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International economists study fascinating questions. WTiat impact will the global financial crisis have 
on world trade? Has the recent groi^nh of world trade exacerbated the impact of the crisis? Does grow-
ing reliance on international trade lead to a loss of "good" jobs for Americans? Can U.S. firms compete 
against firms in low-wage countries? \ \Ъа1 influence does the World Trade Organization (WTO) have 
over U.S. policy? Why does the United States have such a large trade deficit, and is this deficit harmful 
to the economy? What is the appropriate value of the doUar? In other words, international economists 
are concerned with a variet)' of real-world topics that appear in the news almost every day. 

This book provides a comprehensive introduction to international economics. We discuss all 
of the issues just mentioned. We show you how economists go aboul investigating these issues. We 
provide you with a large amount of information on the extent and nature of international commercial 
transactions. Along the way we attempt to relate the many issues and concepts we encounter to real-
world events. Finally, and most important, we attempt to provide you with a simple analytical tool kit 
that will allow you to study issues such as those mentioned in the preceding paragraph and to weigh 
future events as they occur. 

Recall that when you took Principles of Economics, the course material was divided into two 
main parts; microeconomics and macroeconomics. In international economics in general, and in this 



book in panicular, there is a similar division of material. The first ten chapters of this book deal 
with the theory of international trade (international microeconomics). Of central importance in 
these chapters is the international exchange of goods and services. Questions of particular inter-
est include the following: Why do nations engage in international trade? What goods do nations 
trade? How does international trade affect the amount and distribution of jobs and the level of 
earnings in the economy? Should international trade be regulated by tariffs, quotas, or other bar-
riers, and, if so, to what extent should the regulation occur? And how are countries affected by 
international flows of labor and capital? In addition to these questions, this part of the book 
discusses how trade policies are formulated in the United States and elsewhere and describes the 
various currently existing forms of trading arrangements between countries. 

Chapters U th rough 18 are concerned with international finance (or international 
macroeconomics). The subject matter in these chapters tends to focus on the international exchange 
of financial assets. Issues that are studied include the balance of payments; the determination of 
exchange rates; the relationships among exchange rates, prices, and interest rates; international 
banking, debt, and risiq and the interaction of macroeconomic policies between various nations. 
Also discussed in these chapters are the evolution of the world's international monetary system 
and the role of international organizations, such as the International Monetary Fund, in today's 
international economy. 

The purpose of economics is to develop an understanding of the patterns of commercial 
transactions as well as many of the personal and social interactions that we observe in the real 
world. International economics focuses its analysis on the commercial interactions between the 
countries oFihe world. The goal of international economics is to fashion a theoretical framework 
tKat IS suiticiently general to allow one to offer explanations of phenomena and to make predictions 
about the likely outcome of changes in the international environment. Thus, much of the discus-
sion in this book is devoted to developing theories about economic behavior. But theorizing should 
not be done in a vacuum. It is important to Know tne tacts before we begin. How important is 
international trade to the nations of the world? Which countries trade with which other countries? 
What goods do countries trade? The remainder of this chapter is devoted to presenting the factual 
answers to questions such as these. 

Gross natioDa] p r o d u c t 
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CHARACTERISTICS OF NATIONAL ECONOMIES 
There are more than 190 countries in the world today. They come in all shapes and sizes. There 
are large countries with large populations (China, India) and large countries with small popula-
tions (Australia, Canada). There are small countries with large populations (Japan) and smaU 
counlries with small populations (Jamaica, Singapore). No matter what their size, however, there 
are certain characteristics that are common to all. In each, for instance, there is economic activity. 
Goods and services are produced, exchanged, and consumed. 

The extent of economic activity in a country can be measured in many ways. The two 
most common measures are the gross national product (GNP) and the gross domest ic prod-
uct (GDP) of a country. ' Both GNP and GDP provide estimates of the total value of sales of 
final goods and ser\'ices for a gi\'en country. And, because sales of goods and services constitute 
income to those selling these products, GNP and GDP can also be thought of as indicators of 
total national income. The difference between GNP and GDP has to do with who is producing 
the goods, and where. GDP refers to production within a country, n o matter whether the fee-
tors of production (e.g., labor and capital) are domestic or foreign. GNP refers to production by 
domestic factors, no matter where they are located. Thus, goods produced by Canadians work-
ing in factories in the United States would count as part of U.S. GDP but would also be part of 
Canadian GNP. For most countries there are only very small differences between GKP and GDP. 

• World Bank publications now refer lo G N P as gross national income (GN!). 



Thai there is any difference at all is because some factors of production (e.g., labor, capital) are 
internationally mobile. In Chapter 10 we discuss some of the economic implications of interna-
tional factor mobility. 

A crude measure of the standard of living in a country is obtained by the ratio of that coun-
try's GNP (or GDP) to its population. This measure is known as the country 's income per capita. 
or per capita GNP (or GDP). In essence, it tells us how much each resident of a countrv would 
have if the value of that country's production was equaDy dlNided among all members of socien*. 
By this standard, some countries are low or middle income (e\'en though some residents be 
rich) while other countries are high income (even though some residents may be рюог). In thii 
book countries classified as low or middle income are referred to as developing or emerging mar-
ket countries. Richer countries are identified as developed or industrialized. 

All countries participatp in internfltinnal trade. That is, some goods and ser\ices produced 
within every country are sold to economic agents (e.g., individuals, firms, governments) in other 
countries; these products are known as exports. Some goods and services consumed within a 
country have been purchased f rom economic agents in other countries; these goods are known 
as imports . 

Countries differ in how much they participate in international trade. A measure of ihis 
participation (again, a very crude measure) is given by the ratio of exports to GDP (or GNP) mul-
tiplied by 100. This measure is known as the index of openness. In general, this number will vary 
between 0 and 100, although values greater than 100 are possible.* Countries with high values of 
this index trade a lot with the rest of the world and are said to be relatively open. Countries with 
low values of the index are said to be relatively chxed. because international trade is only a small 
part of their economic activity. 

To understand better the concepts we have presented so far, let's consider some numbers 
from the real world. Table 1.1 shows the data for a large set of countries. Information is presented 
on country size in terms of population and area. Also shown are data on GNP per capita (mea-
sured in two ways), indexes of openness (exports of goods and service£.as a percentage of GDP) 
for 1980 and 2009, and merchandise trade figures (imports and exports for 2009). 

Let's explore some of the facts contained in the table. First, note that for each country category, 
the data are arranged by ascending order of GNP per capita. The poorest countries of the world 
tend to be located in Africa and Asia. The richest countries tend to be the industrialized countries 
of Western Europe, North America, and the Pacific Rim. Except for China and India, physical size 
(land area) and population size appear to have little role in explaining income per capita. 

According to the numbers in column 3 of the table, most of the low- and middle-income 
countries are desperately poor. GNP per capita in some of these countries is less than S500, com-
pared with an average GNP per capita in excess of $34,000 in the high-income countries, In India, 
for instance, per capita GNP was calculated to be Si,180 in 2009. You may wonder how anyone 
could survive for one year with such a low income level. Part of the answer to this question lies 
in the feet that differences in productivity levels and government policies mean that individu-
ak in these countries pay much lower prices for many of the goods and services they consume 
than people pay in the United States or other developed countries. For example, middle-income 
citizens of India currently pay about $100 per month to rent an apartment in most cities, and the 
average man pays between 50c and Sl.OO for a haircut. Both of these prices are significantly lower 
than the pre\'ailing prices in the United States, Because standard measures of GNP are based on 
valuing goods in terms of prevailing market prices, there will be a tendency for GNP measures to 
be biased downward in countries where prices measured in dollar terms are so low. 

