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Globhal Trade
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Trading Places

When producers and buyers who engage in trade with each

other are located in the same country, their transactions are

domestic. For instance, baseball bats made in Kentucky and

marketed in California are domestic goods. Caterpillar tractors

® manufactured in lllinois and sold in Alaska are domestic goods,

The next time you're at home, look in your closet. too. Both transactions are examples of domestic trade.
What do you see? You probably see clothes Global trade, on the other hand, takes place when a product
that took a long economic journey to get there. is produced in one country and consumed in another. Your
This economic journey was the result of trade neighbor's MINI Cooper automobile was built in England. Your
between producers and buyers—people who adidas shoes were probably made in Indonesia or China. And,
make products, and people who buy them. your aunt's wooden IKEA furniture was likely manufactured in
You might find the producers and buyers in Poland or Sweden. All three of these examples are the result of
the same town or country. Or, you might find global trade.,

them in different parts of the world. But why
would buyers trade with producers they don’t
know and will probably never see? That’s easy.
Buyers want the best products at the lowest
prices. And sometimes, they can only get those
products from other countries. Producers, in
turn, are willing to trade with buyers in other
countries because the buyers represent new,
profitable markets. Both groups win when
international trade occurs. Now, think about the
clothes in your closet again. Aren’t you grateful
for international trade?

Objectives
A Explain why global trade is needed.
’5 Describe issues in global trade.

Stockbyte/Stockbyte/Thinkstock

A Global trade influences your daily life more than you might
think. Can you find three products in your home that were
produced in another country? How about 10?
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How far did your family’s produce travel to get to your refrigerator? You may be surprised! To find out how global trade affects your
everyday diet, check out Scientific American's interactive web page: https://www.scientificamerican.com/article/graphic-science-where-
in-the-world-your-fruits-vegetables-come-from-interactive/#stories.

iStockphoto/Thinkstock

They come, and they go

Goods or services bought from producers
in other countries are known as imports.
While most imports are tangible goods that
are shipped to the U.S. for purchase (like
the MINI Cooper, adidas shoes, or IKEA
furniture), some imports are intangible
services such as a college education. What
imports have you purchased lately?

Exports are just the opposite. They are
goods or services businesses sell to other
countries. The United States, for example,
exports large quantities of manufactured
goods, chemicals, and food products, while
Canada exports a great deal of machinery
and transportation equipment. Who buys
these exports? Individuals (importers),
U.S. Exports businesses, or even governments.

A When the United States buys items that were produced in another country,
those items are called imports. When the United States produces items and
sells them to other countries, those items are called exports.

The Tucci family of Seattle is one of these importers. During an espresso coffee craze years ago, the Tucci’s
began importing LavAzza coffee, the best-selling coffee in Italy. Operating initially from the family’s garage,
they stored, distributed, and marketed the coffee to small grocery stores, specialty shops, and restaurants in
their area.

The Tucci’'s import business, now known as Italia Imports, continues to grow. In addition
to coffee and espresso, their business also sells espresso machines, olive oil, and
canned tomatoes (from Italy, of course). And, yes, they've moved out of the
family’s garage.

Friday909/iStock/Thinkstock

Most countries have government agencies responsible for regulating imports such as the Tucci family’s coffee and other products. The
primary purpose of these agencies is to make sure all imports meet legal requirements and are safe for consumers to use or consume.
(You'll learn more about product standards later.)

Unlike importers who find markets in their home nation, exporters find markets for their goods or services abroad. In other words,
they locate buyers in other countries. And, like importers, exporters must comply with local and foreign trade regulations. They are
responsible for shipping the goods to their foreign buyer—the importer. Fortunately, many national, regional, and local governments
have agencies to help exporters find new customers.

To trade or not to trade?

Let's say that you and a friend each have 10 video games. Both collections are exactly the same. Would you and your friend trade games?
Probably not. There wouldn't be any reason to trade since you each have the same ones. However, what if you and your friend each had 10
different games? Now, there’s a good chance that you'd be interested in trading. You could each give up the games that you don't play too
much. Both of you could benefit from this trade. You could each get new games to play and get rid of those you don't want.
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Global trade takes place for reasons similar to yours and your friend’s. Different countries have different resources. The United States,
for example, can produce some goods more efficiently than other countries because of better access to certain raw materials, workers
with special skills, or more up-to-date machinery.

