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Chapter Objectives

1.
To identify economic motives for companies to sell their goods and services to foreign customers.

2.
To discuss benefits of open trade and reasons for protectionism. 

3
To list and discuss the types of world and regional economic cooperation.

4.
To classify economic motives for companies to invest abroad so that successful foreign investments can be isolated. 

5.
To describe how to incorporate foreign trade and investment theories into a single theory of international involvement.  

Chapter Outline

I. Motives for Foreign Trade

A. One of man’s most important tasks is to seek the new knowledge necessary to bridge the gap between desires and resources

i. The traditional view of the economic man is that he allocates his scarce resources between competing uses in the most economical manner possible.

ii. Nations, like men, also face this issue.

B. Nations are now economically interdependent and this leads to the advantage of specialization.

i. Specialization of function or division of labors allows each nation to leverage differences in skills and resources in the most economical manner.  This results in a greater amount of goods and services.  The reasons for this are:

1. Natural talents among people are different and specialization allows people to focus on their talents.

2. Specialization allows a focus on one task leading to improved skills and techniques through repetition and learning.

3. The simplification of function through specialization leads to mechanization.

4. No time is lost shifting from one task to another.

C. Theory of Comparative Advantage

i. This theory assumes that all countries are better off if each specializes in the production of those goods that it can produce more efficiently and buys those goods that other countries produce more efficiently.

ii. The theory assumes two elements:

1. Factors of production (e.g. land, labor, capital, technology) are unequally distributed among nations.

2. Efficient production of various goods and services requires a combination of different resources and the use of different technologies.

a. These factors will change over time.

D. Theory of Factors Endowments

i. This theory states that countries are mutually benefited if they specialize in the production of those goods that use a large amount of abundant factors and trade those goods.

1. Simply, it exports what is has a lot of, imports was it does not.

ii. This theory is founded on the idea that the more abundant the supply of any factor, the lower the cost of that factor.  Therefore, countries with a large supply of a factor, can use that factor more efficiently.

1. For example, the United States has a lot of capital, so capital costs are low in the U.S.  China has a lot of labor, so labor costs are low in China.

E. Product Life Cycle Theory

i. The product-life cycle theory explains world trade and foreign investment patterns in terms of the stages of a product’s life.  The stages are, in order of occurrence:

1. Market introduction:  A large company introduces a new product in response to changes in its home market.  After time, the home country beings exporting the product with a monopoly position.

2. Rapid market growth:  Increased transportation and tariff costs make exporting less attractive.  To combat this, firms begin production in foreign countries.

3. Demand maturity:  Foreign companies begin competing in third-country markets leading to further reduction of home-country exports.

4. Market decline:  Foreign companies begin exporting back to the home country.  Due to lower costs from a variety of sources (e.g. lower labor costs, economies of scale, government subsidies), foreign companies are able to invade the home-country market. 

F. Other Motives for World Trade

i. Economies of scale also motivate world trade.  These happen when the whole is worth more than the sum of its parts (i.e. 2 +2 = 5).  This means that costs fall as output is expanded due to economies of mass production, mass marketing, etc.

ii. Differences in taste also motivate world trade.

G. Benefits of Open Trade

i. Allocation efficiency from comparative advantage:  Each country imports those goods produced more efficiently abroad and exports those goods produced more efficiently at home.  This leads to economic gains for all of the countries involved.

ii. Increased competition:  Foreign trade increased competitive pressures resulting in increased efficiency and growth.

iii. Increased productivity from production efficiency:  International trade encourages the flow of information across borders and this leads to the transfer of new ideas regarding production methods, product designs, organizational structure, and marketing strategy.  

1. This results in more efficient resource allocation and increased productivity.

2. Economies of scale also become larger due to increased demand from foreign markets.

iv. Expanded menu of goods:  Producers and consumers have access to a larger list of goods due to world trade.

H. Free Trade vs. Protectionism

i. Conflicts have historically existed between multinational companies (exporters) and host countries (importers) over protectionism and free trade.

ii. Reasons for protectionism:

1. National security:  certain key sectors must be maintained for a country to be secure.

2. Unfair competition:  Foreign counties may unfairly compete due to artificially lower wages, tax incentives, subsidies, etc.