Expor t s 
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• A value greater than 100 means that the country 's exports are bigger t han its overall level of product ion ( G D P or GNP) . 
Such a situation could occur if m u c h of the economic activity of t he count ry in quest ion i n ^ l v e d the assembly and export 
of final p roduc t s m a d e f« )m impor ted raw or partially assembled materials. T h e value in excess of 100 comes about f r o m 
the fact that ou tpu t is (always) measured in te rms of value added—the value of capital and labor services de^'Oted in this 
case 10 the assembly of goods—while exports are measured in t e rms of the total value of goods—including the value of the 
imported parts. Clearly, in such circumstances it is quite likefy for exports to b e greater than value added. 



TABLE 1.1 Basic Characteristics of Selected Countries 

(3NP per capita Index of Openness Goods & Services 

2009 Avg. Yearly Exports Imports 
Population Area 2009 PPP % Growth 2009 2009 
(millions) (1,000s sq. km.) (S) Estimate 2000-2009 1980 2009 (millions of S) 

Low-income Economies 
Burundi 8.0 28 150 390 0.2 9 0 4.9 65 410 
Malawi 15-0 118 280 760 2.1 25 0 19.3 960 1,600 
Ethiopia 83.0 1,104 330 930 5.9 11.0 5.2 1,490 7,310 
Niger 15.0 1,267 340 660 0-8 25.0 16.7 900 1,550 
Sierra Leone 6.0 72 340 790 6.2 18.0 10.6 205 505 
Guinea 10.6 246 370 940 0.5 n.a. 23.9 980 1,400 
Madagascar 20.0 587 420 1,050 1.1 13.0 12.7 1,150 2,900 
Mozambigue 23.0 802 440 880 5.4 11.0 19.9 1,950 3,750 
Neoal 29.0 147 440 1,180 1.7 12.0 5.4 680 3,550 
Togo 7.0 57 440 850 -0.1 51.0 27.3 780 1,400 
Central Afncan Republic 4.0 623 450 750 - 1 25.0 5.5 110 300 
Rwanda 10.0 26 460 1,060 4-3 14.0 4.0 205 1,750 
Uganda 33.0 241 460 1.190 4.3 19.0 22.6 3,560 4,410 
Tanzania 44.0 945 500 1,350 4 n.a. 13.7 2,970 6,347 
Burkina Faso 16.7 274 510 1,170 2.1 10.0 9 8 800 1,900 
Bangladesh 159.0 144 590 1,580 4.3 4.0 169 15,081 21,833 
Chad 11.0 1,284 610 1,230 7.2 17.0 4 0 4 2,700 2,100 
Mali 13-0 1,240 680 1,190 2.9 15.0 23.3 2,100 2,600 
Ghana 24.8 239 700 1,480 3.4 8.0 35,4 5,530 8,140 
Benin 9.0 113 750 1,510 0.7 23.0 15.0 1,000 1,800 
Kenya 40.0 580 770 1,570 1.8 28.0 144 4,335 9.670 
Mauritania 3.0 1,026 960 1,960 2.1 37.0 44.9 1,360 1.410 
Group Average 500 1 ,112 2.7 18.8 17.8 2,223 3,938 

Middle-income Economies 
Pakistan 170-0 796 1,020 2,710 3 12.0 10.6 17,695 31,720 
Senegal 13.0 197 1,030 1,790 1.6 27 0 16.7 2.180 5,210 
CSte d'lvoirg 21.0 322 1,060 1,640 -1-4 35.0 40.4 9,300 6,500 
Nigeria 155.0 924 1,140 1,980 4 29.0 31.1 52,500 3,900 
Cameroon 20,0 475 1,170 2,200 1.1 28.0 14.2 3,100 3,800 
India 1,155.0 3,288 1,180 3,260 6.4 6.0 11.8 155,249 243,636 
Papua New Guinea 7.0 463 1,180 2,270 0.9 43.0 57.4 4,530 3,480 
Bolivia 10.0 1,099 1,620 4,260 2.2 25.0 28.0 4,850 4,410 
Philippines 92.0 300 1,790 3,540 3 24 0 23.9 38,335 45,802 
Honduras 7.0 112 1,820 3,730 2 9 36.0 35.8 5,235 7,830 
Congo, Rep. 4.0 342 1,830 2,940 1.7 60.0 65.6 5,700 2,700 
Sri Lanka 20,0 66 1,990 4,720 4.6 32.0 17.5 7,360 9,883 
Egypt 82,0 1,001 2,070 5,690 3 31.0 11.2 21,150 44,946 
Indonesia 230.0 1,905 2,230 4,060 4 34.0 22.2 119,776 91,720 
Paraguay 6.0 407 2,270 4,430 1.5 15.0 21-3 3,191 6,940 
Guatemala 14,0 109 2,620 4,590 1.3 22.0 20.0 7,360 11,521 
Morocco 32,0 447 2,790 4,450 3.8 17.0 15.2 13,848 32,804 
El Salvador 6.0 21 3,370 6,360 2.2 34.0 17.1 3,797 7,255 
China 1.336.0 9,597 3,590 6,770 10.3 6.0 24.1 1,201,534 1,005,688 
Tunisia 10.0 164 3,720 7,820 3.9 40.0 36.5 14,449 19,100 
Jordan 6.0 89 3,740 5,840 4.7 40.0 27.9 6.366 14,075 
Thailand 68.0 513 3,760 7.640 3-7 24.0 57.8 152,498 133,801 
Ecuador 15.0 284 3,920 8,040 3.9 25.0 24.0 13.724 15,093 
Penj 29.0 1,285 4,150 8,140 4.7 22.0 21-2 26,885 21,706 
Algeria 35.0 2,382 4,420 8,130 2.5 34.0 31.1 43,689 39,103 
Dominican Reoubhc 10.0 49 4,510 8,100 4 19.0 11.7 5,460 12,230 



<3NP per capita Index of Openrtess G o o d s S r S«fVKes 

2009 Avg. Yearly Exports Imports 
Population Area 2009 PPP % Growth 2009 2009 
(millions) (1,000s sq, km.) ($) Estimate 2000-2009 1980 2009 ( iTdfcmso<S) 

Colombia 45.0 1,139 4,930 8,500 3.2 16.0 14.2 32.853 32 »96 
Bulgaria 8.0 111 5,770 12,290 6 36.0 34.9 16.435 23.30C 
South Africa 49.0 1,221 5,770 10,060 2.8 36.0 21.9 62.627 Э5С 
Costa Rica 5.0 51 6,230 10,940 3.4 26.0 30.0 8,777 11.395 
Panama 3.0 76 6,710 12,530 5.2 51.0 3.6 885 ~ -ss 
Malaysia 27.0 330 7,230 13,530 3.3 58.0 82.2 157,433 123 832 
Argentina 40.0 2,780 7,570 14,120 4.4 5.0 18.1 55,750 38,77^ 
Brazil 203.0 8,547 8,040 10,260 2.4 9.0 9.7 152,995 133,609 
Romania 21.0 238 8,330 14,460 6.1 35 0 25.1 40,500 54.075 
Turkey 75.0 775 8,730 13,730 3.6 5 0 16.6 102,139 140,869 
Mexico 107.0 1,958 8,920 14,110 1.2 11 0 26.3 229,707 241,515 
Uruguay 3.0 177 9,360 12,910 4 15.0 14.9 5,386 6,907 
Russia 142.0 17,075 9,370 18,390 6.2 n.a. 24 7 303,978 191,868 
Chile 17.0 757 9,420 13,430 3 23.0 32.4 53,024 42,378 
Venezuela 280 912 10,150 12,370 3.2 29.0 17.6 57,595 42,220 
Group Average 4,403 7,725 3.S 26,9 26.0 78,533 72,884 