Countries are more efficient when they produce and trade the e ™\
goods and services for which their resources are best suited. As

an example, the U.S. specializes in the production and exchange When a nation can produce a good or

of automobiles, while Malaysia specializes in palm oil produc- service at a lower cost than another nation

tion. Americans benefit more if they concentrate on producing and can, it has an absolute advantage over the
selling autos than if they tried to produce both automobiles and other nation.

palm oil. Likewise, Malaysians benefit more if they concentrate on
producing and selling their specialties. Is American car manufac-
turing a dying industry? The answer is “it's complicated.” For an
in-depth look at the history and current state of U.S. car manufac-
turing, check out this article by Marc Davis titled “How the U.S.
Automobile Industry Has Changed”: \_ J
http://www.investopedia.com/articles/pf/12/auto-industry.asp.

A nation has a comparative advantage if it
specializes in and produces the goods and

services at which it is most efficient relative
to another country.

When one country is able to produce a good or service at a lower cost than another country can, it has an absolute advantage over
the other country. Therefore, if the U.S. can produce automobiles more cheaply than Malaysia can, it has an absolute advantage over
Malaysia in the production of autos. And, if Malaysia can produce palm oil less expensively than America, Malaysia has an absolute
advantage over the United States in the production of palm oil.

What if the United States were able to produce both palm oil and
automobiles more cheaply than Malaysia could? Would the United
Country Palm 0il Automobiles States still trade with Malaysia? The answer depends on whether a
comparative advantage exists. A comparative advantage is the
United States $4 pint $10,000 each | benefita country obtains from specializing in and producing the
goods and services at which it is most efficient relative to another
Malaysia $6 pint $14,000 each | country. Lets stick with our palm oil and automobile example, but
let's give the U.S. producers an absolute advantage in both cases.

Production Costs

From the chart, it's easy to see that the producers in the United States can produce a pint of palm oil for $2 less than producers in
Malaysia and an automobile for $4,000 less than in Malaysia. But what about the comparative advantage?

To determine the comparative advantage, the countries have to figure out how much of one product they would have to give up to
produce more of another product. In this case, it would cost the United States 2,500 pints of palm oil ($10,000/$4) to produce one

automobile. Malaysia would have to forgo 2,333 pints of palm . ] P

0il ($14,000/$6) to produce one auto. Malaysia would have a v ¢ should maximize their eains b N
comparative advantage in producing automobiles since the cost gr"o‘gffgisgZn‘ziuseﬁ?lfg‘;lézgeo; e ["P‘ V‘\

of what is being given up (2,333 pints of palm oil) is less than for which they have a comparative advantage. @;@\ X
the amount that the United States would have to give up (2,500 . "_" :‘.
pints of palm oil). == :__3

. . . . E:_"' = 2 i
Ifa U.S. importer suggested trading 2,400 pints of U.S. palm oil | .

for one Malaysian automobile, would it be a good deal? You bet.
The Malaysian producer would get more pints of palm oil for
one automobile than if it traded domestically within Malaysia.
Likewise, the Malaysian auto would cost the U.S. importer fewer
pints of palm oil than if the trade occurred within the United
States. In this way, both nations benefit. Countries should
maximize their gains by producing and selling the goods and
SGI’VICeS for Wthh they have a Compal'atlve advantage htips.//upload.wikimedia.org/wikipedia/commons/e/eb/Cadillac_ATS_2.0_Turbo_AWD_Premium_—_Frontansicht,_ 16._Oktober_2015,_Diisseldorf jpg
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Why do i? A

When countries trade with each other, they benefit. They use their absolute and comparative advantages to trade goods and services, and
they obtain other goods and services that they lack or that they are less efficient in making. Some specific benefits of global trade include:

1. Abetter variety and quantity of goods and services
;\
() o i<

2. Animproved standard of living for the citizens in both
trading countries

3. Access to and availability of scarce resources, such as
oil and diamonds

4. Lower prices for goods and services due to increased
competition

5. Possible exchange of ideas and technology among
countries

6. Enhanced relations among trading countries

Rawpixel/iStock/Thinkstock

7. Increased income for the shipping and/or airline
industries due to increased freight and tourism

Still need convincing that global trade is good for the United States? Read this article from the U.S. Chamber of Commerce titled “The
Benefits of International Trade™: https://www.uschamber.com/international/international-policy/benefits-international-trade-0.