3. Infant-industry protection:  Young domestic industries need time to establish themselves and may need to be protected from foreign competition.

4. Domestic employment:  Costs from unemployment maybe higher than the costs from inefficient domestic production.

5. Diversification:  Highly specialized economies (i.e. nations with only one large, highly developed industry such as oil producing nations in the middle east) need protection of other industries to reduce dependency on the world market for just one good.

iii. Trade control comes in a variety of ways.

1. Tariffs are duties or taxes on imports.

2. Import quotas specify maximum amounts of certain products to be imported over a certain period of time.

3. Other trade barriers:

a. Direct government participation in trade, typically through countervailing duties or antidumping duties.

i. Countervailing duties are import duties imposed to offset an export subsidy by another country.

ii. Antidumping duties are custom duties imposed on an imported product who is being dumped, i.e. whose price is lower in the foreign market than it is in the home market.

b. Customers and other administrative procedures including customs classification, valuation, and delays.

c. Technical and health regulations or standards may be formulated in such a way that they hinder imports.

II. Economic Integration

A. World leaders recognize that the reduction or elimination of artificial barriers to trade is necessary for expanding world trade.

i. The World Trade Organization (WTO) works toward this goal on the global level.

ii. Many countries have also pursued this goal on a regional level.

B. From GATT to TWO

i. The General Agreement of Tariffs and Trade (GATT) was signed by 23 countries in 1947.

1. To join GATT countries must adhere to the most favored nation (MNF) clause that states that if a country applies a tariff reduction to one country, it must grant the same reduction to all other countries.

2. Periodic GATT meetings have been held since 1947.

a. The Kennedy Round (1964-1967) reduced tariffs on industrial products and reduced trade barriers between the U.S. and the European Community.

b. The Tokyo Round (1973-1979) focused on the reduction of nontariff barriers.

c. The Uruguay Round (1986-1993) expanded negotiations to include services, intellectual property rights, and agricultural products.

i. It also established the WTO to replace GATT

ii. The World Trade Organization became effective on January 1, 1995.

1. Today, the WTO has 144 members accounting for 97% of world trade.

2. The WTO has five major functions:

a. Administrating its trade agreements

b. Forum for trade negotiations

c. Monitoring national trade policies

d. Technical assistance and training for developing countries

e. Cooperation with other international organizations

3. The WTO has more enforcement power than GATT did.  Countries may bring charges before a three-person arbitration panel and members may not veto the rulings of the panel, as they could be under GATT.

a. If an offending country fails to comply with the panel’s ruling, its trading partners are guaranteed compensation.

C. Trading Blocs:  Types of Economic Cooperation

i. A trading bloc is a preferential economic arrangement between a group of countries that reduces intraregional barriers to trade in goods, services, investment, and capital.  There are five forms of such economic arrangements:

1. A free trade-area requires that member countries remove all tariffs among themselves, but the member nations may have their own tariff arrangements with non-member countries.

2. A custom union requires member countries abolish internal tariffs and also establish common external tariffs.

3. A common market agreement has member countries with no internal tariffs, common external tariffs, and free flow of all factors of production.

4. An economic union combines the elements of a common market with the requirement that member nations pursue common monetary and fiscal policies.

5. A political union combines economic union features with political harmony among the member countries.  Essentially, the member countries are forming a new nation.

D. Regional Economic Agreements

i. European Economic Area

1. The first steps toward integration were taken with the Treaty of Rome in 1957, establishing the European Economic Community (EEC).  EEC members agreed to do the following:

a. Abolish tariffs, quotas, and other trade restrictions among member countries.

b. Impose a uniform tariff on imports from nonmember countries.

c. Remove restrictions on movement of capital and labor.

d. Establish a common policy on transportation, agriculture, competition, and business conduct.

e. Coordinate and synchronize member-countries’ monetary and fiscal policies.

f. Set up a social fund to compensate workers who might experience economic injury due to the integration process.