High-income Economies 
Poland 3S.0 323 12,260 18,440 4.5 28.0 31.3 134,452 146.626 
Hungary 10.0 93 12,980 18,570 3.1 39.0 65.1 83,965 77.550 
Slovak Republic 5.0 49 16,130 21,600 5.7 n.a. 63.8 55,933 55.186 
Czech Republic 10.0 79 17,310 23,610 3.9 n.a. 59.6 113,319 104.982 
Korea 49.0 99 19,830 27,310 3.7 34.0 43.7 363,534 323,085 
Portugal 11.0 92 20,940 22,870 0.3 25.0 19.0 43,192 69,238 
Israel 7.0 21 25,740 27,040 1.6 44.0 24.5 47,670 49,150 
Greece 11.0 132 28,630 28,440 3.2 16.0 6.0 19,886 59,398 
New Zealand 4.0 271 28,830 26,430 1.7 30.0 19.9 24,936 25,583 
Hong Kong 7.0 1 31,420 44,070 4.6 90.0 153.1 329,739 352,«W 
Spain 46.0 506 31,870 31,630 1.3 16.0 14.9 218,027 290,240 
Italy 59.0 301 35,080 51,330 -0.1 22.0 19.2 404,653 410,385 
Singapore 5.0 1 37,220 49,850 4.1 215.0 148.1 269,832 245,785 
Japan 128.0 378 37,870 33,280 1 140 11.5 580,845 550,679 
United Kingdom 62.0 245 41,520 37,360 1.4 27 0 16.1 350,728 479,890 
Canada 34.0 9,971 42,170 37,590 1.5 28.0 23.6 315,552 330,268 
Germany 82.0 357 42,560 36,960 0.9 n.a 33 5 1,120,927 931,434 
France 63.0 552 42,680 33,980 0.8 22 0 17.9 474,972 551,092 
Australia 22.0 7,741 43,770 38,210 1.8 190 16.7 154,043 165,471 
Ireland 4.0 70 44,310 33,280 2.3 48.0 50.5 114,662 61.871 
Belgium 11.0 33 45,310 36,520 1.1 57.0 78.9 369,760 351.035 
Finland 5.0 338 45,680 34,430 2.2 33.0 26.4 62,586 60,037 
Austria 8.0 84 46,850 38,850 1.5 36.0 35.6 137,217 143,527 
United States 307.0 9,364 47,240 46,730 1.2 10.0 7 4 1,056,895 1,603,768 
Sweden 9.0 321 48,930 38,560 1.8 29.0 32.2 130,742 118,758 
Netherlands 17.0 41 49,350 40,510 1.3 51.0 63 0 498,648 445.8C2 
Switzerland 8.0 41 56,370 41,830 1.2 35.0 34 5 172,742 155 595 
Denmark 6.0 43 58,930 37,720 0.8 33.0 30.0 93,102 82.?S3 
Nonway 5.0 324 86,440 56,050 1.3 43.0 31.6 120,710 68 506 
Group Average 37,870 34,243 2.1 40.2 40.6 271,147 2S6,57D 

Source-. World Bank, World Development Report 2011 (Washington, D.C.: World Bank) various tables. 



Over the past several decades, several international agencies have begun publishing new 
measures of standards of living that take into account international differences in prices paid for 
goods and services. In essence, what these numbers do is answer the question, How many dollars 
would it take in the United States to buy what the average citizen of a country can buy in his or 
her country at prevailing local prices? At the heart of these measures is an exchange rate concept 
known as purchasing power parity (PPl*); 200У values of per capita GNP based on PPP exchange 
rates appear in column 4.* Not ice lHatToFthe poorest countries in the table, the numbers in 
column 4 tend to be" substantially larger than those in column 3. This indicates that international 
differences in average standards of living, while still quite large, are not as extreme as the col-
umn 3 numbers would seem to indicate. For instance, the conventional measure of India's per 
capita GNP is 51,180 per year. Using the PPP measure, the standard of living of the typical Indian 
citizen is S3,260, 

Economic Growth 
The Great Recession began in the United States in late 2007 and ended in 2009, although unem-
ployment has remained at abnormally high levels into 2012. Since 2007 a number of other coun-
tries, primarily in Europe, have also seen economic downturns. Despite this, for most of the 
countries in Table l . I , the period 2000-2009 represented an era of relatively strong growth in 
standards of living. The low-income countries in the table averaged an annual increase in per 
capita GNP of 2.7 percent (see column 5)."' Within this group, growth rates varied consideraHy, 
with both negative average annual rates (as low as - 1 percent in the Central African Republic) 
and large positive rates (7,2 percent in Chad, 6.2 percent in Sierra Leone, and 5.9 percent in 
Ethiopia), Indeed, the most highly populated of the low-income countries (Bangladesh, Ethiopia, 
and Kenya) all experienced positive annual average gro^vth over the decade. During this period, 
middle-income countries had the strongest growth rates, averaging 3.5 percent, almost twice the 
average per capita grov\th rate in the high-income countries. 

Among the low-income and middle-income economies, the most severe negative annual 
growth rates over the period between 2000 and 2009 occurred in Cote d'lvoire and the Central 
African Republic, where per capita GNP fell at rates of 1 percent or more per year. None of the 
high-income countries experienced negative growth rates over this period, although late in the 
decade many of the high-income countries in the world saw per capita income levels fall for a 
year or mote. Negative growth in per capita income means that, on average, each individual in 
societ)' has less income than he or she had in the previous year. 

A variety of factors can produce sustained periods of declining standards of living. In 
2008, the downturn in the world economy was brought on by a financial crisis that originated 
in the United States and rapidly spread to many other countr ies of the world as banks and 
other flnancial institutions cut back on lending to businesses and households. With the fall 
in lending, households reduced purchases and businesses found it Increasingly difficult to 
continue normal activities. In the end, this led to a downward spiral in economic activity, a 
rise in unemployment , and a loss in income. The slump in the United States began to reverse 
in 2010 and per capita incomes there have been rising, albeit at a relatively slow pace ever 
since. As of early 2012, however, many European economies, especially those in the eurozone. 

* P o r m o r e o n ihe c o n c q j t of purchas ing power parity, see Chapler 15. For more o n the use of PPP exchange rales 10 
measure income, see Paul Schreyer and Francette Koechlin, "Purchasing Power Pari t ies—Measurement and Uses." O E C D 
Statistics Brief, .March 2002. Avaibble onl ine at www.oecd.o i^dataoecd/32/J4/2078177-pdf-
' C o l u m n 5 reports percentage changes in the rat io of G N P to populat ion. Throughou t this text, we «i l l use the notat ion 
"Л" to deno te the percentage change in a variable. For instance, ж denotes the percentage change i n x I f x e q u a l s the ratio 
of two number s such as per capita G N P (Le., л: = ylz where = G N P and г = populat ion) , a simple approximat ion rule 
allows one to de te rmine the rate of growlh of дг;* = ^̂  — 2. We will make use of this approximation f r o m t ime to time-
In this part icular circumstance, (he fo rmula states that growth in per capita G N P depends positively on G N P growth but 
negativeh- on popula t ion growth. If, for instance, G N P is rising by 1 percent but populat ion is growing at 3 percent, then 
per capita G N P wrill be falling at 2 percent. 



appear to be heading into recession. It is too early to determine whether or not a European 
recession will spread to the rest of the %vorld. 