Summary

The buying (importing) and selling
(exporting) of goods and services

between countries is global trade. _ _ ,
Countries should specialize in the . What is the difference between imports and exports?

1
2
production of goods and services for 3. Why does global trade take place?
4
)

. What is global trade?

which they have absolute and compar-
ative advantages. Global trade can be a
win-win for all countries involved.

. What is the difference between absolute and comparative advantage?
. |dentify five benefits of global trade.

—— — ia
'@B

U! /()u.-

What should a highly profitable American corporation care about more: safe working conditions and fair wages
for its overseas suppliers’ employees, or making money?

That was a question Apple faced in 2012. Reports from multiple news sources documented that Chinese workers
employed by an Apple supplier were required to assemble products for near-slave wages under dangerous
conditions. Can you imagine working six 12-hour shifts in just one week for less than $2 per hour? For these
employees, it was everyday reality. On top of their exhausting schedule, these workers put their lives at risk every
day. In 2011, four workers were killed and 77 were injured in the course of two explosions at just one factory in
Chengdu, China. To make matters worse, the employees couldn’t even resign without trouble from the police.

So, what is a corporation’s responsibility? Should American corporations ensure that their overseas suppliers’
employees are treated fairly, even if it means raising prices on their own products as a result? Or, is it okay for
foreign suppliers to require whatever they like of their employees, so long as the products that they sell to U.S.
corporations are good quality?

LAP-EC-004-SP © 2017, MBA Research and Curriculum Center® Beyond US 4



Can you imagine having to wait two to three weeks -

to get a message from a friend who lives some- 5‘: 4
where else in the world? Probably not. Luckily,

thanks to satellites, cell phones, and the Internet,

you can communicate instantly and cheaply with S
your friend. Technology helps to bring the people s e

of the world closer together. ' . Imports

$2.3 trillion

As our world shrinks, it becomes more and more ,
obvious that events in one country can have an ‘_
important, and often immediate, impact on others. Exports

Countries react to stock market changes, envi- $1.8 trillion

ronmental disasters, political unrest, and product i
shortages in other parts of the world. All of these
world events—plus more—affect businesses
across the United States.

LT L TN

Global trade is significant to the U.S. economy. As
one of the world's largest exporters and importers,
the United States exports roughly $1.8 trillion worth
of goods and services each year. At the same time, A The United States is one of the world’s largest exporters and importers.
the U.S. imports more than $2.3 trillion worth of

goods and services. What does this all mean for the

U.S. and its trading partners? Read on to find out.

Tryaging/iStock/Thinkstock

A nation’s bank account

Just as you keep track of your cash, a nation tracks the money coming into and going out of the country. It uses an annual accounting
record, known as the balance of payments, to track all of its monetary transactions with other countries.

A country’s balance of payments includes exports, imports, foreign aid, business investment abroad, and money spent by tourists.
Money coming into a country, exports, and money spent by tourists increase the balance of payments. Imports and business invest-
ment abroad, on the other hand, represent money going out and therefore reduce the balance of payments.

Just like you and businesses, a nation needs to make more
money than it spends. A favorable balance of payments occurs
when more money comes in than goes out. If the balance of
payments is unfavorable, a country’s leaders need to review
and change its trade policies.

Is it possible for a country to
have a positive balance of

payments and a negative balance __=Seses
of trade? It sure is! This o

situation occurs when | . If you look at the difference between the value of a nation’s
the chef monies ' imports and exports, you can see the country’s balance of
coming into a 4 _ trade. When a country exports more goods and services
country offset the i than it imports, a trade surplus exists. Trade surpluses can
trade deficit. ‘A increase the value of a nation’s currency and improve its stan-
£ dard of living. In effect, a trade surplus increases a country’s
Comstock Images/Comstock/Thinkstock grOSS domestic prOdUCt.

On the other hand, if a country (such as the U.S.) imports more than it exports, a trade deficit exists. Trade deficits can lower the
value of a country’s currency and result in fewer job opportunities, thereby reducing a country’s gross domestic product.
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Competing for customers ’5

In business, as in sports, competition is key. Competition forces companies to keep their prices low. It also encourages companies to
produce better products. Businesses that can’t compete will fail.

