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CHAPTER OBJECTIVE
This book deals with two closely related topics: international trade and foreign investment. Chapter 2 discusses motives for both international trade and foreign investment. The knowledge and understanding of these motives are essential if we are to appreciate the economic dynamics and policy issues of foreign trade and investment theories. Thus, in this important overview, we examine key trade and investment theories before we consider them separately and more closely in the coming chapters.

Key Terms and Concepts

Theory of comparative advantage assumes that all countries are better off if each specializes in the production of those goods which it can produce more efficiently and buys those goods which other countries produce more efficiently.

Theory of factor endowments says that countries are mutually benefited if they specialize in the production of goods that use a large amount of abundant factors and trade those goods among them.

Product life-cycle theory attempts to explain both world trade and foreign investment patterns on the basis of stages in a product's life.

Economies of scale take place due to a synergistic effect which is said to exist when the whole is worth more than the mere sum of its parts.

Tariffs are duties or taxes imposed on imported commodities.

Import quotas specify maximum amounts of certain products to be imported during a given period of time, usually one year.

Countervailing duties mean additional import duties imposed to offset an export subsidy by another country.

Antidumping duties are customs duties imposed on an imported product whose price is lower than that of the same product in the home market.

Most favored nation clause requires that if a country grants a tariff reduction to one country, it must grant the same concession to all other countries.
Trading bloc is a preferential economic arrangement between a group of countries that reduces intraregional barriers to trade in goods, services, investment, and capital.

Free trade area type of cooperation requires member countries to remove all tariffs among themselves.

Customs union arrangement is an arrangement where member nations not only abolish internal tariffs among themselves but also establish common external tariffs.

Common market type of agreement requires member countries to abolish internal tariffs among themselves, levy common external tariffs, and allow the free flow of all factors of production, such as capital, labor, and technology.
Economic union combines common-market characteristics with harmonization of economic policy.

Political union combines economic union characteristics with political harmony among the member countries. 

Portfolio theory indicates that a company is often able to improve its risk-return performance by holding a diversified portfolio of assets.

Oligopoly exists where there are only a few firms whose products are usually close substitutes for one another.
Oligopoly model assumes that business firms make foreign investments to exploit their quasi-monopoly advantages.

Eclectic theory attempts to explain a logical link between the international allocation of resources and the exchange of goods between countries.  

ANSWERS TO END-OF-CHAPTER QUESTIONS

1.
Explain the theory of comparative advantage as a motive for foreign trade.

The theory of comparative advantage implies that countries should specialize in the production of goods they can produce most efficiently and that they should rely on other countries for other goods. Many countries can produce certain goods more efficiently than other countries because countries are endowed differently in their economic resources. This theory consists of complimentary trade and competitive trade. There are no losers in complimentary trade, but some countries lose in competitive trade, though overall most will gain. 

2.
The theory of product life cycle is used as a motive for foreign trade as well as a motive for foreign investment. Discuss this theory as a motive for both foreign trade and foreign investment.  

The product life cycle theory suggests that at some point in time, the company will attempt to capitalize on its perceived advantages in foreign markets through exports. As a product approaches its maturity point, however, companies tend to exploit foreign markets through direct investment. In other words, companies may use foreign manufacturing locations to lower production costs and sustain profit margins, as their product reaches its maturity or saturation point.

3.
What is the economies of scale?

The economies of scale is sometimes defined as "2 + 2 = 5." Such a synergistic effect exists because the whole is worth more than the mere sum of its parts.  This theory is used as justification for mergers, mass production, and internal growth, and foreign trade.

4.
Describe reasons for trade protectionism.

Major reasons for trade protectionism are to: assure national security, remove unfair competition, protect newly begun industries, maintain domestic employment, and buy time to diversify domestic economy for stability. 

5.
Assume that world leaders attempt to reduce or eliminate artificial barriers to trade through many forms of economic integration. Explain the types of economic cooperation.

The five major forms of economic cooperation are free trade area (no artificial barriers to trade among member countries), customs union (no tariffs among member countries and common external tariffs), common market (no tariffs among member countries, common external tariffs, and free flow of all factors of production among member countries), economic union (common-market characteristics and coordination of economic policies among member countries), and political union (economic-union characteristics and political harmony).

6.
What are the major functions of the World Trade Organization?

The WTO has five major functions: (1) administrating its trade agreements; (2) forum for trade negotiations; (3) monitoring national trade policies; (3) technical assistance and training for developing countries, and (5) cooperation with other international organizations.  

7.
What are the major benefits of market integration?

The two major benefits of market integration are gains from comparative advantages and opportunities for economies of scale. 

8.
Why do many companies diversify their operations internationally when there are many opportunities for domestic diversification?

In most cases, international diversification is more effective than domestic diversification because the economic cycles of different countries do not tend to be synchronized. In other words, domestic investment projects tend to be less correlated with foreign projects than with other domestic  projects.

9.
Explain the oligopoly model as a motive for foreign direct investment.

Oligopoly exists where there are only a few firms in the entire industry. Multinational companies in some industries, such as auto, oil,  and computer, are considered as oligopolists. These companies invest directly in foreign countries to exploit their quasi-monopoly advantages, such as technology, access to capital, and strong brand names. 