In some countries, falling per capita GNP is brought on by war (or civil war) in which factories 
and economic infrastructure (e.g., harbors, public utilities, railroads, airports) are destroyed- In 
other countries, it may result from declining prices for the commodities (e.g., coffee, copper, cocoa, 
sugar) on which these economies depend, possibly coupled with misguided government policies 
aimed at encouraging rapid industrialization. In some countries, negative growth may simply 
reflect a stagnant economy combined with rapid population growth. No matter the cause, negative 
growth—especially over long periods—is symptomatic of terrible economic distress-

In contrast, other countries exhibited strong growth over the 2000-2009 period. Several 
of these countries are located in Eastern Europe, including Bulgaria, Russia, Romania, Poland, 
and the Slovak Republic. Over the past 20 years, these countries have undergone a remarkable 
transition, as economic systems that relied on central planning of the production have been 
dismantled and replaced with private-sector firms. Other countries with strong growth (in excess 
of 4 percent per year) over this period include Algeria, Argentina, China, Greece, Hong Kong, 
India, lordan, Korea, Panama, Peru, Singapore, Sri Lanka, and Thailand. 

Why is there a difference in growth rates both within various country groups and between 
low-income developing economies and high-income developed economies? Economies grow 
over time because their endowments of factors of production (e.g., labor, capital, and technology-) 
grow, not only in number but in quality. Many economists argue that the main engine of growth 
is the accumulation of knowledge and skills by workers. ' This growth in human capitaF takes 
place in schools, in laboratories, and on the job. Investment in plant and equipment that increases 
physical capital is also important. But what appears to be crucial is that workers function in an 
environment that requires them to face new challenges and thus to acquire new skills, Such an 
environment is provided in countries where exports represent a large share of output, The twin 
challenges of producing goods that will be desired in the global market and competing with 
producers from other countries for this market place a premium on growth in inventiveness and 
the continuing acquisition of entrepreneurial, managerial, and technical skills. Without the pres-
sure from outside competitive forces, acquisition of human capital, and thus overall economic t i p - ' 
gro\\in, may be slow, Hence, it is no surprise that a number of the faster-growinj? countries i n ~ 
Table 1,1 tend to be more open. 

International Trade 
International t rade has become increasingly impor t an t for the world economy. Consider 
Figure l . I . There we plot total exports and commodity output (world GDP), measured in real 
(volume) terms, between 1950 and 2010.^ To preserve space, each series of values has been 
converted into an index number equal to 100 in 1950. As the plot shows, output and exports 
expanded at roughly the same rates between 1950 and 1960. Beginning in the earlv 1960s, 
world exports began to rise much more rapidly than output. In 1973, world exports had risen 
500 percent over their level in 1950, while world output was about 200 percent higher. By 1989, 
world exports were 1,000 percent higher than in 1950, while world output had risen more than 
400 percent. As the figure shows, world trade exploded in the 1990s. Between 1990 and 2007, 
world exports more than doubled. During the same period, world output rose by 56 percent. 

What has caused this explosion of world trade? There is no simple answer to the question. 
One factor that has certainly played an impor tant role has been the reduction in barriers to 
international trade that has occurred dur ing this period. Barriers to trade include transpor-
tation and communica t ion costs. With improvements in technology in these areas, such as 

• Thie a r g u m e n t presented in the remainder of this pa ragraph is developed m o r e complete ly in Rober t E. Lucas, Jr., 
'Mak ing a Miracle," Econometrica (1993). 

' Not included in the export statistics are levels of international t rade in commercial services. 
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FIGURE 1.1 W o r l d Exports and O u t p u t in Real Terms: 1950-2010 Source-. W o r l d Trade 
Organizat ion, International Trade Statistics 2011. Tab le A1-

container ships, supertankers, and satellite telecommunications networks, it is now much eas-
ier for seUers in one country to contact consumers in another and to deliver goods to them in 
a timely fashion. 

Barriers to trade also include government-imposed limits on trade, including tariffs and 
quotas on imports and exports. During the past 40 years, governments around the world, espe-
cially in industrialized economies, have entered into a series of multilateral agreements to lower 
government- imposed barriers to trade. Some of these agreements have been between small 
groups of countries, such as the formation in 1957 of what is now called the European Union 
(EU), which has brought « r t u a l free trade across most of Europe. Other agreements, such as the 
tariff reduction agreements that were reached in the Kennedy Round talks held in the 1960s, the 
Tokyo Round talks held in the 1970s, and the Uruguay Round talks of the 1980s and early 1990s, 
have been bet>\'een a much broader set of countries. These agreements resulted in three succes-
sive cuts of over 40 pprrent in tariff levels of the major industrialized countries, In Chapters 6 
and 7 we discuss how tarifis and other policies affect international trade. In Chapters 8 and 9 we 



describe this movement to lower trade barriers as well as the creation of several other regional 
trade agreements and current U.S. trade policy measures. ' 

As Figure 1.1 shows, world trade has grown virtually every year o\-er the past six decades, 
Nonetheless, real-world exports did fall in several years, most notably in the mid-1970s, in the early 
1980s, in 2001, and most spectacularly in 2009, when real trade volume fell by almost 13 percent 
from its level in 2008. There is a common feature of all four of these periods: Each marked a time 
^^•hen recessions occurred, especially in the United States and other major indmtrialized economies. 
As is discussed more fully in the foilowii^ section, major economies purchase most of the world's 
exports. If these countries experience economic downturns, their purchases tend to fall. 

As the figure highlights, the beha \ io r of trade in 2009 represents a much different pat-
tern than seen in the three other downturn periods. Indeed, this behavior is so unique that it 
has been dubbed the Great Trade Collapse. Several theories have been offered to explain the 
collapse. Alessandria, Kaboski, and .Viidrigan ai^ue that the fall in trade can be explained by a 
sharp decline in orders for goods that in normal times would have been held as Inventor)- items.* 
A number of studies blame the trade collapse on the drying up of trade credit.* A third group of 
studies attributes the collapse to the rise of a vertical network of production across count r ies . " It 
is unclear if any one of these theories can explain the magnitude of the downturn and its subse-
quent reversal, All three factors, or possibly others, have probably been responsible.** 

The importance of international trade for the countries of the world differs considerably. In 
columns 6 and 7 of Table 1.1, we present values of the Index of openness for the years 1980 and 
2009. Let's consldei-lhe-ialu£ifQrI980 first. For most countries, the ratio of exports to GDP was 
between 10 and 40, In other words, for most countries exports accounted for between 10 percent 
and 40 percent of GDP. The average for all of the countries reported was 29. 

The most open country of all was Singapore, with a value of 215 (i.e„ exports were more 
than double its GDP!). Other highly open economies included Hong Kong (index of openness 
90), the Congo (60), Malaysia (58), Belgium (57), Togo (51), Jamaica (51), Panama (51), and the 
Netherlands (51). The most closed economies included Brazil (9). China (6), India (6)^and the 
United States (10), This pattern of behavior for the index of oper 
ecorioffTIes (as measured by area and population) tend to be more closed, while smaller economies 
tend to be more open. The commonsense explanation of this fact is that smaller economies tend 
not to be able to produce the many types of products that people want to consume. Thus, there is a 
need for exports, which can be sold to other countries in exchange for goods not available domes-
tically Larger countries are better able to diversify their production, especially if these countries 
possess a wide variety'of resources and large endowments of various factors of production. 

