
Chapter 15 

The United 
States and the 
Global Economy 
How do countries conduct trade in the 
global economy? 

• 15.1 Introduction 

In 1971, Marc McCreary and his fa mily opened a 
T-shir t fac tory in Florence, Alaba ma. With in a few 
yea rs, hi s business was booming, wi th over 1,000 
employees and millions of dollars in sales. Other T-shirt 
facto ries also opened in Florence, as people hoped to 
cash in on the growi ng market. Florence began ca lling 
itsel f the "T-Shirt Capital of the United States." 

But then the boom went bust. In the early 2000s, 
imported T-shirts from China and other low-wage 
coun tries bega n flooding the U.S. market. These 
shirts were comparable in quality to American shirts, 
but much cheaper. Florence's facto ry owners tried 
to boost productivity and lower costs, but in the end 
they cou ld not compete. "You can't fix this by worki ng 
harder," McCrea ry later told a reporter for National 
Public Radio. "This is a globa l situation. None of us 
could fi gure this out." 

In 2003, McCrea ry had to close his fa ctory and lay 
off his wo rkers. The other T-shirt firms in Florence 
also shut down. Thousands of people lost their jobs, 
and the economy of Florence suffered a major blow. 

For a few years the city struggled with the effects 
of the plant closings. Then it began to recover. Some 
la id-off workers en rolled in retrain ing programs 
to lea rn new ski ll s. Others opened their own sma ll 
businesses. Outside fi rms, including some fore ign 

Trade among countries plays an importan t role 
in shaping the U.S. economy. 

Speaking of Economics 

global economy 
The system of economic interaction among 
the countries of the world. It includes 
international trade as well as transfers of 
money, resources, and technology among 
countries. 

imports 
Goods and services produced in other 
countries and sold domestically. 

exports 
Goods and services produced domestically 
and sold in other countries. 

free trade 
Th e policy of eliminating barriers to 
international trade. Free trade allows goods 
and services to move more freely across 
borders. 

protectionism 
The policy of erecting trade barriers to shield 
domestic markets from foreign competition. 
Protectionism limits foreign trade. 

protective tariff 
A tax on imported goods designed to 
protect domestic producers from foreign 
competition. A tariff is one form of trade 
barrier. 

foreign exchange 
The trading of one national currency for 
another. Foreign exchange is a necessary 
element of global trade . 

balance of trade 
The difference between the value of a 
country's exports and the value of its 
im ports. When a country exports more than it 
im ports, it has a trade surplus. When imports 
exceed exports, it has a trade deficit. 
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China has become a 
major exporter of T-shirts 
and other clothing to the 
United States. low wages 
and efficient production 
methods make Chinese 
goods highly competitive in 
American markets. 

companies. relocated to Florence to take advantage 
of the area's ski ll ed workforce. Although so me laid
off workers had t rouble get ting back on their feet , 
most moved on to new and even better jobs. 

The story of Florence and the T-shirt indus-
try reflect s changes in the American economy as it 
becomes increasingly tied to the global economy. 
The global economy is the system of markets and 
trade that links the countries of the world. Econom ists 
generally agree that, despite the challenges of for-

eign competition, the benefits of participating in the 
global economy inr outweigh the costs. This chapter 
focuses on one of the most important aspects of the 
global economy-global trade-and its role in shap
ing the U.S. eco nomy. It also looks at the finan cial 
system that makes trade across borders possible. 

• 15.2 Why Is Global Trade 
Growing in Importance? 

Take a look at the label on your shirt. Does it say 
"Made in U.S.A ."? Chances are that it does not. 
Although Americans can sti ll buy clothing made in 
U.S. factories, most of the apparel sold in this country 
is produced in other countries. The sa me is truc for 
electronic goods and many other products. The abun
dance offoreign-made goods in American markets 
underscores the increasi ng importance of globa l trade. 
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The Growth of Global Trade 
As Figurc 15.2 shows. internationa l trade has grown 

d ra matica lly since the end of World War II. Over the 
past ha lf-ce ntury, the worldwide trade in merchandise, 
which includes all types of goods, has expanded more 
than 245 times, or by 24,500 percent. A number of 
developments have combined to make this increase 
in global trade possible. 

First. advances in transportation have had a 

major impact on cross-border trade. It is easier to 
move goods around the wo rld than ever before. 
Ships are far la rger today than they were 50 years 
ago, enabling them to carry more goods at a lower 
cost per unit. Container ports have fac il itated 
shipping by allowing the loading and u nload ing of 
whole containers of goods. The development of 
wide-body, long-d is tance jet planes has made air 
transpo rt cheaper and fas ter. As a resul t, perishable 
goods such as fresh frll its and vegetables ca n be 
shipped thousands of mi les without spoi li ng. 

I mproved communications have also fueled the 
growth of global trade. Satellite systems now link 
computers and telephones a round the world, mak
ing it possible to commu nicate almost insta ntly 
across great distances. A company in o ne country 

ca n serve its customers in another almost as easily as 
if they were in the same cit y. Global business can be 
transacted, and money can be excha nged, with just a 
few keystrokes. 



Figure 15.2 

Graphing the Growth of 
International Trade 
Global trade has increased sharply 
since the 1950s. 

The first graph shows the rising 
value of merchandise exports
the overseas trade in goods
around the world between 1948 
and 2010. 
The second graph shows that 
over that same time span, the 
share of total global trade 
generated by the United States 
has decreased. 
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A shift in the types of goods bei ng produced 

and traded has furt he r promoted global commerce. 

At one time. much of the trade between countr ies 

was in bu lk commodities. such as grai ns. coa l. and 

steel. T hese items were heavy and relat ively hard to 

ship. Today a large share of global trade is in lighter 

manufactu red goods. such as computers and other 

electron ic dev ices, which a re easier to transport and 

which sell for much higher pr ices. 

Why Countries Trade: 
Absolute and Comparative Advantage 
Countries trade with each other for the same reason 
individuals do: to get the goods and services they 

value at the lowest cost. Most countr ies lack either 

sufficient resources or large enough markets to pro

duce everyth ing their people wou ld li ke to consu me 

fo r themselves. A country li ke the United States. 

however. is rich enough and big enough to produce 

vi rtually everyth ing it need s. 