10.
Lee Nehrt and Dickerson Houge suggested that companies invest abroad for new markets, raw materials, production efficiency, and new knowledge. Discuss each of these four motives for foreign investment.

Companies attempt to preserve or expand markets for their obsolete products through foreign manufacturing locations. Some companies, such as oil companies, invest directly in foreign countries to obtain raw materials which are difficult to obtain in their home country. Some efficiency-oriented companies look for low costs of production, such as low labor costs in Mexico and other developing countries. Some companies, particularly those from developing countries, invest in industrialized countries to obtain new technology. 

11.
What is the eclectic theory?

The eclectic theory attempts to explain a logical link between the international allocation of resources (investment) and the exchange of goods between countries (trade). When a company expands its operations beyond national borders for the first time, it tends to exploit a foreign country's markets through exports. A company favors investment over trade in a foreign country only if it is most profitable for the company to internationalize its advantages in that country. 

ANSWERS TO END-OF-CHAPTER PROBLEMS

1
1 food = 3 units of clothing

2.
1 food = 4 units of clothing

3.
The United States should specialize in food, while Taiwan should specialize in clothing.

4. 
Specialization and trade allow these two countries to increase their joint output of clothing by 10 units and to obtain the same output of food.

	Country
	Before Specialization
	After Specialization
	Exports(-) and Imports(+)
	Outputs After Trade
	Gains from Specialization and Trade

	U.S.A.
	30C

20F
	0C

30F
	+35C

-10F
	35C

20F
	5C

0F

	Taiwan
	20C

10F
	60C

0F
	-35C

+10F
	25C

10F
	5C

0F


5.
Yes, it does. It pays both nations to trade. The United States exports food in which it has the greatest comparative advantage (greater relative efficiency) and imports clothing in which it has the comparative disadvantage (least relative efficiency). From specialization and trade, the United States would have five more units of clothing and the same amount of food, just like Taiwan.

ANSWERS TO END-OF-CASE QUESTIONS
1.
What are the main responsibilities of the WTO and what enforcement powers does it have?

The primary responsibilities of the WTO are the administering of WTO trade agreements, providing a forum for trade negotiations, handling trade disputes, monitoring national trade policies, and providing technical assistance and training for developing countries. Its enforcement power comes from the fact that the legislative bodies of its member countries have approved its agreements and all of its decisions are done by consensus.

2.  
What are the reasons for protectionism? Would the World Trade Organization consider any of them justified?

Chapter 2 listed five arguments for protectionism, (1) national security, (2) unfair competition, (3) the infant industry argument, (4) domestic employment, and (5) diversification. The WTO would accept protectionism for national security as a long-term reason for protectionism. It would also accept short-term protectionism for infant industries or diversification, but this would not justify long-term unfair trade activities. Unfair competition and domestic employment would not be seen as justifiable reasons for unfair trade policies.

3.  
Many countries have begun to use less obvious trade barriers as a form of protection. What are these different approaches and how do they make the WTO ability to monitor trade more difficult?

Chapter 2 listed three broad techniques for protecting trade in an unobvious way: direct government participation in trade, customers and other administrative procedures, and technical and health regulations or standards. Less obvious forms of protection, according to a survey by Ball and McCulloch (1999), number over 800. 

    These methods make the WTO’s job more difficult by making it hard to measure and analyze trade. They hide the true trade situation. Additionally, they often overlap with other issues that are a concern for the WTO, such as health and safety or environmental protection.

4.  
Free trade is a highly political issue.  Why do you think this is?  What steps can be taken to unpoliticize this issue?

Free trade is a political issue because it affects everyone. Decisions about free trade affect individuals’ jobs, the price they pay for goods, the pace of growth for their country, and the harmful impact of the economic growth on the environment.  To increase political support and to facilitate trade negotiations, Coughlin (2002) recommends three suggestions: increased education, policies to reduce the cost to those harmed by trade liberalization, and expansion of the issues covered in trade negotiations. To make the issue less political, more education needs to be completed. Often, free trade is presented in simple terms focusing on just those individuals that are harmed. In truth, free trade is a complex issue effecting millions of people all around the globe. As this bigger picture is presented, individuals will be better able to make informed decisions about free trade.

5.  
During the last decade, the WTO has been subject to fierce criticism and attention-grabbing protests from a variety of political and social groups.  Complete some independent research on these protests. What are the main criticisms of the WTO that these groups have? Do you think they are justified?

The criticisms are broad and involve a variety of very specific and very general complaints. The majority of these revolve around two basic ideas. The first is that the richest countries dominate the WTO and they use the organization to punish developing countries. These individuals claim that the WTO is not focused on global growth, but instead is a tool to help rich countries stay rich and poor countries stay poor. The second argument is that the WTO focuses on free trade beyond any other concern. Issues such as protecting domestic industries, protecting unique cultures, promoting health and safety, or protecting the environment are not considered. Critics charge that the actions of the WTO frequently hurt the above interests solely to promote free trade.
6.  
The website of the World Trade Organization, www.wto.org, contains a variety of information about WTO activities. Use this website to find what steps the WTO has taken to respond to the protests and criticism. Do you think these steps are effective?
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