Between 1980 and 2007, most countries became more open. The average value of the index 
of openness rose from 29 to 33, However, due largely to the collapse in trade in 2009, the index 
of openness for many countries was not significantly different in 2009 from what it had been in 
1980. Throughout the рге%аои8 30 years, virtually all countries in the world had been increasing 
their opeimess to trade. As with economic growth, however, changes in openness differed con-
siderably across income groups. O n average, low-income economies remained the most dosed. 

* For a statistical analysis of some of the factors that have caused trade to rise fester than output, see Mail ; Dean and 
Maiia Sebastia-Barriel. °\Vhy Has World Trade Grown Faster Than World Output?" Bank of England Quorterfy Buikfin 
(Autumn 2004). 

See Geoi^e Alessandria, Joseph P. Kaboski, and V ' i i ^ i u Midrigan, "The Great Trade Collapse of 2008-09: .Лп Inventory 
Adjus tment ' " J.VfF Economic Review (2010). 

* See, for instance. Mary Amlt\ ' and David E.Weinstein, "Exports and Financial Shocks," QuarieHy foumal Economics 
(2011): and Da^ln Choi and Kalina Mano'.'a. "Off the Cliff and Back? Credit Condit ions and International Trade dur ing 
the Global Financial Ciisii^ journal of Intenyational Economics (forthcoming). 

Julian di Giovanni and Andrei Levchenko,"InternatioDal Trade. Vertical Production Linkages, and the Transmission of 
Shocks," VoxEV, http:// \-oxeu.org/indei.php?q=node/4185 (2009). 

For more on the Trade Collapse, see Richard Baldwin, ed., Tht Great Trade Collapse: Causes, Consequences, and 
Prospects. Vox £L' .ht tp: / /www.voxeu.oi^index.php?q=node/4297 (2009). 



T r a d e def ic i t s a n d 
i u r p l u s e s 

A coun t ry has a trade deficit 
( s u r p l u s ) if i t s i m p o r t s 
(exports) exceed its exports 
( imports) . 

Hong Kong (153), Singapore (148), and Malaysia (82) remained among the most open. 
Other highly open economies included Belgium (79), the Congo (66), the Netherlands (63), the 
Slovak Republic (64), and Hungary (65). 

In general, countries that were closed in 1980 tended to be more open in 2009. Argentina's 
index rose from 5 to 18; China's from 6 to 24; Ghana's from 8 to 35; and .Mexico's from 11 to 26. By 
contrast, India (12), Ethiopia (5), Japan (12), and the United States (7) remained relatively closed. 
It is interesting to note that even though the United States and Japan were two of the most closed 
economies according to the index of openness, they ranked third and fourth in the value of their 
exports in 2009 (see column 8), This Illustrates the massive size of these two economies relative to 
other countries in the world. Even mough the United States and Japan sell enormous amounts of 
goods апЗ services on world markets, their exports are smaTTrelative to overall economic activity, 
and hence their Indices of openness are very low. 

Columns 8 and 9 оГТаЫе 1.1 ргоШе data on exports and imports of the various countries 
listed in the table. A quick comparison of the group averages of the two columns suggests that on 
average there is a rough equality between exports and imports. That is, for some countries (during 
some years) exports are higher than imports, and vice versa In the remaining cases. However, look-
ing over broader groups of countries for one year or the average trade flows of a typical country over 
several years (this is not shown In the table), exports and imports have a tendency to balance out. 
This rough equality between exports and imports is no accident. It illustrates that the re\'enue earned 
from selling exports is the primary means countries haw for purchasing imports. W t h o u t sufficient 
export sales, imports can be purchased by borrowing. And just as individuals cannot borrow indefi-
nitely, neither can countries. Thus, in some years countries wi]] have to export more than they import 
to repay their past debts or to build up assets that can be used in future years to purchase imports. 

Countries whose imports exceed exports are said to run t rade deficits. The magnitude of 
the deficit provides an approximation of the amount o fbor rowing tha t a country has undertaken 
to purchase Its Imports. Countries with higher levels of exports than imports are said to run t rade 
surpluses. The size of a country's trade surplus offers a measure of the amount by which that 
country has reduced its debt to foreigners or expanded its asset holdings. The trade balance is 
one measure of a country's balance of payments. In Chapter 11, we will discuss measures of the 
balance of payments in more detail. 

As previously noted. In 2009 the United States was the world's third largest exporter. It was 
also the world's lai^est importer and had the world's largest trade deficit. In 2009, Japan was the 
world's fourth largest exporter, following China, Germany, and the United States. The remainder 
of the top ten exporters in 2009 were the Netherlands, France, Italy, Belgium, Korea, and the 
United Kingdom-

The fact that China is now the leading exporting country in the world is one of the most 
remarkable features of the modern world, China now accounts for more than 10 percent of world 
exports. Its share of world exports has risen from essentially zero in 1980 ,̂ In 1995 it held about 
2,5 percent of world exports. This growth in world trade shares in such a short period of time 
is unprecedented. Much of what China exports represents goods that go through various stages 
of processing in muhiple countries, most of which are located in Asia. This vertical network of 
production chains is one of the major features of modern economic activity.* 

THE DIRECTION OF INTERNATIONAL TRADE 
We have established that international trade is on the rise. Has trade expanded for all countries at 
an equal rate? Which countries trade with each other? Have these patterns changed over time? We 
turn now to addressing these questions. Figure 1.2 provides data on the geographic distribution 

• For more o n the growth of Chinese exports since 1995, see Steven Husted and Shuichiro Nishioka. " T h e Rise of Chinese 
Exports, ' unpublished working paper, University of Pit tsburgh (2012), 
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of international trade by region for 1965 and 2010 as well as the overall size of export flows in 
these two years. Trade is measured in billions of U.S. dollars. Exports f rom six regions are shown 
in the figure, These regions include both groups of industrialized countries (e.g., the United 
States and Canada and the EU) and groups of developing countries (e.g., Latin America, Africa, 
and the Middle East). Asia includes three traditional industrialized countries—Japan, Australia, 
and New Zealand—several newly industrialized countries—Hong Kong, Korea, and Singapore— 
and a number of developing countries, including China, India, Indonesia, and Pakistan. 

The data in the figure offer a number of stylized facts about trade patterns.* First, they con-
firm that industrialized countries account for the bulk of world trade. In 1965, the United States, 
СатЯЗа, and the 25 countries of the EU produced 63 percent of world exports. If we include the 
exports of Australia, lapan, and New Zealand, industrialized country exjxjrts made up 70 percent 
of world exprerts during that year* In 2010, the exports of these 30 countries constituted 55 percent 
of the world total. 

Not only are industrialized countries the largest exporters in the world, but the data indi-
cate that they are also the largest importers. The United States, Canada, and the EU served as 
primary markets for the exports of all regions in both years, 

A remarkable feature of the figure is the growth in importance of Asia as a producer of 
exports. The value of world exports was 92 times higher in 2010 than it was in 1965, but exports 
from Asia in 2010 were 235 times greater in value terms than they had been in 1965. The share of 
Asian exports in total world trade rose f rom 12 percent to 32 percent in 46 years. As noted previ-
ously, the countries chiefly responsible for this phenomenal growth were China. Japan, and the 

WEHeAtia was growing in importance as a producer of exports, Latin America and Africa 
saw their positions erode. Latin America's share of world exports declined f rom 7 percent to 
4 percent. Africa's share fell i rom almost :> percent W about 3 percent. Morth America's export 
share also fell over this period, fi-om more than 20 percent to about 13 percent. 