Nonetheless. the United States and other la rge. 

wealt hy countries still engage in trade with other 

coun tries. vV hy? Because even r ich countr ies ben

efi t when they specia li ze in the production of some 

goods and services and trade those products for 

other goods and services. Decisions about what to 

specia li ze in refl ec t a country's absol ute and COI11 -

pa rative advan tages. 

As YOLI read earlier, a country has an absolute 

adva ntage in trade if it can produce someth ing more 
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efficiently than other count ries ca n. Such an advan
tage might come from a country having access to 
a sca rce resource o r having the ability to produce 
something more cheaply than other countries ca n. 
For example, South Africa's rich diamond deposits 
give it an absolute adva ntage in d iamond production. 

A country has a comparative advantage in trade 
when it can produce a good or service at a lower 
opportuni ty cost th an its competitors can. For 
exa mple, the United States and Canad a a re both 
capable of producing jet airplanes and wood prod
ucts. But the opportuni ty cost of producing ti mber 
is lower for Ca nada than it is for the United States, 
a nd the opportun ity cost of producing jet airpla nes 
is lower fo r the United States than it is for Canada. 
So it makes sense fo r the United States to trade its 
relatively cheaper airplanes for Ca nada's relatively 
chea per timber. By spec iali zing, both countries get 

the goods they wa nt at a lower cost than if they tried 
to produce both goods fo r themselves. 

One country's comparalive advantage over another 
might stem from any of severa l d iffe rences between 
them. Three of the most important are differences in 
cl imate, fac tors of production, and technology. 

DifFerel1 ces ill clill1ate. Ma ny countries have a 
compa rative advantage in the production of certain 
crops based on cli mate. Tropica l countries export 
warm-weather crops li ke mangos, bananas, and coffee. 

Count ries with temperate cl imates trade gra ins like 
wheat and corn . Seasona l variations between the 

South Africa, wi th its abundant 
diamond deposits, has long 
enjoyed an absolute advantage 
in diamond production. In 
recent yea rs, however, 
scientists have managed to 
grow gem -quality synthetic 
diamonds usin g machines like 
the one shown to the right . 
Experts say these la b-grown 
diamonds are comparable to 
natural stones and could 
impact the diamond market. 
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Northern and Southern hemispheres ca n also playa 
par t. For exa mple, during the winter months the 
Uni ted States and Europe buy fruits and vegetables 
from southern countries such as New Zealand and 
Chile, which are then in their summer growing season. 

Differences ill factors of production. Countries 
with an abundance of a particular factor of produc
tion- land, labor, or capital-may have a comparat ive 
advantage in the product ion of goods derived from 
that resource. Ca nada, for exa mple, with its ex tensive 
forestland, has a comparative adva ntage in timber 
products. China, with its huge popu lat ion, has an 
advantage in the production of goods like clothing 
that require large amounts of low-cost labor. Japan, 
wi th its high nat ional savi ngs rate, is able to special
ize in indust ries th at require a lot of investment 
capita I, li ke :1utol11obi Ie manu factu ri ng. 

DifFerel1ces i,., technology. Countries that have 

developed high levels of technology also enjoy a 
comparative advantage in producing high-value 
goods. Japa n's adva ntage in au to production is in 
la rge part a result of advances in engineering and 
production methods. Similar advances in the soft
wa re and pharmaceutical industries have given the 
United States and Europe a comparative adva ntage 
in those fields. 

Differentiated Products Promote Global Trade 
Global trade is not solely a matter of absolute or com
parat ive adva ntage. After all , many countries are 



Differentiated Products 
The three types of cheeses shown here are examples of differentiated products. Produced in France, 
Greece, and Italy, all three are eaten by consumers throughout the world. But they differ in in appearance, 
texture, and taste. Consumer demand for such varied products promotes global trade. 

-

Brie Feta Parmesan 
Made in northeast France, this 
flavorful cheese has a very soft and 
creamy texture. 

Considered the national cheese of 
Greece, this soft, salty·tasting cheese 
is made in countries other than Greece 
as well. 

This tough , Italian cheese has a rich 
flavor and is widely consumed in many 
diff.rent fashions. 

equally efficient at producing all kinds of goods
cars. foods. movies. clothing. They do not have a 
particular advantage in the production of such 
goods. and yet they trade them nonetheless. 

The reason is simple. Consumers enjoy the vari
ety created by differentiated products. Differentiated 
products are products that are essentially the same. 
but are distinguished from each other by variations 
in style. materials. or taste. 

Consider a commonplace food like cheese. All 
cheese is basically the same-a product made of cul
tured milk. Looked at that way. one type of cheese 
is pretty much the same as another. But consumers 
who buy cheese do not look at it that way. Cheese is 
a differentiated product. The unique tastes and tex
tures of the many varieties are strong selling points 
for consumers. Shoppers tend to seek out specific 

cheeses-French brie. Greek feta. Italian parmesan 
-to suit their particu lar tastes and menus. This 
demand drives the international trade in cheeses. 

The same principle applies to other products and 
countries. Consumers may seek out leather shoes 
and handbags from Italy. popular music from Great 
Britain. or animated movies fro m Japan. Economists 

note that differentiated products like these are an 
increasingly important factor in global trade. 

• 15,3 What Goods and Services 
Do Countries Trade? 

[n 2005. Sara Bongiorni and her fami ly carried out 
an unusual experiment. They tried to live the entire 
year without buying any products made in China. 
Bongiorni chronicled the experience in her book. A 
Year Without "Made in China": One Family's True 

Life Adventure in the Global Economy. The author 
discovered that Chinese goods are everywhere in the 
American marketplace. Even American flags are made 

in China. She came away from that year with a deeper 
understa nding of u .S. ties to the global economy. 

The United States not only imports products from 
abroad. [t also exports goods and services to other 
countries. Imports are products made in another 
country and sold domestically. Exports are products 
made domestically and sold in another country. 
[n the global trading system. one country's exports 
become another cou ntry's imports, and vice versa. 
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Figure lS.3A 

Analyzing U.S. Imports and Exports 
The United States imports and exports a wide variety of goods and services. The first graph shows U.S. imports 
by category. The second graph shows U.S. exports in the same categories. Products within each category may 
vary greatly. For example, footwear and furniture are both included in the consumer goods category. Capital 
goods include machinery and equipment used in production. 
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As Sara Bong io rni found out in her year without 

China, the United States is the wo rld 's lead ing 
importer of goods and services. In 201 2, it imported 

about $500 billio n worth of goods more than China , 

the second largest importer. 
The first graph in Figure IS. 3A shows the kinds 

of goods and services the United States imported in 

2012 by category. The la rgest category that yea r was 

industrial supplies and fu els. This category includes 
chemicals, minerals, wood prod ucts. cotton, petro · 

leum products, and other fu els. Within this category, 

far more mone}, was spent on imported crude oil 
than on any o th er good. 