2. A single market was created on January 1, 1993 by the Single European Act of 1987.

3. In December of 1993, the EU created the European Economic Area (EEA).

4. On January 9, 1999 the European Central Bank began to conduct monetary policy for 11 of the 15 EU nations with a single currency, the euro.

ii. North American Free Trade Agreement

1. January 1, 1989 the U.S.-Canada Free Trade Agreement went into effect.  This agreement phased out tariffs, liberalized investment laws, and granted “national treatment” to companies on both sides of the border.

2. The North American Free Trade Agreement became effective on January 1, 1994.  This created the world’s largest trading bloc.

a. Under the agreement, tariffs are eliminated over a period of 15 years, non-tariff barriers are substantially reduce, and capital is allowed to freely flow through the region.

3. In 2001, the US and 34 other countries began negotiations of the Free Trade Area of the Americas (FTAA) which would include all of the Western Hemisphere.

iii. Asian Integration Efforts

1. Market forces, not political will, may force a more formal integration on the politicians in Asia.  Competing as single nations in the world market may result in Asian countries loosing their competitiveness.

2. The Association of South East Asian Nations (ASEAN) was created in 1967 and includes Brunei, Burma, Indonesia, Malaysia, the Philippines, Singapore, Thailand, Vietnam, Cambodia and Laos.

a. In 2001, China and 10 ASEAN countries agreed to make a free trade area within 10 years.

b. In 2002, the ASEAN Free Trade Area began.  The goal is to cut tariffs on all foreign trade to a maximum of 5 percent by January 1, 2008. 

3. The Asian Pacific Economic Cooperation (APEC) was formed in 1989 to promote multilateral economic cooperation on issues of trade and investment.

a. It has 18 countries as members including China, Japan, and the United States.

b. In 1994, APEC leaders agreed to achieve free and open trade in the region by 2010 for industrial nations and 2020 for the rest of the members.

4. Traditionally, Japan, instead of making regional agreements, has instead focused on used the WTO to achieve free trade.  As this trend may have hurt Japanese exporters, recently Japan has started pursuing regional and bilateral agreements.

E. Corporate Response to Trading Blocs

i. Investments are made in various blocs to ensure continued access to the markets in case protectionist barriers are created.

ii. To ensure future competitive capability, many strategic alliances have been forged across national boundaries.

iii. Some companies are becoming “stateless” making it harder to determine national origin.

iv. Companies are also using technological advances to make it harder for governments to take them hostage.

III. Motives for Foreign Investment

A. Product Life-Cycle Theory

i. This theory explains changes in the location of production.

1. The theory assumes that larger companies in highly advanced countries have a comparative advantage in new products over companies in developing nations.

2. The theory assumes that developing countries have a comparative advantage in the fabricating of mature products.

3. As products mature, the method of production becomes standardized.

4. Competition appears during market growth and becomes highly intense during the stage of market maturity.

a. At this point some countries will shift their standardized manufacturing methods to developing countries because standardized production methods require cheap, unskilled workers.  Developing countries have a large population of cheap, unskilled labor.

B. Portfolio Theory

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

1. An international portfolio will have greater returns and lower risk due to a greater degree of diversification.

C. Oligopoly Model

i. An oligopoly exists when there are only a few firms whose products are close substitutes for each other.

ii. The oligopoly model claims that firms make foreign investments to exploit their oligopoly advantages.

iii. Horizontal investments for foreign production of the same goods as made in a home market may create economies of scale.

iv. Vertical investments for foreign production of raw materials are typically made to control input sources.

D. Other Studies of Motives for Foreign Investment

i. Considerations from the standpoint of investors

1. Companies invest abroad for several purposes:

a. New markets

b. Raw materials

c. Production efficiency

d. New knowledge

ii. Considerations from the standpoint of host countries

1. Many developing countries have various incentive programs for private foreign investments including tax incentives, tariff exemptions, financial assistance, remittance guarantees, administrative assistance, protection against competitive investments and imports, and protection against nationalization and political risks.

iii. Mixed considerations

1. Primary investment motives:

a. Outside proposals such as those from foreign governments.

b. Fear of losing a market.

c. The bandwagon effect.

d. Strong competition from abroad in the home market.

