalization focus on the 
improvements to general standards of living that it brings. 
Those who oppose it express concerns about its impacts on 
the environment, unionized workers, and the poor. (We dis-
cuss this issue in detail in the Last Word to Chapter 35.) 
  One thing about globalization is certain and relevant 
to our present discussion: It has brought intense competi-
tion both within the United States and across the globe. In 
the United States, imports have gained major shares of 
many markets, including those for cars, steel, lumber, car 
tires, clothing, sporting goods, electronics, and toys. Nev-
ertheless, hundreds of U.S. firms have prospered in the 
global marketplace. Such firms as Boeing, McDonald’s, 
Intel, Coca-Cola, Microsoft, Monsanto, Procter & 
Gamble, and Caterpillar have continued to retain high 
market shares at home and have dramatically expanded 
their sales abroad. Of course, not all firms have been suc-
cessful. Some have not been able to compete, because their 
international competitors make higher-quality products, 
have lower production costs, or both. 
  Is the heightened competition that accompanies the 
global economy a good thing? Although some domestic 

GLOBAL PERSPECTIVE 5.3

The Top 12 Globalized Nations, 2005
Foreign Policy magazine publishes an annual list of the worlds’ 
most globalized nations, based on 13 key indicators such as 
foreign trade, cross-border travel, Internet use, and interna-
tional investment flows. Here is the magazine’s list, in descend-
ing order, for 2005.

2. Ireland

3. Switzerland

1. Singapore

5. Netherlands

8. Sweden

10. Finland

6. Canada

7. Denmark

9. Austria

12. United Kingdom

11. New Zealand

4. United States

Source: A. T. Kearney, Foreign Policy, www.foreignpolicy.com and 
www.atkearney.com.
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China Production Possibilities

Product A B C D E F

Apparel (in thousands) 30 24 18 12  6  0

Chemicals (in tons)  0  6 12 18 24 30

U.S. Production Possibilities

Product R S T U V W

Apparel (in thousands) 10 8 6  4   2  0

Chemicals (in tons)  0 4 8 12 16 20

      1.  Describe the four major economic flows that link the United 
States with other nations. Provide a specific example to il-
lustrate each flow. Explain the relationships between the top 
and bottom flows in  Figure 5.1 .  

    2.  How important is international trade to the U.S. economy? 
In terms of volume, does the United States trade more with 
the industrially advanced economies or with developing 
economies? What country is the United States’ most im-
portant trading partner, quantitatively?  

    3.  What factors account for the rapid growth of world trade 
since the Second World War? Who are the major players in 
international trade today? Besides Japan, what other Asian 
nations play significant roles in international trade?  

    4.   KEY   QUESTION  The following are production possibilities 
tables for China and the United States. Assume that before 
specialization and trade the optimal product mix for China 
is alternative B and for the United States is alternative U.

Study Questions
cal nations of Canswicki and Tunata:

   Canswicki: 1 can baby formula � 2 cans tuna fish 
   Tunata: 1 can baby formula � 4 cans tuna fish  

   In what product should each nation specialize? Explain why 
terms of trade of 1 can baby formula � 2  1 _ 2   cans tuna fish 
would be acceptable to both nations.  

    6.   KEY   QUESTION  True or False? “U.S. exports create a de-
mand for foreign currencies; foreign imports of U.S. goods 
create a supply of foreign currencies.” Explain. Would a de-
cline in U.S. consumer income or a weakening of U.S. pref-
erences for foreign products cause the dollar to depreciate 
or to appreciate? Other things equal, what would be the ef-
fects of that depreciation or appreciation on U.S. exports 
and imports?  

    7.  If the European euro were to decline in value (depreciate) in 
the foreign exchange market, would it be easier or harder 
for the French to sell their wine in the United States? Sup-
pose you were planning a trip to Paris. How would depre-
ciation of the euro change the dollar cost of your trip?  

    8.  True or False? “An increase in the American dollar price of 
the South Korean won implies that the South Korean won 
has depreciated in value.” Explain.  

    9.  What measures do governments take to promote exports 
and restrict imports? Who benefits and who loses from pro-
tectionist policies? What is the net outcome for society?  

    10.   KEY   QUESTION  Identify and state the significance of each 
of the following: ( a ) WTO; ( b ) EU; ( c ) euro; ( d ) NAFTA. 
What commonality do they share?  

    11.  Explain: “Free-trade zones such as the EU and NAFTA lead 
a double life: They can promote free trade among members, 
but they pose serious trade obstacles for nonmembers.” Do 
you think the net effects of trade blocs are good or bad for 
world trade? Why? How do the efforts of the WTO relate 
to these trade blocs?  

    12.  Speculate as to why some U.S. firms strongly support trade 
liberalization while other U.S. firms favor protectionism. 
Speculate as to why some U.S. labor unions strongly sup-
port trade liberalization while other U.S. labor unions 
strongly oppose it.  

    13.  What is the Doha Round and why is it so-named? How 
does it relate to the WTO? How does it relate to the Uru-
guay Round?  

    14.   LAST   WORD  What point is Bastiat trying to make in his 
imaginary petition of the candlemakers?         

      a.  Are comparative-cost conditions such that the two areas 
should specialize? If so, what product should each 
produce?  

   b.  What is the total gain in apparel and chemical output 
that would result from such specialization?  

   c.  What are the limits of the terms of trade? Suppose 
actual terms of trade are 1 unit of apparel for 1  1 _ 2   units of 
chemicals and that 4 units of apparel are exchanged for 
6 units of chemicals. What are the gains from 
specialization and trade for each nation?  

   d.  Explain why this illustration allows you to conclude 
that specialization according to comparative advantage 
results in more efficient use of world resources.     

    5.  Suppose that the comparative-cost ratios of two products—
baby formula and tuna fish—are as follows in the hypotheti-
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