The second la rgest category of imports in 201 2 

was capital goods. Included in this group are goods 
that are used in the production of other goods 

and services. Examples of capital goods include 

machines, computers. measuring instruments, and 
telecommunications equipment. 

Consumer goods other than automobiles ranked 

third. Th is category includes a ll types of products 
for personal and home use, ranging from hou sehold 
appliances, televisions, and furniture to clothing. 
jewelry, and cosmetics. 
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The United States as a Major Exporter 
The United States is also one of the world 's top three 

exporting countries, along with Germany and China. 

Its exports range from farm products, minerals, and 
manufac tured goods to fin ancial and tran sportation 
serv ices. The second graph in Figure IS.3A shows the 

kinds of products U.S. producers export by category. 

Capital goods make up a large portion of U.S. 

exports. Amo ng the most va luable exports in this cat

egory are semiconductors, civilian aircraft, industrial 
machinery, and telecommunications equipment. The 
United States has a comparative adva ntage in export
ing such high-tech goods because of its high levels of 
human capital. 

At fi rs t glance, it might seem odd that the United 

States bot h imports and exports the same types of 

goods. sllch as automobiles and telecommunications 
equipment. The explanation for this paradox lies in 

product di fferentiation. German ca rs and America n 

cars, though si milar, a re not the same. There is a 

market for German cars in the United States and a 

market for American cars in other countries. 
In the case of telecommunications equipment. 

the products differ more substantially. The United 
States im ports cell pho nes and ex ports satellite 



commun ications equipment. The United States does 

not have a comparative advantage in cell phone pro

duction, but it does have an advantage in satellite tech

nology. Therefore, it makes sense fo r the United States 

to export satellite devices and impo rt cell phones. 

The Growth of Service Exports 

Services a lso make up a significa nt share of U.S. 

exports. In 2012, services accounted for almost one

thi rd of all exports. T he illustrat ion below shows the 

kinds of services the United States exports by category. 

As with manufactured goods, service exports reflect 

the country's comparative adva ntage in fields requ ir

ing a highly trained workforce. Such fi elds include 

engineering. education, and information services. 

Service Exports 

You might be wondering how a service, which is 

not a physica l object, can be exported. Every t ime 

an Am er ican compa ny sells a service to a foreig n 

cus tomer, whether in the Un ited States or abroad , 

it is exporting that service. For exa mple, when a 

foreign student pays to attend college in the United 

States, that education is considered a service export. 

Likew ise, when a foreign traveler pays for a hotel 

stay in a U.S. city, that payment is classified as a 

service ex port. American banks. airlines, in su rance 

companies, a nd shipping agencies all add to U.S . 

export tota ls when they do business with foreign 

cl ients. So, too, do entertainment com pan ies when 

they sell A merica n movies or mu sica l record ings 

to customers overseas. 

Services are an important share of U.S. exports, comprising nearly one-third of all exports in 2012. A service is 
classified as an export if it is sold to a foreign individual or firm, even though the transaction may take place in the 
United States. With its high levels of human capital , the United States has a comparative advantage in services 
that req uire advanced training or education . 

-

Tourism 
Hotel, restaurant, and 

air travel services 

\\\\\\\\\\\\\\\\\\ 
Information services 

Telecommunications, data 
processing, and computer services 

Banking 
Financia l, insurance, and 

- -

Transportation 
Shipping, trucking, and 

pipeline services 

Education 
English language classes, technical 

training, and college courses 

Entertainment 

Business 
Accounting, advertising, and 

management services 

Construction 
Architecture and 
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America's Trading Partners 
The United States trades with most countries in the 

world. However, it conducts more than half of its for
eign trade with just ten countries. Figure 15.3B shows 
America's top ten trad ing partners in 2012. 

Ca nada has long been America's chief trading 
partner. The long border between the United States 
and Ca nada and the traditionally good relations 
between the two countries have contributed to the 
growth of U.S.-Canadia n trade. In 2012, Ca nada 
accounted for about 16 percent of U.S. fo reign trade. 

After the sign ing of the North American Free 
Trade Agreement ( AFTA) in 1994, Mexico became 
thi s country's seco nd most important partner in 

trade. From time to time, hmvever, growing trade 

with China has pushed Mexico into third place. 

Figure 15.3B 

Identifying U.S. Trade Partners 

Around half of U.S. trade is with wea lthy, indus

trialized countries such as Germany and Japan. The 
other half is with newly industrialized countries 
such as China and oil-exporting countries li ke 
Venezuela and Saud i Arabia. 

The Benefits of Global Trade for U.S. Consumers 
Trade with other countries has many benefits for 

U.S. consumers. Global trade gives us access to an 
enormous variety of goods and services. We also 
enjoy low prices for many goods because we import 
these goods fro m low-cost producers. This makes 
us better off. As economics writer Charles Wheelan 
points out, "Cheaper goods have the sa me impact 
on our lives as higher incomes. We can afford to buy 
more." As a result, our standard of living improves. 

The United States conducts most of its foreign trade with just ten countries. This graph shows the percentage of total 
U.S. foreign trade carried out with each of those key trade partners. 
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Top Ten U.S. Trade Partners, 2012 
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~ 

Japan Germany United 
Kingdom 

Foreign Trade 
The value of all goods exported to 
and imported from another country 

2.6% 

South 
Korea 

Brazil France Saudi 
Arabia 



Global trade also increases competition among 
producers. This may cause some producers to go out 
of business, as it did the T-shirt makers of Florence, 
Alabama. At the same time, it creates new oppor
tunities for innovative or low-cost producers to 
enter the marketplace. Moreover, the producers that 
survive become more efficient and productive, thus 

contributing to a healthier economy. For example, 
competition from Japanese and European auto
makers gives U.S. carmakers a strong incentive to 
make better veh icles at a lower cost. The resulti ng 
improvements benefit anyone who buys an Ameri
can car, whether in this country or abroad . 