Ve ™ Before World War II, businesses in the United States com-
peted with each other. There were few foreign competitors.
Today, this has all changed. American automakers must
compete with car manufacturers in such countries as Japan,
Italy, Germany, and South Korea. The competitive environ-
* Training their workforce to compete globally ment has caused domestic car manufacturers to change the
« Investing in factories and equipment way they do business. They have had to reexamine their
manufacturing facilities, equipment, product ling, assembly
techniques, and decision-making policies.

Competition is an ongoing process. Nations around
the world face many challenges, including:

* Obtaining adequate wages for all workers

* Protecting the environment
9 The automakers are not alone. In today’s shrinking world, all

* Finding new trading partners and dealing with businesses have to evaluate their goods and services against
trade barriers those of domestic and global competitors. Why is this? If
they fail to offer a better good or service than a competitor
N /" does, their customers may switch to the competitor’s product.

Competition is also good for a country’s economic health. Businesses that are unable to produce quality goods or services are forced
out, keeping the economy lean and efficient. Some of the factors that can affect a country’s ability to compete worldwide include infla-
tion, high unemployment levels, government support (or lack thereof), and new, emerging economies.

To learn more about the benefits of market competition, watch this video from
Bite-Sized Business Tips called “Advantages to Competition in Business”:
https://www.youtube.com/watch?v=yhtGs4cjJ8Q.

iStock/Thinkstock

Show me the money

The value of currencies fluctuates due to many eco-
nomic and political activities taking place around
the world. Because of this, a country’s currency

is worth more at certain times than at other times.
Just as you shop where your money will buy the
most goods and services, so do global businesses.
For example, if Canada’s currency is worth more
than the U.S. dollar, Canadians could get more
goods and services for their money by buying in
the U.S. rather than in Canada. On the other hand,
if the value of Canada’s currency was lower than
that in the U.S., Canadians would probably buy
domestically—in their own country.

LIVINUS/iStack/Thinkstock

A strong or highly valued currency increases A The value of foreign currency is an important factor influencing trade.
imports from countries with lower valued currency

because the foreign goods are less expensive to

buy. It discourages exports since foreign customers would have to pay more for the goods. The reverse is also true. A weak currency
decreases imports because it costs more to buy outside the country. It increases exports, though, because foreign customers would
pay less to buy goods outside their home countries. To learn more about how imports and exports affect the value of a country’s cur-
rency, check out this video from Investopedia titled “How Imports and Exports Affect You™:
http://www.investopedia.com/video/play/how-imports-and-exports-affect-you/.
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Since global trade can have a significant impact on a country’s economy, a nation may attempt to limit its trade with other countries.
This action, referred to as protectionism, is usually used to avoid trade deficits or to protect domestic industries against foreign
competition. Protecting homegrown businesses can provide more employment, but it can also reduce competition. It may cause
consumers to pay higher prices at home while creating trade problems with other nations.

Government control of global frade

Governments limit global trade through a variety of trade barriers, or restrictions. The most frequently used trade barriers are tariffs,
quotas, subsidies, licenses, and product standards.

Tariffs are taxes on certain imported goods. They are used to '
provide revenue for governments or to protect industries that '
might not be able to withstand foreign competition. Most con- \
sumers are unaware of these hidden taxes, which are imposed per h___\
pound or per unit on foreign goods when they enter the country. &g ,
The net effect of tariffs is to raise the price of imported goods. [ - \fé
Let's say that the U.S. charges a tariff on foreign-made computers. SN

This allows American-made computers to be sold at lower prices -

than those of their foreign competitors. The global trend today, — ‘e k
however, is to reduce or eliminate tariffs. -

Quotas limit the volume of exports or imports that move into or
out of a country. Limiting the amount of imports tends to aid do-
mestic industries by limiting foreign competition. In the past, the A Do you think the United States should enforce stricter tariffs or
U.S. set quotas on wood, steel, and textiles. However, the trend in climinate them altogether?

the United States is to eliminate or greatly reduce existing quotas.

Bet_Noire/iStock/Thinkstock

Subsidies also protect domestic industries from foreign competition. If the government subsidizes a particular domestic producer, it
pays the producer for each good or service that it produces. But, the government expects nothing in return (no product, money, etc.)
for providing the subsidy. Because the producer receives a virtual “payment” from the government for each unit of product, it can offer
the product to its customers at a lower price. And as a result of the low price, customers are likely to shop domestically rather than buy
higher priced imports.