2. Auxiliary investment motives:

a. Utilization of old machinery

b. Capitalization of know-how and spread of R&D costs

c. Creation of a market for components and other products

d. Indirect return to a lost market through countries with agreements with the lost territory

IV. A Synthesis of Foreign Trade and Investment Theories

A. Eclectic Theory

i. This theory attempts to explain the logical link between the international allocation of resources and the exchange of goods between countries, i.e. it makes the case for an integrated approach to international economic involvement based on the advantages of both a country’s location and a company’s ownership.

a. Location-specific advantages are only available or primarily available in a single location.

b. Ownership-specific advantages are advantages that favor MNCs over local companies.

2. Companies expand into new markets first through exporting.  Investment will only be favored if it is most profitable for the company to internationalize its advantages in that country.

3. A country is willing to invest in overseas production facilities if the company has the following three kinds of advantages: 

a. Ownership-specific advantages, the extent that a company has tangible and intangible assets unavailable to other firms.

b. Internalization advantages, i.e. it is the company’s best interest to use its ownership-specific advantages instead of licensing them.

c. Location-specific advantages, that is the fact that the company will profit from locating part of its production facilities overseas. 

V. Summary

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 beneficial 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 and to levy common external tariffs.

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.

Ologopoly is a condition that exists when only a few firms dominate the market, usually by producing products that are 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.  

Multiple Choice Questions

1.
Which of the following is not true about the theory of comparative advantage?


A.
some countries can produce some goods more efficiently than other countries.


B.
all countries are better off if each specializes in its area of strength.


C.
factors of production are equally distributed among nations.


D.
efficient production requires combinations of different resources and technologies.


E.
distribution of resources and technology can change over time.

2. 
Specialization and trade provide _____ benefits for a country that produces more in both products than another country with a given amount of investment.


A.
no


B.
negative


C.
positive


D.
none of the above


E.
all of the above

3.
According to the _____ theory, a country must specialize in any good that uses its large amount of production factors.


A.
product life cycle


B.
factor endowment


C.
comparative advantage


D.
competitive advantage


E.
free trade

4.
The more abundant the supply of any factor, the lower will be the cost of the factor. This statement is the essence of the theory of _____.


A.
product life cycle


B.
factor endowment


C.
comparative advantage


D.
competitive advantage


E.
free trade

5.
The concept that the whole is worth more than the mere sum of its parts is known as _____.


A.
comparative advantage


B.
competitive advantage


C.
economies of scope


D.
economies of scale


E.
factor endowment

6.  The relationship between the amount of economic freedom in a country and living standards is:


A.  there is no relationship


B.  countries with high economic freedom tend to have lower living standards


C.  it is not possible to measure economic freedom


D.  countries with high economic freedom tend to have higher living standards


E.  countries with low living standards have high economic freedom

7.
Which of the following is a valid argument for protectionism?


A.
national security


B.
unfair competition


C.
domestic employment


D.
diversification


E.
all of the above

8.
Which of the following is not true about protective tariffs?


A.
eliminate import of foreign products


B.
place foreign sellers at a comparative disadvantage


C.
consumers have to pay more for foreign goods


D.
reduce consumption of imported goods


E.
none of the above

9.  Which of the following is not a cost of protectionism:


A.  increases the cost of the protected items


B.  results in job losses for downstream industries


C.  increases employment


D.  increases the cost of downstream products


E.   increases government spending

10.
In the maturity or saturation stage of a product life cycle, some companies shift their manufacturing methods to developing countries because _____.