Finally, global trade enhances the flow of ideas 
around the world . The movement of products and 
services among countries opens societies to new 
ways of doing things. This exchange of new ideas 
and technologies promotes further innovation. 

The Impact of Global Trade on U.S. Workers 
As the story of the Florence, Alabama, T-sh irt boom 
and bust makes clear, globa l trade can also have nega
tive effects on American workers, at least in the short 
term. Workers who are employed in industries that 
fail in the face offoreign competition may lose their 
livelihoods as a result of global trade. In most cases, 
laid-off workers find new jobs, but some never man
age to recover their forme r standard of living. Th is 
results in real hardship for people and communities. 

While some workers may have suffered as a result 
of global competition, the labor force as a whole has 
not. In 1971, when Marc McCreary opened his 

U.S. carmakers respond 
to global competition by 
producing vehicles more 
efficiently, which may 
mean doing some of their 
manufacturing in other 
countries, or offshoring. This 
Ford manufacturing plant 
located in Germany is an 
example of this economic 
phenomenon. 

Florence T-shirt factory, the U.S. labor force participa
tion rate was 60 percent. By 2003, the year his factory 
closed because of cheap imports, the percentage of 
adults in the labor force had risen to 66 percent. 

I n the long run, global trade increases economic 
activity, which in turn, promotes economic growth. 
Workers who lose their jobs but retrain themselves 
for new careers genera lly improve their circum
stances. As in any ma rket, competition among buy
ers and sellers produces winners and losers. But for 
countries that use their resources wisely and exploit 
their comparative advantages, the gains created by 
global trade outweigh the losses. 

• 15.4 How and Why Do Countries 
Regulate Trade? 

Have you ever tried to mail a package to another 
country at the post office? If so, you probably had to 
fill out a customs declaration. It asked you to list the 
items you were sendi ng and to indicate whether they 
were gifts or goods to be sold. This information is 
required by customs-the government department 
responsible for examining goods entering a country 
and enforCing any trade restrict ions on them. 

Economists have long argued against t rade 
res trictions. Nonetheless, few count ries have ever 
full y embraced free trade-the unrestricted move
ment of goods and services across borders. Over the 
years, countries have found many reasons to regulate 
foreign trade. 
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Trade Barriers 
The main reason co untries erect barriers to trade is to protect their domestic industries from foreign competition . 
This cartoon illustrates the four main types of trade barriers. 

Types of Trade Barriers: Tariffs. Quotas. 
Embargoes. and Voluntary Restraints 
Many countr ies rest rict imports in order to shield 

domestic markets from foreign competition. Such 
behavior is known as protectionism. Countries do 
this mainly to sati sfy political demand s at home. 
There are many types of trade barriers. T he four 
main types are protective tariffs. import quotas, 
trade embargoes, and voluntary export restraints. 

Protective tariffs. The most common type of trade 
barrier is the protective tariff-a tax on imported 
goods. Countries use tari ffs to raise revenue and to 
protec t domestic industries from competition from 
cheaper foreign goods. Tariffs are among the easi
est taxes to impose, since they arouse little domestic 
protest and can be easily applied to goods before 
they enter the country. 

While protective tari ffs may help specific domes

tic producers, they do not benefit consumers. Tariffs 
push up the prices of imported goods. So instead of 
having to lower prices to compete with cheap imports, 
domestic producers can raise prices to the inflated 
price level of the imports. Thus, tariffs make all goods 
mo re expensive for consumers. 

If they are set high enough, protective tariffs can 
al so have negati ve effects on the entire economy. 
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The Hawley-Smoot Tariff Act, passed by Congress in 
1930, raised the average tari ff rate on imported goods 
to more than 40 percent. Although 1,028 economists 
petitioned President Herbert Hoover to veto the bill, he 
signed it into law. In response, other countries raised 
their tariff rates. Foreign trade came to a halt, helping 
to turn a recession into a worldwide depression. 

Despite these drawbacks, most governments are 
still persuaded that tari ffs are needed to protect their 
country's workers and industries. In 201 3, for example, 
the United States charged a 4.7 percent tariff on 
imported pianos, a 6.8 percent tariff on cut roses, 

and a 6.6 percent tariff on mechanica l penci ls. 

Import quotas. While tari ffs make foreign goods more 
ex pensive, they do not limit the quantit y of goods 
that can be imported . An import quota, on the other 
hand, places a limit on the quantity of a good that 
can be imported during a specified period of time. 
For example, an import quota on textiles might limit 
tex tile imports from a given country to 10 mill ion 
garments per year. Once that limit is reached, textile 
imports from that country must stop for that year. 

Beg inning in the 1960s, textile quotas were used 
by the Uni ted States and other countries to shield 
their domestic clothing industries from competition 
from low-wage countries. The phasing out of these 



quotas in the 1990s caused a n upsurge in inexpensive 

clothing imports. Many U.S. apparel companies went 

out of business as a result, including the T-shirt mak

ers of Florence, Alabama. 

Li ke ta ri ffs, quotas are designed to protect domes

tic industries. But they do not raise revenue for the 

government. They may also lead to corruption and 

smuggling as producers look for ways to exceed 

quota limits. Like tariffs, import quotas raise prices 

for consumers as costlier domest ic items replace 

cheaper impo rts once the quota limit is reached. 

Trade embargoes. A trade embargo imposes a ban 

on trade with a country or group of countries, usually 

for political reasons. For example, in 1960 the Un ited 

States imposed a trade embargo on Cuba to protest 

its revolutiona ry government's seizu re of Arnerican

owned property. In 1986 the U.S. Congress imposed 

a n embargo on South Africa to oppose its apartheid 

policy of racial segregation. 

Trade embargoes have a mixed record. When 

successful , they pressure countries to change their 

policies. South Africa, for example, abandoned its 

racial segregat ion policies when faced with trade 

embargoes from many countries. In contrast, as of 

20 13, the decades-long U.S. trade embargo against 

Cuba had failed to bring about a change in the 

country's government or poliCies. 

Voluntary export restraints. The fourth type of trade 

barrier is knO\·vn as a voluntary export restraint) or 
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VER. Th is type of barrier limits the quantity of a 

good that can be exported from a country during a 

specific time period. In effect, it is an export quota, 

self-imposed by the exporti ng country. 