Table 1.2 lists the major trading partners of a selected set of countries for the year 2010. 
For each country, its top ten trading partners in terms of merchandise exports are presented. The 
table reveals several common patterns. First, the United Slates is the major trading partner for 
many countries. This reflects the size of the U.S. economy and the high income levels found in 
America relative to other markets in the world. Second, there is considerable evidence that dis-
tance plays a role in trade patterns. Canada and the United States are each other's largest trading 
partner. 

The United Kingdom, France, and Germany ali trade extensively with each other and with 
European countries in general. Mexico trades largely with the United States; Singapore, with 
countries in the Western Pacific; and Russia, with countries of Eastern Europe. 

Summarizing the trade patterns described in this section, we have shown that industrial-
ized countries account tor the bulk of world exports and world imports. In particular, the largest 
amount of trade occurs between industrialized countries. Asian countries have seen their share 
in world trade almost triple over the past 45 years, with Asia the second-largest source of exports 
after the EU as well as a significant customer for exporters from other parts of the world. Q ^ ^ ^ ^ 

In terms of national trading patterns, countries tend to trade extensively with their neigh- ' ^ 
bors. Nowhere is this more apparent than in the EU, where two-thirds of EU member exports go 
to other EU countries, and in North America, where Canada, the United States, and, increasingly, 
Mexico are major markets tor eacti other s goods. In addition, the United States is an important 
market for the exports of many other countries. 

• A stylized fact (or «mpirical regularity) is a pat tern that is observed in real-world data on a regular basis. For instance, 
the regular occurrence that young and old people tend to spend more than they earn while middle-aged people save is a 
styliied fact of consumpt ion behavior. 

^ The export levels for these three countr ies are included in the exports of Asia. In 1965, they totaled $12.5 billion, of 
which Japan's share was $8 billion. In 2010, the exports of these countr ies totaled $1,200 billion: Japan's share that year 
was $770 billion. 



TABLE ^2 TopTenTrading Partners of Selected Countries. 2010 

(Percentage of Total Merchandise Exports) 

United States U n i t e d K i n g d o m C h i n a 

CANADA 19.43 UNITED STATES 14.35 UNITED STATES 17.98 
MEXICO 12.79 GERMANY 10.84 HONG KONG 13.84 
CHINA 7.19 NETHERLANDS 7.84 JAPAN 7.67 
JAPAN d.74 FRANCE 7.69 KOREA 4,36 
UNITED KINGDOM 3.79 IRELAND 6.21 GERMANY 4.31 
GERMANY 3.76 BELGIUM-LUXEMBOURG 4.93 NETHERLANDS 3.15 
KOREA 3.04 SPAIN 3.67 INDIA 2.59 
BRAZIL 2.77 ITALY 3.33 UNITED KINGDOM 2.46 
NETHERLANDS 2.74 CHINA 2.76 SINGAPORE 2.05 
SINGAPORE 2.28 SWEDEN 2.04 ITALY 1.97 

Germany Japan Canada 
FRANCE 9.45 CHINA 19.41 UNITED STATES 74.86 
UNITED STATES 6.S3 UNITED STATES 15.65 UNITED KINGDOM 4.08 
NE"HERl^ND5 6.59 KOREA 8.10 CH'NA 3.33 
UNITED KINGDOM 6.20 OTHER ASIA, n.e.s. 6.82 JAPAN 2.31 
ITALY 6.10 HONG KONG 5.50 MEXICO 1.26 
AUSTRIA 5.60 THAILAND 4.44 GERMANY 0.95 
CHINA 5.59 SINGAPORE 3.28 KOREA 0.93 
BELGIUM-LUXEMBOURG 4.84 GERMANY 2.65 NETHERLANDS 0,81 
SWITZERLAND 4.39 MALAYSIA 2.29 BRAZIL 0,65 
POLAND 3.97 NETHERLANDS 2.13 NORWAY 0.64 

iVJexico Brazil India* 
UNITED STATES 80.07 CHINA 15.25 UNITED ARA8 EMIRATES 14,38 
CANADA 3.57 UNITED STATES 9.64 UNITED STATES 10,82 
CHINA 1.41 ARGENTINA 9.17 CHINA 5.87 
SPAIN 1.28 NETHERLANDS 5.07 HONG KONG 4.05 
BRAZIL 1.27 GERMANY 4.03 OTHER ASIA, n.e.s. 3.88 
COLOMBIA 1.26 JAPAN 3.54 SINGAPORE 3.86 
GERMANY 1.19 UNrriD KINGDOM 2.30 иКГГЕО KINGDOM 3.69 
JAPAN 0.64 CHILE 2.11 NETHERLANDS 3.66 
CHILE 0.62 ITALY 2.10 GERMANY 3.31 
NETHERLANDS 0.62 RUSSIA 2.06 SAUDI ARABIA 2.19 

Singapore* Egypt Russia 
HONG KONG 11.58 ITALY 8.3S NETHERLANDS 14.26 
MALAYSIA 11.46 SPAIN 6.16 OTHER ASIA, n.e.s. 13.35 
CHINA 9.75 SAUDI ARABIA 5.88 ITALY 6.51 
INDONESIA 9.68 UNfTiD STATES 5.88 CHINA 5.30 
UNITED STA^S 6.56 INDIA 4.66 GERMANY 4.25 
KOREA 4.66 UBYA 4.63 POLAND 3.81 
JAPAN 4.55 TURKEY 3.74 TURKEY 3.75 
AUSTRALIA 3.92 SYSIA 3.60 UKRAINE 3.65 
THAILAND 3.74 UNITED KINGDOM 3.51 JARAN 3.35 
INDIA 3.43 FRANCE 3.09 UNIITiD STATES 3.23 
' 2 0 0 9 data. 

Source: 2010 brtenuitionel Trade Statistics Yearbook, U X Comtrade Data Web site, h t t p ^ c o m t r a d e . u n . o i ^ p b / 



The courHry trade patterns described in this section have been put to a number of empirical 
tests by international trade economists. These economists use^dvtJy models to tr>- to predict which 
countries will tend to trade with each other* A gravity' model is a statistical model that estimates 
a country's trade flows to other countries based on the economic characteristics of the tvtxi trading 
partners, The basic prediction of the gravity model is that any two countries wiD trade more with 
each other when their combined GNPs are larger and the geographical distance between them is 
smaller It should be no surprise, given the results reported in this section, that economists have 
found that gravity models explain trade very well. 

WHAT GOODS DO COUNTRIES TRADE? 
Up to this point we have established that trade is an important (on average accounting for almost 
40 percent of GDP) and rapidly growing part of the world economy. We have also described a 
series of stylized facts about aggregate trade patterns. In this section we present some information 
on the individual goods that coimtries trade. Before we consider major exports and imports of 
individual countries, let's examine which goods are most likely to be t r aded 

Consider Table 1.3. There, goods are ranked according to their share (by value) in world 
trade in 2010.*^ Petroleum was the largest single t raded item (by value) in 2007, up f rom fourth 
position in 1999. As the table shows, the value of petroleum exports in 2010 was roughly triple 
what it had been in 2003. Petroleum's number one ranking that year (and probably again in 
2012) was due to two related factors. First, rising incomes throughout many developing coun-
tries f rom 2002 and cont inuing through the Great Recession period spurred demand for oil. 
Second, combined with the demand f r o m industrialized countries, world demand increased 
relative to world supply, and prices rose consistently over much of this period. Because the 
demand for oil is quite inelastic, total spending on oil rose as prices increased. In 2010, office 
machines, computers , and par ts ranked th i rd (by value), and automobile exports ranked 
fourth, All three of these products have consistently ranked in the top three world exports over 
the past 15 years. 