A.
standard production methods require only unskilled workers


B.
developing countries have a lot of unskilled labor


C.
labor costs are low in developing countries


D.
all of the above


E.
none of the above

11.
Benefits of open trade do not include _____.


A.
reduced foreign direct investment


B.
allocation efficiency


C.
increased competition


D.
increased productivity


E.
expanded menu of goods

12.
Economic integration creates opportunities for economies of scale, which are usually known as _____.


A.
monopoly effects


B.
oligopoly effects


C.
ripple production


D.
synergistic effects


E.
A and B

13.
The Levy‑Sarnat model in portfolio theory assumes that domestic investment projects tend to be _____.


A.
less correlated with each other than foreign investment projects


B.
less correlated with foreign investment projects than other domestic projects.


C.
totally uncorrelated


D.
correlated with respect to domestic investment projects


E.
none of the above

14.
The main functions of the World Trade Organization (WTO) do not include       .

A.
administrating its trade agreements

B.
forum for trade negotiations

C.
technical assistance and training for developing countries

D.
monitoring national trade policies

E.
the establishment of trade centers around the world

15.
In the oligopoly model, a horizontal investment may _____.


A.
reduce the number of competitors


B.
eliminate duplicate facilities


C.
expand a firm's operation in an existing product line


D.
B and C


E.
A, B and C

16.
The following factors are essential to develop new products.


A.
highly advanced technologies


B.
highly educated labor resources


C.
abundant capital


D.
A and C


E.
A, B and C

17.
The portfolio theory, as a rationale for foreign investment, rests on _____.


A.
labor costs


B.
risk and return


C.
standard production methods


D.
the supply of unskilled labor


E.
all of the above

18.
The control of input sources in an oligopolistic industry may make it possible for companies to _____.


A.
raise barriers to the entry of new competitors


B.
protect their oligopolistic position


C.
impose quotas


D.
A and B


E.
A, B and C

19.
Horizontal investments for foreign production of the same goods as made in a home market are made to produce _____.


A.
market integration


B.
changes in the location of production


C.
coordinated economic cycles


D.
operational economies of scale


E.
none of the above

20.
The primary means of protectionism are _____.


A.
tariffs


B.
import quotas


C.
nontariff barriers


D.
A and B


E.
A, B and C

21.
Two loose trading blocs in Asia are:

A.
ASEAN and NAFTA

B.
ASEAN and EU

C.
ASEAN and APEC

D.
NAFTA and EU

E.
APEC and NAFTA

22.
Nehrt and Hogue suggested that companies invest abroad for _____.


A.
new markets


B.
raw materials


C.
production efficiency


D.
new knowledge


E.
all of the above

23.
Aharoni studied the process for foreign investment decisions and found that foreign investment takes place because of _____.


A.
outside proposals such as those from foreign governments


B.
fear of losing a market


C.
the bandwagon effect


D.
strong competition from abroad in the home market


E.
all of the above

24.
The bandwagon effect means that _____.

A.
successful foreign operations reported by a company induce competitors to go abroad

B.
multinational companies tend to possess knowledge that is superior to local companies'

C.
local companies tend to possess knowledge that is superior to multinational companies'


D.
some companies prefer to obtain news of technical developments in foreign countries through foreign investment


E.
companies that find it difficult or costly to obtain raw materials at home invest their money abroad to obtain them

25.
Nehrt and Hogue suggested that companies do not invest abroad for ____:

A.
new markets

B.
raw materials

C.
transportation system

D.
product efficiency

E.
new knowledge

26.
Corporate responses to trading blocs include _____.


A.
invest in various trading blocs


B.
forge various strategic alliances across various trading blocs


C.
forge various joint ventures across trading blocs


D.
A, B, and C


E.
none of the above

27.
The _____ theory makes it possible to synthesize foreign trade and investment theories into a single theory of international economic involvement.


A.
product life cycle


B.
portfolio


C.
eclectic


D.
oligopoly


E.
none of the above

28.
Which of the following is not an example of a trading bloc?

A.
African Union

B.
North American Free Trade Agreement

C.
Mercosur

D.
the Central American Common Market

E.
the Asian Pacific Economic Cooperation

29.
A large number of studies conclude that NAFTA will       .

A.
decrease U.S. jobs

B.
decrease Mexican jobs

C.
decrease Canadian jobs

D.
increase U.S. jobs

E.
increase Japanese jobs

30.
John Dunning argues that a company is willing to invest abroad when it has: 

A.
ownership-specific advantages

B.
benefit-specific advantages

C.
internationalization advantages

D.
location-specific advantages

E.
A, C, and D

Answers 

Multiple Choice Questions

1. C

2. C

3. B

4. B

5. D

6. D

7. E

8. A

9. C

10. D

11. A

12. D

13. B

14. E

15. E

16. E

17. B

18. D

19. D

20. E

21. C

22. E

23. E

24. A

25. C

26. D

27. C

28. A

29. D

30. E
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