In most cases, however, a VER is not truly volun

tary. It is usually established at the insistence of an 

importing countr y. It is designed to avoid harsher 

restr ict ions, such as tariffs or import quotas. For 

example, Japan imposed a VER on its automobile 

shipments to the United States in the 1980s when faced 
\vith U.S. threats to restrict Japa nese auto imports. 

The Debate over Trade Restricti ons 

People have long debated the merits of free trade 

versus protectionism. Economists generally agree 

that free trade promotes econom ic growth and is 

good for consumers. Still , domestic producers, labor 

uni ons, and political leaders continue to make the 

case for trade restrictions. They base this position 

on a number of key arguments. 

TIlejobs argument. This argument assumes that 

allOWing cheap imports into a country destroys jobs 

by forC ing domestic companies to cut costs, layoff 

workers. or even go out of business. Protectionists 

m ight point to the coll apse of the Florence, Alabama, 

T-sh irt industry to support this case. 

According to the jobs argument, highly paid work

ers in a wea lthy country like the United States simply 

cannot compete with low-wage workers in poorer 

countries. The only way to protect American jobs is 

Import quotas caused this 
shipment of cotton pant s 
from China to be held lip at 
the port of Antwerp. Bel
gium. An import quota limits 
the amount of a good that 
can be brought into a coun
try in a given period of time . 
If the quota is exceeded, th e 
good can be refused entry 
and blocked by customs 
officials . 
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Figure lS.4A 

Analyzing the Costs and Benefits of Trade Restrictions 
Trade restrictions do not just affect the industries they are meant to protect. They also have an impact on 
consumers and on producers in other industries. This table summarizes the costs and benefits of the four 
trade barriers. Overall, most economists say, the economic costs of trade restrictions outweigh the benefits. 

Trade Barrier Pros and Cons 

Trade Barrier Benefits Costs 

Protective tariff Saves jobs in protected industries Ra ises prices for domestic consumers 

Reduces competition in protected industries 

Raises revenue for government 

Ra ises costs of production in related industries 

May cause job losses in re lated industries 

Import quota Saves jobs in protected industries 

Reduces competition in protected industrie s 

Limits product choices for consumers 

Raises prices for domestic consumers 

May lead to corruption and smuggling 

Trade embargo 

Voluntary export 
restraint IVER) 

May bring about policy changes in the 
targeted country 

Reduces risk of trade restrictions being 
imposed by another country 

to make cheap imports more expensive by imposing 
tariffs or to limit their availability by imposing quotas. 

Economists reply that tariffs and quotas cost 
more jobs than they save. For example, in the 1980s 
the United States imposed tari ffs on imported steel 
to protect the domest ic steel industry. The tar iffs 
led to higher steel prices. Higher steel prices raised 
the cost of producing goods made with steel, from 
pots and pans to automobiles. This hurt domestic 
producers of such goods, who had to compete with 
foreign producers using cheaper steel. 

By one estimate, the steel tariffs earned roughly 
$240 million in profits for U.S. steel companies and 
saved 5,000 jobs. But they cost domestic industries 
that use steel 5600 million in profits and 26,000 jobs. 

Most economists also dismiss the idea that Ameri
can workers ca nnot compete with foreign labor. Low 
wages in poor countries, they say, reflect 101\' produc
tivity. The cost to an employer of a high-wage worker 
who is very productive may be less than that of a 
low-wage worker who is less productive. Free trade 
encourages firms to specialize in those activi ties in 
which their workers are relatively more productive. 
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May lead to economic hardship for people 
in the targeted coun try 

Encourages smuggling 

Hurts domestic producers by limi t ing the ir 
foreig n sales 

Finally, economists note that whi le free trade 
destroys some jobs, it also creates jobs. It does so by 
expa nding the indust ries in which the Un ited States 

has a comparative advantage. It helps U.S. export 

industries, since buying imports fro m foreign coun
tries gives those countries the purchasing power to 
buy American goods. It also creates jobs for retailers 
and businesses that sell and service imported goods. 

Tlte national-security argument. This argument 
states that industries that are vital to national secu

rity must be protected. Included in this category are 
defense industries and producers of critical resources 
like oil and steel. Some would even extend this argu

ment to include the production of basic foods, such 
as wheat and corn. Those who make this argument 
say trade restrictions are needed to avoid dependence 

on foreign suppliers during times of conflict. 
Most economists would agree that when the coun

try's security is at stake, trade barriers may be justi
fied to protect key industries. But they are skeptical 
when calls for such protection come from industry 
representatives rather than military or intelligence 



agencies. Industries that are facing sti ff foreign 
competition have an interest in proclaiming their 
own importance to the count ry's security. 

TIle illjallt-illdustry argumellt. Sometimes a newly 
formed industry needs time to become competi 
tive. According to this argument, such "infant 
industries" will eventually become strong enough to 
stand on their OW I1. I n the mea ntime, protectioni sts 

say, tari ffs may be necessary to protect them from 
cheaper imports. 

Economists typica lly respond that even if one 
accepts this argument, it is difficult to put into prac
tice. It requires that the government identify which 
infant industries wi ll event ua lly make a profit and 
are therefore worth protecting. In reality, mak ing 
this selection is notoriously difficu lt, and the process 
is all too easily influenced by pol itics. 

Economists also object to the infant-industry argu
ment on principle. New firms, they argue, must be 

willing to accept losses when starti ng up if they believe 
they can become profi table in the long run. Moreover, 

many new firms have grown into industry giants. 

TIle unfair-competition argument. This argument 

asserts that trade is fair only if all countries play by 
the same rules. For example, protectionists argue 
that some countries "cheat" by providing subsidies 
to their industries to help them compete with for
eign firms . They say that trade barriers are just i
fied to protect domest ic industries from subsidized 
foreign imports . 

Protectionists also contend that some countries 
"dump" their products in foreign markets to force 
competitors out of business. Dumping means sell ing 
a product for less than it cost to produce it. Dumping 
is considered an unfair trade practice by most trade 
organizations, and most countries disavow it. 

Economists typically reject both parts of the 
unfair-competition argument. First, they assert that 
the benefits to consumers of cheap imports outweigh 
the costs to domestic producers, regardless of whether 
the imported products are subsidized or not. Second, 
they say it is nearly impossible to detect dumping 
because it is difficult to determine a foreign firm's 
costs. "Often ," write economists Campbell McCon
nell and Stanley Srue, "what appears to be dumping 
is simply comparative advantage at work." 