Clothing, transistors (e.g. semiconductors, microprocessors, television picture tubes, and 
other electronic components), organic chemicals, telecommunications equipment, pharmaceuti-
cals, and iron and steel rounded out the top ten traded commodity categories. Many Americans 
might have been able to guess that these goods would appear at the top of the world imports 
list. Over the past several decades, Americans have become familiar with news stories about oil 
imports from the Mideast; steel mills closing down in Pittsburgh, Gary (Indiana), and elsewhere; 
unemployed autoworkers moving from .Michigan to Texas; and apparel makers urging Americans 
to look for the Made in America logo. In short, because the United States imports more products 
than any other country in the world, it should not be surprising that the goods most commonly 
traded are some of America's major import items. 

Table 1.3 goes on to list other products commonly traded in world markets. These products 
include wood products and paper, petroleum products, chemicals, pharmaceuticals, and aircraft. 
.Many of these products are exports of the United States. 

' For more on the theory beh ind gravity models , see James Anderson, "A Theoretical Foundat ion for ihe Gravit)- Equal ion," 
American Economic fievien' (1979); and Jeffrey H. Bergstrand. " T h e Gravi ty Equa t ion in Internat ional Trade: Some 
Microeeonomlc Foundat ions and Empirical Evidence," Review of Economics and SlaMtics (1985). Some recent examples 
of empirical s tudies include Andrew Rose, "One Money, O n e Market: Estimating the Eflects of C o m m o n Currencies on 
Trade," Economic Policy (2000); and James Anderson and Eric van Wincoop, "Gravity with Gravitas: A Solution to the 
Border Puzile,' American Economic Review (2003), 
* Industries are identified in the lef t -hand co lumn of (his table according to (he Standard International Trade Classification 
(SITC) code. Th i s code divides industr ies into ten very broad g roups n u m b e r e d 0 to 9. Wi th in each broad category, 
industries are f u r the r divided according to the specific type of p roduc t ion that occurs. These industry groupings are given 
t\»-o-digit identification numbers , with the first of these digits be ing the s ame as the major industry group. For instance, 
road vehicles are identified as industry 78 vrithin group 7 (machines and t ranspor t equipment) . Even more detail can be 
found by cons ide r i i ^ three-digit industries. Thus, passenger motorcars are classified as industry 781. 
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Note that, with rare exceptions, the most commonly traded goods tend to be agricultural 
products, raw materials, semi-manufactured goods, or capital goods (e.g., petroleum, iron and 
steel, textiles, office equipment, cereal grains, automobile parts, natural gas, plastics, chemi-
cals, wood, frui ts and vegetables, oilseeds, aircraft, and telecommunications equipment). Very 
few imports appear to compete directly in world markets for the types of goods purchased by 
consumers.* Rather, a relatively common pattern seems to be that countries import raw mate-
rials or partially manufactured products and then complete the manufactur ing process before 
marketing a good. 

Since the late twentieth century there has been a marked increase in trade in partially man-
ufactured products. Corporations have taken adrantage of falling transportation costs and lower 
trade barriers to locate various parts of their production and assembly operations throughout 
the world- This behavior is known as global production (or outsourcing), and it is one of the chief 
factors in explaining the growth in world trade. Some economists have argued that the increase in 
global production may help explain the growing wage gap bet^veen skilled and unskilled workers 
in the United States and elsewhere.^ For more on the relationship between trade and wages, see 
Chapter 4. For more on outsourcing, see Chapter 10. 

Not included in Table 1,3 is any information regarding international trade in services. 
Trade in services is a growing part of world commerce. In 2010, world trade in services totaled 
$3.5 trillion, accounting for almost 25 percent of all internatiunal trade. There are three main 
categories of services that are traded internationally: transportation services, travel services, and 
other. Trade in transportation services involves the hiring by residents of one country of another 
country's boats, airlines, or motor vehicles to move goods or people from one place to another. 
For instance, it is often the case that American firms hire ships f rom other countries, such as 
Panama, to move goods to foreign ports. The amounts paid for the use of these vessels represent 
an American import of transportation services. In 2010, transportation services accounted for 
about 21 percent of all services trade. 

Travel ser\'ices include purchases of certain items by residents of one country when they 
travel to another country. These purchases include such items as lodging, food, tours, and so 
on. Travel services represented about one-fourth of international services exports in 2010, Many 
countries that are highly regarded as vacation sites, such as the Bahamas and Jamaica, depend 
heavily on the export of travel services. 

Examples of other services t rade include banking, medicine, consulting, insurance, and 
education. For example, when foreign students enroll at an American university, that is an 
American export of education. Other services represented shghtly more than 50 percent of world 
trade in services in 2007. 

As is the case with merchandise, major industrial countries play a leading role in the 
international trade of services. In 2010, the United States exported $518 billion in services and 
imported S358 billion, ranking first in both categories. Germany was the second-largest ser-
vices exporter ($232 billion), followed by the United Kingdom (S227 billion), China ($170 bil-
lion), and France ($143 billion). Germany was the second-largest importer of services (S260 
billion) in 2010, foUowed by China ($192 billion), the United Kingdom ($161 biUion), and Japan 
($156 billion).* 

Table 1.4 provides some detaU on the merchandise exports f rom selected countries for the 
year 2010 , " Consider exports of the United States (column 1). More than one third of these goods 

" Exceptions, of course, are passenger motorcars , h o m e computers , clothing, and toj-s. 

*See Robert C. Feenstra and G o r d o n H a n s o n , ' G l o b a l Product ion Sharing and Rising Inequality: A Survey of Trade and 
Wages," in E. Kwan Choi and lames Harr igan . eds.. Handbook of International Trade (Oxford: Blackwell, 2003), 146-185, 
' T h e World Trade Organiza t ion ( W T O ) h a s recently begun effor ts to provide in format ion o n services t rade and its 
impor tance rdati\-e to t rade in merchandise- For more , see the WTO Annual Report (Сепет-а: World Trade C o n i z a t i o n ) 
or go to http://www.wto.oi^-

This table also uses SITC codes to identify industries. 
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were machines and transport equipment. Within this group, motor vehicles (mostly exports of 
autos to Canada) accounted for almost 8 percent of all U.S. exports. Aircraft represented about 
1 percent of exports, and office machines (including computers) accounted for almost 4 percent 
Other major U.S. export sectors included food—the bulk of that category was exports of cereal 
grains (e.g., wheat)—crude materials (including paper and pulp wood), chemicals, and basic 
manufactures. 

Almost all of Japan's exports (see column 3) came f rom basic manufactures (13.0 percent) 
and machines and transport equipment (59.5 percent). Iron and steel exports made up about 
one half of the exports of basic manufactures- Motor vehicles accounted for about one-third of 
machines and transport equipment exports, 

Let's compare for a moment the differences between U.S. and Japanese export patterns. 
The United States exports a wide variety of products, m t h significant amounts f rom all major 
industry categories except beverages and tobacco and animal and vegetable fats. Japans exports 
are concentrated in only two industry categories. What could explain this difference? 

One answer has to do with the availability of resources. The United States is an enormous 
country with vast tracts of farm and forest lands. It also has a large and skilled workforce and 
abundant capital. Thus, it has the resources to be able to produce a wide variety of goods. Japan 
is a very small country with virtually no natural resources. Farmland is extremely scarce. On the 
other hand, Japan has a large and skilled workforce. Over time, its firms have invested in new 
plants and equipment. Thus, Japan has the resources needed to produce manufactured goods, 
but not those required to produce enough food or crude (raw) materials to feed its population or 
supply its factories. 