Licenses are import permits that nations use to keep track of imports and regulate the level of imports by individual businesses. If a
country wants to limit the number of imports allowed into the country, it can limit the number of licenses issued to foreign exporters.
At the same time, licenses can also be required of domestic exporters in an effort to keep products in the country’s own economy.

Product standards are criteria for determining a product’s ability to meet specified guidelines or requirements. Such requirements
prevent the import of goods that do not meet U.S. government standards. They are often used to protect consumers and/or the environ-
ment. As an example, the U.S. requires vehicles shipped into the country to meet certain emission and safety standards that comply
with regulations of the U.S. Environmental Protection Agency (EPA).

Government support of global trade

By now, you may think that governments are opposed to global trade—and are primarily interested in protecting themselves. That is
simply not the case. In fact, several organizations and trade agreements worldwide have been established to encourage positive global
trade. These organizations and trade agreements include the following:

The European Union (EU) reduces trade barriers among its members—Europe’s major industrial countries as well as many smaller
nations. This regional free-trade agreement has united its member nations into one economy. It is a good example of globalization:
the rapid and unimpeded flow of capital, labor, and ideas across national borders. As one trade zone, the EU countries have more
power when dealing with nations outside the EU than the countries had when they negotiated individually.

The World Trade Organization (WTO) is a global organization that essentially sets the rules of trade among nations throughout
the world. Established in 1995, its membership has grown to roughly 150 countries. Headquartered in Geneva, Switzerland, the WTO
administers trade agreements, handles trade disputes, and acts as a forum for trade negotiations for its member nations. All of the
world’s strongest economies are members, including the U.S., Canada, China, Japan, and Germany.
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The North American Free Trade Agreement (NAFTA)

has eliminated almost all trade barriers between Canada, the
U.S., and Mexico. These barriers included tariffs, quotas, and
customs regulations. NAFTA allows the free movement of goods
and services among the three countries. This historic agreement
has created a North American trade zone with over 500 million
consumers.

Many countries also use other methods to improve their global
trade relations. For instance, trade centers, located in most
major cities throughout the world, assist exporters through the
export process and share information about tariffs, product
standards, and other regulations with importers. Trade mis-
sions also facilitate global trade. Business executives and A The North American Free Trade Agreement (NAFTA) has eliminated
government officials who take part in trade missions travel to almost all trade barriers between Canada, the U.S., and Mexico.
foreign countries to promote trade. Finally, trade talks (such

as economic summits involving Canada, the European Union, Japan, Russia, and the United States) are used to improve global trade
relations. Trade talks usually place high priority on reducing inflation, improving growth and employment, and settling disputes among
participating nations and trade organizations.

AlexLMX/iStock/Thinkstock

Surpluses, deficits, balances, exchanges. ..global trade can be confusing! For an excellent review of the concepts in this LAP, check out
the video “Imports, Exports, and Exchange Rates” from CrashCourse Economics: https://www.youtube.com/watch?v=geoe-6NBy10.

Summary

Just as technology has improved our ability to
communicate globally, it has also improved global

business practices. Most countries engage in some 1. What is the difference between balance of payments
form of global trade, importing and/or exporting a and balance of trade?
variety of goods and services. The difference between 2. Explain benefits of a trade surplus.

the value of a nation’s exports and its imports is

the country’s balance of trade. Due to globalization, 3. Discuss problems associated with a trade deficit.

businesses must compete domestically and globally. 4. What role does competition play in business and
The value of a nation’s currency impacts the flow of global trade?
products into and out of the country. Governments 5. How does the value of a nation’s currency affect

may use tariffs, quotas, subsidies, licenses, and

: global trade?
product standards as barriers to global trade. Most

countries, however, support global trade. World and 6. Describe five types of trade barriers used to limit
regional organizations such as the European Union global trade.
and the World Trade Organization work to improve the 7. What is the purpose of the:

climate for global business. a. European Union (EU)

b. World Trade Organization (WTO)
c. North American Free Trade Agreement (NAFTA)

3 What goods and services are produced in your community? Which of these
IVI a ke It JJfJ \ | products are exported to other countries? If you don’t know, what products do
ﬁ u you think could be exported? For instance, could your local chocolatier sell its
candy overseas? Or, how about the cars manufactured by the factory down the

street? Could those autos be exported? Why or why not?
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