TI,e protectioll-as-bargaillillg-c/lip argumel1t. This 

argument states that trade restrictions ca n be a use
ful bargaining tool in trade negot iat ions wit h other 

countries. Its advocates claim that the threat of a tar
iff or import quota can be used to persuade another 
country to remove or reduce its bar riers to trade. 

Economists point out that this strategy ca ll easily 
backfire. When that happens-when the threat of a 

new trade restriction does not produce the desi red 

result- the country faces a dilemm a. It either has to 
make good on its threat and impose the restriction 

(which might harm its economic welfare) or back 
down (which can harm its reputation). Either of these 

results leaves the country worse off than before. 

TI,e ell vi rOl1mellta I-mId -Iabor-stallda rds arglllllell t, 

Some people contend that countries wi th lax envi ron
mental or labor laws have an econom ic advantage 
over countries that must comply with st ricter laws. 

To make trade fair, they say, count ries with stricter 
laws should impose tariffs agai nst countries that do 
not uphold sim ilar standards. 

The problem with this argument, say most econo
mists, is that lax standards are most common in the 

world's poorer countries. These countries have few 
resources to devote to worker and environmental pro

tection. As they develop their economies, in part 

through globa l trade, they will be able to pay more 
attention to labor and environmental standards. 
Restricting trade with such countries only slows the 

pace at which such improvements ca n be made. 

Why Trade Restrictions Are Still Widespread 
If the view of most economists is correct and trade 
restrictions do more harm than good, then why do 

political leaders and the general public sti ll support 
them? The answer lies in the political process. Pro
ducers and workers who are threatened by foreign 

competition typically organize to seek trade protec

tion . They lobby members of Congress and educate 
the public on the subject. 

On the other hand, those who benefit from free 

trade- the great majority of consumers-may not 
even realize that their interests are at stake. And so, 
as the following analysis points out, they do little to 

oppose trade restrictions. 
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TI,e overall cost of tarifJs and quotas typically 
greatly exceeds the benefits. It is not ""con, 
,.non to find that it costs the public $200,000 or 
,."ore a year to protect a domestic job that pays 
less than olle-fo,.,rth that amount. Moreover, 
because these costs are buried in the price of 
goods alld spread out over millions of ciliullS, 
the cost bani by each illdividual citizen is quite 
small. In the political amra, the voice of the 
relatively felV producers demanding protectioll 
ism is loud al1d constant, whereas the voice of 
those footing the bill is soft or nonexistellt. 

-Campbell R. McConnell and 
Stanley L. Brue, Ecollomics: Prillciples, 

Problems, and Policies, 2008 

Reducing Trade Barriers Through 
International Agreements 
Cou ntries do have incentives to promote free trade, 
however. The chief incentive is to be able to sell their 
products abroad and ea rn export revenues. For that 

Figure 15.4B . 

Mapping U.S. Free-Trade Agreements 

reason, countries have negotiated international trade 
agreements to reduce trade barriers. Figure 15.4B 
shows U.S. free-trade agreements around the world. 

So me trade agreements involve just two or three 

countries or a pa rticular region. For example, the 
North American Free Trade Agreement includes just 

Canada, Mexico, and the United States. The European 
Union, established in 1993, included 28 member coun
tries by 2013. Both these regional agreements reduce 
tari ffs and promote trade among their members. 

The fi rst trade agreement to involve a large num 
ber of countries was the General Agreement on Tar

iffs and Trade. When adopted by 23 countries in 1948, 
GATT lowered tariffs on lens of thousands of goods. 

In 1995, the members of GATT formed the 
World Trade Orga ni zation. Since its formation, the 
WTO has overseen variolls international negotia

tions aimed at redUCing lrade barriers. It has also 
worked to resolve trade disputes among its members. 
By 20 12, the WTO consisted of 159 member coun
tries, all of which agree to abide by WTO ru les. 

The United States has numerous trade agreements with other countries and is negotiating with more countries, 
including those in Europe and Asia. The Office of the U.S. Trade Representative is the government agency responsible 
for negotiating such agreements. This map highlights the countries with which the Uni ted States has a trade 
agreement with the status of the ag reement as of 2013, and the year the agree ment was made effec tive. 

u.s. Free-Trade Agreements, 2013 
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Slrong Dollar, 
Weak Dollar Strong Dollar Weak Dollar 
The value of the dollar rises 
or falls depending on the 
demand for dollars relative 
to other currencies . 

As the U.S. dollar becomes stronger 
against the Mexican peso, the number 
of pesos the dollar will buy increases. 

As the U.S. dollar becomes weaker 
against the Mexican peso, the number 
of pesos the dollar will buy decreases. 

When the dollar is strong 
relative to another 
country's currency, U.S. 
importers benefit because 
goods from that country 
cost less in dollars. 
When the dollar is weak 
relative to another 
country 's currency, U.S. 
exporters benefit because 
their goods cost less in 
that country's cu rren cy . 

• 15.5 How Is Global Trade Financed? 

For countries to Irade goods and services, they must 

a lso trade their currencies. If you have ever visi ted a 

foreign countr y, stich as Mexico. you know that you 

must exchange your dollars for Mexican pesos in 

order to shop while you a re there. T he same is true 

for U.S. businesses that want 10 buy good s or services 

in Ntexico. Likew ise, a Mex ica n fi rm that wa nts to 

buy American goods must trade its pesos fo r dollars. 

The process of converting one currency to another is 

known as foreign exchange. Wil hout the exchange of 

currencies, little or no global lrade wou ld take place. 

Foreign Exchange and Exchange Rales 

Foreign excha nge takes place on the foreign exchange 

market. This market is made up of major banks and 

financ ial institutions a ro und the world tha t buy a nd 

sell currencies. 
Each currency traded in the fo reign exchange mar

ket has an exchange rale. This rate indicates the value 

of one currency in terms of another. For example. if 
you can exchange one U.S. dollar for 10 Mexica n pesos, 

the dollar excha nge rate is US$ I = IO pesos. The Mex

ica n peso exchange rate wou ld be I peso = USSO.IO. 

Excha nge rates typically fiuctuate based on supply 

a nd demand. If America ns are buying lots of goods 

and services from Mexico, they will need lots of pesos. 