We have presented some possible reasons for differences between U.S. and Japanese export 
patterns- The types of goods each country imports provide additional (but not complete) sup-
port to the explanation given earlier. Consider Table 1,5. More than 18 percent of U.S. imports in 
2010 comprised mineral fuels. This reflects the fact that US. petroleum supplies are not plentiful 
enough to accommodate needs. Other major import categories for the United States included 
manufactured goods—trade that is not necessarily consistent with the lack of domestic resources 
needed to manufacture such items. 

Similar to its export pattern, japan's imports were much more concentrated. Mineral fuels 
were the largest import category, accounting for about 29 percent of total imports. Raw materials 
and food made up another 15 percent of total imports. That is, more than 40 percent of Japanese 
imports can be explained by the fact that Japan has very limited natural resources. 

Thus, ihe following trade patterns emerge for these two countries; Japan exports manufac-
tured products to the rest of the world in exchange for food, raw materials, and fuel. The United 
States exports manufactured goods, but also raw materials and food. It imports fuel, tropical 
products, and many kinds of manufactured products. 

This discussion of U.S.-Japanese trade patterns is an illustration of the analysis of the com-
modity composition of trade. Such analysis seeks to answer this question: WTiich countries trade 
what to whom? Because there are so many goods and countries in the world and such a wide 
variety of economic actiNity, it is extremely difficult to describe, much less to understand, all that 
is going on. As a result, international economists have sought to build economic theories—mod-
els of international commerce that make certain simplifying assumptions so that fundamental 
patterns of activity can be understood. In the chapters to come we set out to build several such 
theories. For instance, the theory that countries export goods based on the quantities of resources 
and factors of production that are locally available is known as the Hecks d ie r-Ohiin theory of 
comparative advantage. This theory is discussed in detail in Chapter 4. Other theories of interna-
tional trade are discussed in Chapters 3 and 5. First, however, in Chapter 2 we discuss the general 
approach economists take in building their models of economic actlNit}'. 



а >> 

а 
о а 
га 
S1 
с 

го 
аз 

X 

г 
га 

ч 
и с га 

> > с 
ч 
Е 
« 
О 

•р л 
S £ 
' I -Э ьп 

(N О! Ol so Г-. 1Л о (N IN m 1Л to m о ч о CTv СУ] U5 CO о m •sf uri ч- <ji <У| 1Л (Й 1*Л 1Л n о о О из гм rsj 
rf ^ О о d r̂  ^ rn d oi О ТГ d d d К о •ч- о О о fN r-j 

ОЧ 1Л m rsj О 1Л о IN •ч- со IN ГО pv. о m из 1Л ип r-J IN о о rsj из т го <N •Ч- о кО о ai 
о d d d d d kC fN d гч О UD d ЧО iri d d г̂  d d 

^ 

iri 

гм ••D CO •Я <31 rsj О со ю Г-. СП m CO cn r- о 1Л о о СП 1Л rsj о "J О из m из о (N rsj т r̂  *— ГМ <N о 
nS о d СЭ rsj d из d К Гч] <N frS rvi "1 d d из о О О о 

Е 
0 

V 
01 

с .5 
э ^ 

t о ич и 

5 гм со r-l О т to о 1/1 CO <Ti P-. m о m t} о m о из р̂  из о p m rg 10 СП to in to rn m to r-J CO Ч CO 
d d rsJ О d u3 d 

-
гп rN ГЧ к Ч Ч' d d CO d OI d d d 

кО со к> 1Л Г--о со (Л о ГЧ r̂  lO ГО to о CN rn LH pn r̂^ О 10 со r.J to о rn р̂  rn 4; - PNJ u3 CJl Ч- P-V m CO m CO r-J rsj Ol KD 
rt 

Г--co 
LiS о о о d ГЧ d d d CO d d fvi rN rri d d rsj r-j d d n-i 

со о со 01 гп 
m 1Л ГЧ m о CO fSI 1Л о to n-i гм in со in rNJ из 5 ГЧ Г-- CO u3 m РП CO о - to о о CO Г-. rsj 

р̂  о о о d r-j d rri d d d «г r-J ^ rsj гл rsj о d oi ТГ nS d d 

m to о ТГ 1/1 ю to ul to rsj m to rri rvj r-J U1 10 m 
m 

со о rNJ гч гч in rr m •T о 1Л n-i CO to CO Ui u3 CO m о о rsj m о о to U3 01 in 
К d d ГЧ d 

-
d CO d rvi rvi rsj m nS d d Cji d uS Ч d i/i 

1Л 1/1 to 1-0 Г-. о о CO to Ч 1Я о 10 1Л to о Г-- о ч rsj 01 rn 1Л со m p̂  о о m m m Ln crs со - CO со о m p PNJ rn 
о о d d tri d nS ' 

-
d d oi г- ^ rn tyi m 4̂  d d rn d CO d d 

rsJ ID о иэ to m in rn CTi о <n CO to rg 1Л Ol CNJ со р̂  со ч- 3 VD г-J о to о m pn to p̂  CO to CO о CNI to о rsj CO CO СТ1 to Ol CO CO 
r̂  О о r̂  о CO fN CD о со со r-J m rsl rn d d rsj d rsj rn d d 
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Summary 
1. 

2. 

3. 

International trade is a small but growing part of 
world economic activity. Over the past four decades 
international trade has expanded by more than 2,000 
percent in volume terms. 
Industrialized countries are (he major participants 
in world trade today. They account for more than 60 
percent of total world exports. Much of their trade is 
with each other. They are also the largest markets for 
the products of developing countries. 
The United States is the largest single participant in 
international trade (measured by the sum of imports 

4. 

5. 

and exports). It is a major trading partner for many 
other countries. 
Most countries tend to trade extensively with their 
neighbors. 
Although automobiles currently rank third in world 
exports (in value terms) , most of the goods that 
enter international trade are agricultural products , 
raw materials, semimanufactured goods, or capital 
goods. 

Exercises 
1. 

2. 

6. 

Explain why neighboring countries tend to trade extensively 
with each other. 
Use the information in Tables 1.4 and 1.5 and your knowledge 
of the Brazilian economy to summarize and explain the trade 
pattern of Brazil-
Find five interesting facts in Table 1.1. 
Findfive Interesting facts in Tables 1.4 and 1.5. 
Compare the export rankings of the top ten leading exports of 
1999 with the rankings of the top ten leading exports in 2010 
(see Table 1.3). Discuss some of the reasons why these rank-
ings have changed so dramatically, 
Use Table 1.1 to find the three most open economies in 2009, 
and the three most closed. How does the growth performance 
of these countries compare with the growth of the average 
country in the table? 

7. Use Table 1.1 to find three countries that have gone from 
being mostly closed to being open from 1980 to 2009. Also, 
find three countries where the reverse has happened. What 
has been the implication for growth, if any? 

8. According to Figure 1.2, intra-European Union trade 
accounts for a huge proportion of EU trade. What foctor or 
fectors might account for this fact? 

9. According to Figure 1.2, the EU is a major customer of exports 
from Africa and the Middle East. What types of products do 
you think these areas produce for export, and why do you 
think the EU is their best customer? 

10. Use Table 1.5 to compare and contrast the import patterns of 
China and the United Stales. 

Please v is i t our Web site at www.pe«r$oninternationaleditions.com/husted for more exercises and readings. 