Because the p rice of something generally rises with 

demand, a stro ng demand for pesos tend s 10 raise the 

price of pesos in terms of dolla rs. T hat is, it will take 

more dollars to buy the sa me number of pesos. T he 

excha nge rate might fall from USS I = 10 pesos to 

USS I = 9 pesos. T he dollar would then be worth less 

in pesos . W hen one currency loses va lue relative to 

another currency, we say depreciation has occurred. 

Conversely, if Mexicans a re buying lots of U.S. 

good s a nd services, the demand for dolla rs in Mexico 

will increase. T hat, in turn, wi ll cause the price of the 

dollar to ri se relative to the peso. So, fo r exa mple, 

instead of get ting IO pesos for one dollar, you might get 

II pesos. When one currency ga ins value relative to 

another currency, we say appreciation has occu rred . 

Note that when comparing two currencies, the appre

ciation of one means the depreciat ion of the other. 

\"' hen a currency appreciates in value, it is said 
to get st ronger. When it depreciates, it is sa id 10 get 

weaker. Thus, a strong dollar has a higher exchange 

rate and t rades for more foreign currency th an a 

weak dollar. 
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Whether a country's cur rency is strong or weak 
has important effects on its cross-border trade. When 
the dollar is weak. foreign goods and serv ices cost 
more in dollars. This tends to discourage imports 
into the United States. At the sa me time. a weak 
dollar makes U.S. exports relatively cheap for other 
countries, since their currencies are strong relative 
to the dollar. Thu s. a weak dollar is likely to boost 
U.S . exports. When the dollar is strong. the reverse 
occurs. Imports from other countries become 
cheaper. while exports become more expensive. 

Although many people regard a strong dollar as 
good and a weak dollar as bad. it is really a matter of 
perspective. A weak dollar can be hard on consumers. 
who pay more for imports. but good for those pro
ducers who primarily export their products. When 
the dollar is strong. on the other hand. consumers 
may benefit and producers may suffer. 

There are exceptions to this general rule. Producers 
who depend on imported parts for their products. 
for example. may not benefit from a weak dollar. 
And consumers whose jobs depend on exports may 
not benefit from a strong dollar. Generally. coun
tries try to strike a balance between high and low 
exchange rates while achieving some stability rela
tive to other currencies. 

Foreign exchange occurs wherever people change money 
around the world. Cu rrency exchange offices, such as this one 
at an international airport, are common in many la rge cities. 
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Exchange Rate Systems: Fixed and Floating 
An exchange rate that fluctuates based on supply and 
demand is called a floati ng exchange rate because 
rates "float" up and down based on the market. This 
is the dominant system in the world today. 

Some countries take a different approach. how
ever. They establish a fixed exchange rate to keep 
their currency stable. Under a fixed system. the 
government typically fixes. or "pegs." its currency 
to another major currency. such as the dollar. For 
example. Mexico might establish a fi xed exchange 
rate of 10 pesos to the dollar and seek to maintain 
that rate rather than let the peso's value float up and 
down on the open market. 

Both types of exchange rates have their advan
tages and disadvantages. The main advantage of 
floating rates is that they reflect supply and demand 
in the financial markets. The main disadvantage is 
that they are unpredictable. An unexpected rise or 
fall in a currency's exchange rate can have negative 
effects on a country's economy by disrupting trade. 

Fixed rates. on the other hand. are predictable. 
They allow businesses and the government to make 
economic plans based on a constant value for the 
currency. Nevertheless. a fixed rate system runs into 
trouble when a currency's exchange rate no longer 
reflects what the market says it is worth . When this 
happens. a government may have to intervene in 
financial markets to preserve the value of its cur
rency. It does so using reserves of currency. which it 
holds for this purpose. 

For example. if the value of the peso compared to 
the dollar were to fall too low. the Mexican govern
ment could buy pesos on the open market. It would 
pay for them with dollars from its currency reserves. 
This would increase the demand for pesos while re
ducing their supply. thus increasing their value. At 
the sa me time. it would increase the supply of dollars 
on the market. decreasi ng their value. The result 
would be to push up the value of the peso. 

Were the value of pesos to climb too high. the 
government could step in to devalue its currency. 
It would do so by selling pesos from its reserves 
for dollars. This action would increase demand for 
dollars while reducing their supply. And it would 
decrease demand for pesos whi le increasing their 
supply. The result would be a devaluation of the 
peso relative to the dollar. 



Figure 1S.SA 

Graphing the Trade Balance 
This graph shows the U.S. balance SJOO 

U.S. Balance of Trade, 1992-2012 
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Since the 19705, most industrialized countries, 

such as the United States and Japan, have allowed 

their currencies to float in a managed wa)'. Other 

countries with less stable currencies have pegged 

them to a majo r cu rrency, such as the dollar or the 

cu ro. the common cu rrency of the Europea n Un ion. 

Imports, Exports, and the Balance of Trade 

Another way countries try to manage the va lue of 

their currency is by regulating their ba lance of I rade. 

Balance of trade is the difference between the va lue 

of a coun try's exports and t he value of its imports. 

Also known as net exports, it is calculated by sub

tracting impo rts from exports. 

A country 's balance of trade can be positive or 

negative. If a country exports more than it imports, it 

has a positive ba lance of trade, or a trade surplus. If 

it imports more than it exports, it has a negat ive trade 

ba lance, or a t rade deficit. Fig ure IS.SA shows the 

U.S. balance of trade in goods and services over t ime. 

A trade surplus helps to strengthen a country's 

currency. T h ink about what would happen if the 

Un ited States had a trade surplus. The number of 

doll ars coming into the United States from the sa le 

of exports wou ld exceed the number of dollars we 

send to other countries to pay for imports. As the 

supply of dollars held by people in other countries 

dropped, the va lue of the dollar would likely rise. 

In the sa me way, a trade deficit tends to weaken a 

country's currency. Again consider the situation of the 

United States, which has run a trade defic it for yea rs. 

To pay fo r all of its impo rts, the United States has to 

send more and more dollars to its trad ing partners. As 

the supply of dollars held by people in other countries 

rises, the value of the dolla r is likely to d rop. T hus, by 

export ing more or importing less, a cOllntr), can have 
some effect on the strength of its cur rency. 

Just as a weak currency is not necessa ril y bad, a 
trade deficit does not necessa r ily signal a struggli ng 

economy. In 20 12, the U.S. trade deficit amou nted 

to more than 5500 billion. Yet the Un ited States also 

had the world 's largest economy that yea r. 

Financing the U.S. Trade Deficit 

When the United States ru ns a trade deficit , it means 

that the country is buying more than it is selling in 

world markets. How does the country manage to do 

thi s yea r afte r yea r? 

The Un ited States fina nces its trade deficit by bor

row ing doll a rs from fo reign lenders and by selli ng 

U.S. assets to foreign investors. In other words, for· 

eigners enable the United States to run deficits. T hey 

are willing and able to do this because they have so 

many surplus dollars from selling us their goods. 

Foreigners holdi ng dollars can lend their doll ars 

to the United States by buying Treasury secu rities or 

othe r types of bo nds. In 2013 foreigners held more 

than 5S.6 trillion in U.S. Treasury sec uriti es a lone. 

Thi s amounted to a lmost 48 percent of all publicly 

held U.S. government bonds. 
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Figure 15.58 

Graphing Foreign 
Direct Investment FDllnto and Out of the United States, 1994- 2012 
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Foreign direct investment is 
capital invested by foreign 
interests in another country's 
businesses. FOI promotes 
economic growth and helps 
balance the U.S. trade deficit. 
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The bar graph shows the 
dollar value of FDI flowing 
into the United States from 
1990 to 2012. 
The line graph shows the 
dollar va lue of American FOI 
flowing in to other countries. 

Source: Bureau of Economic Analysis. 
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Foreign investors can also purchase stock in 

Amer ica n companies or buy U.S. assets, such as 

farmland and office buildings. Some foreign com

pan ies use their dollars to buy Amer ican compan ies 

o r to establish new businesses in the Un ited States. 

Investment by a firm in a business enterprise in 

a foreign country is known as foreign direct invest

m ent (1' 01). A German or Japa nese auto company 

c reating an assembly plant in the United States is an 

exa mple of foreign direct investment. In 2012, FDI 

in the United States was around $175 billion. 

Concern Aboullhe U.S. Trade Deficit 
How concerned shou ld America ns be about the 

Uni ted States's consistent trade deficit' The answer 

depends on whom you ask. A 2005 Wall Street 

/ournal editorial found litt le cause for concern: 

"On the li st of economic matters to worry about, 

' the trade deficit ' is about 75th- unless politicians 

react to it by imposing new trade barriers or devalu

ing the currency." The New York Times, on the 

other hand . in reporting on the 2006 trade deficit . 

wrote. "A growing trade deficit acts as a drag on 

overa ll economic growth." 
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Many Americans are understandably concerned 

about trade deficits. Such concern is rooted in per

sonal experience and common sense. After all, if you 

spend more than you earn, you go into debt. If you 

borrow to finance your debts, you go deeper into 

debt. This endless borrowing can get a person into 

serious financia l trouble. 

Many people view the U.S. t rade deficit in m uch 

the sa me way. The United States, they argue, can no t 

continue to run large deficits and finance them with 

foreign borrowing forever. At some point, we may 

have to payoff all that debt, which could prove pain

ful. Moreover, many Americans do not like the idea 

of foreig n firms owning and controll ing U.S. land 

and businesses. 

Econom ists d iffer on the significance of the trade 

deficit and the resulting U.S. debt owned by foreign

ers. Thomas Sowell notes that the Un ited States has 

been a debtor country for much of its history. In the 

1800s. foreign loans and investment helped finance 

the country's economic development. "There is 

nothing wrong with th is," he writes, and continues, 

By crentillg more wealth in the United States. 
Stich illvestments crented more jobs for American 



workers and created more goods for American 
consumers, as well as providing income to for
eign investors . . . Ne ither the domestic economy 
nor the international economy is a zero-sum 
process, where some must lose what others win. 
Everyone can win when investtnents create a 
grolVillg economy. There is a bigger pie, f rom 
which everyone can get bigger slices. 

- Thomas Sowel/, Basic EcollOl'llics, 2007 

Sowell and other economists point out that the 
trade defic it is not a problem as long as our economy 
grows. When times are good, foreigners view the 
United States as a safe place to invest their dollars. 
But the deficit and debt cou ld become an issue if the 
economy fa lters. Foreigners may then become less 
eager to make new loa ns to the U.S. govern ment. And 
old loans will have to be repaid-by taxpayers like you. 
As economists Robert Frank and Ben Bernanke note, 

Summary 

Foreign loans must ultimately be repaid with 
interest. If the foreign savings are weI/ invested 
and the U.S. economy grows, repayment will 
lIot pose a problem. Howevel~ if economic 
grow/h . .. slackens, repaying the foreign lend
ers will impose {111 economic burden ill the 
fll/ure. 

-Robert H. Frank and Ben S. Bemanke, 
Principles of Economics, 2007 

The trade defi cit may not be high on your per
sonal worry list. But the global economy is bound to 
playa large role in your life. You are already a partici
pant in that economy every time you bu y goods made 
in other countries. And whatever ca reer Y0tl choose, 

it is likely to involve the globa l marketplace in some 
way. Understa nding how globa l trade works wi ll help 
you make better choices, whether you are hunting for 
the best deal or the ideal job. 

The United States plays an active part in the global economy. U.S. trade with other coun
tries has expanded in recent decades and has contributed to economic growth both at 
home and abroad. 

Why is global trade growing in importance? Various factors have cont ributed to the 
growth of global trade. Chief among these are advances in transportation and communica
tions, which have made it easier for countries to do business and move goods around the 
world . New and differentiated products have also stimulated global trade. 

What goods and services do countries trade? Manu factured products are the main cat
egory of exports among nations. Agricultural and mineral commodities-notably oil-are 
also important. Services in such areas as finance, t ransportation, education, and informa
tion also make up • key component of overseas trade. 

How and why do countries regulate trade? Although free trade makes economic sense, 
most countries find reasons to restrict trade. Usually they do so for politic. I reasons, erect
ing trade barriers-such as tariffs and quotas-to limit imports in order to protect domes
tic industries. Such restrictions benefit specific industries at the expense of consumers and 

producers in other industries. 

How is global trade financed? Importers and exporters fi nance global trade by trading 
currencies on the foreign exchange market. Exchange rates fluctuate based on supply and 
demand. Governments may try to influence rates through trade policies and other means. 
When countries have a negative ba lance of trade, or a trade deficit , they genera lly finance 
their deficit by getting loans or investment capital from abroad . 
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