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PREFACE

This book is intended primarily for a conventional one-semester or one­
quarter course in international trade for undergraduate economics ma­
jors. It is most suitable for a course with a one-semester intermediate­
microeconomics prerequisite, but we have not assumed that students will
have had such a course. The book is not well suited to a course which covers
both international trade and finance in one semester or quarter, and not
well suited to a course for non-majors. The book also serves as a background
text in graduate courses, giving students the basic theory before they plunge
into journal articles.

Our interest in producing such a book was born from the frustration
derived from the fact that virtually all alternative texts are simplified
versions of what most instructors would prefer for a semester course in
trade for economics majors. Competing books are tightly clustered in the
center of a linear Hotelling-Lancaster characteristic space, trying to be
suitable for combined trade-and-finance courses for non-majors at one end
of the spectrum, to trade-only courses for majors at the other end. We are
entering at the upper end of the characteristic line, hoping to carve out that
market niche.

Having defined the market, we should quickly indicate the analytical
level of the book lest we scare off the faint of heart. The analytical exposition
is largely in terms of geometry, with the necessary tools being developed
up front in Chapters 2--4. Relatively simple algebra is used, and when
more advanced methods are applied, we are careful to place the material in
sections that can be skipped without loss of continuity. The use of calculus
is quite minimal, even in the more advanced sections.

Indeed, the book uses few analytical methods more advanced than com­
peting texts. What distinguishes the book is partly its analytical approach,
but more importantly the breadth and depth of its coverage. We have tried
to maintain a uniform level of analysis throughout the book, and the same
basic "tool kit" developed in Chapters 2-4 is used over and over to avoid the

xxi



xxii Preface

costs of developing and learning new analytical constructions for each new
topic. Our perception of standard texts is that they tend to treat one topic
on a fairly formal level, such as the Heckscher-Ohlin model, and then
resort to anecdotes about other topics, such as the industrial-organization
approach to trade. Our analysis of the Heckscher-Ohlin model is not more
advanced than that found in the more advanced of the competing texts, but
our analysis of other equally important topics maintains approximately the
same level and depth of presentation.

This new book is a much revised version of an old Markusen and
Melvin text. The book has been greatly strengthened by the addition of two
new authors, Bill Kaempfer and Keith Maskus. Maskus is widely known
and respected for his papers on empirical trade and policy issues. He brings
strengths that are complementary to those of the original theory-oriented
authors, and has improved the book both in its coverage ofempirical evidence
and in its exposition of the subtleties of modern trade policy. Kaempfer has
written extensively on the political economy of trade policy, ranging from
analyses of sanctions to the choice of policy instruments, and determinants
of the pattern of protection. It is essential that trade theory texts move on
from simply analyzing the effects on tariffs and quotas to analyzing why
they arise in equilibrium. Kaempfer's efforts also have strengthened the
book.

Key features of the book are as follows:

L Part 1 of the book (Chapters 1-5) introduces the microeconomic founda­
tions of the theory, and develops almost all of the tools which are used
subsequently. By popular demand, offer curves are avoided in favor of
excess demand curves. Offer curves are covered in an appendix. Chap­
ter 5 analyzes the gains from trade, laying a foundation which is used
repeatedly throughout the book.

2. Part 2 (Chapters 6-14) develops the positive theory of trade and consid­
ers empirical tests of those theories. Our world view is that many things
cause trade, and each deserves an analysis in isolation from the others.
Accordingly, Part 2 follows a methodology in which two economies are
identical in every respect except one. These "bases for trade" include
differences in technology, differences in relative factor endowments, gov­
ernment policies including taxes and subsidies, imperfect competition,
scale economies, and demand factors, such as non-identical and non­
homogeneous preferences and preferences for diversity.

3. Part 3 (Chapters 15-20) turns to trade policy, considering the various
consequences of tariffs, quotas, and voluntary export restraints. In line
with current research interests, a major chapter is devoted to strategic
trade policy. Two other "non-traditional" chapters include one on the
political economy of trade policy and one on administered protection. The

\,i,,:... _



Preface xxiii

former analyzes ways to endogenize protection, while the latter discusses
institutions, rules, contingent protection, and major features of trade law
and surrounding controversies.

4. Part 4 (Chapters 21-23) reverts to positive theory, analyzing factor trade,
multinational firms, and growth. These chapters incorporate a great deal
of research undertaken since the old Markusen and Melvin book was
drafted almost a decade ago.

Thanks are due to many individuals. Our editor, Scott Stratford at
McGraw-Hill, put a great deal of effort into the project, and in particular
organized the most thorough and constructive set of reviews we have ever
seen. We thus wish to express great appreciation to those reviewers for their
significant contributions to the book. Ex post facto, we learned that they
were James Cassing, University of Pittsburgh; Eric Fisher, The Ohio State
University; Craig Schulman, University of Arkansas; and Nicolas Schmitt,
Simon Fraser University. Carsten Kowalczyk read several chapters and gave
us a number of valuable suggestions. If readers find something particularly
objectionable about the book, there is a good chance that one of these five
pointed it out, and for one reason or another we did not make the change.
Veta Hartman, Jim Markusen's administrative assistant, ably performed
many departmental functions so that he had time to work on the manuscript.
Laura Langhoff composed all of the figures in electronic medium, rendering
the ruler and flex-curve additional obsolete parts of trade theory.

James R. Markusen
James R. Melvin

William H. Kaempfer
Keith E. Maskus





PART

I
TECHNICAL
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AND THE
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FROM TRADE





CHAPTER

1
INTRODUCTION

11 THE GLOBAL ECONOMY

III recent years international economic issues have taken center stage in
the news. For example, on January 1, 1994, the United States, Canada, and
Mexico entered into a joint compact, called the North American Free Trade
Area (NAFrA), that would gradually reduce trade barriers among them. As
readers may recall, negotiation of NAFTA was heavily controversial in all
three nations, and its passage was anything but certain. Some people in the
United States were worried about the impact of freer trade with Mexico on
the living standards of lower-skilled Americans, while others had concerns
about the potential effects of NAFTA on environmental standards in the
region. On the other hand, U.S. advocates of the agreement proclaimed its
potential to raise incomes overall through greater trade and investment
flows. Canadians had the same concerns and hopes about the potential
effects of NAFTA, with further worries about safeguarding the security
of their supplies of oil and natural gas. For their part, many Mexicans
were wary of closer competition with the United States' high productivity
standards and advanced technologies, expressing particular concern about
the fate of traditional Mexican agriculture and peasant cultures.

The countries of the world are also moving toward closer trade integra­
tion through acceptance of the Uruguay Round Agreement in the General
Agreement on Tariffs and Trade (GATT). The GATT agreement would set out
broad rules governing national policies that influence international compe­
tition, including tariffs, quotas, foreigu investment regulations, agricultural
subsidies, and patents and copyrights, among other practices. Because
different countries have conflicting interests in these areas, negotiation of
the Uruguay Round accords was also quite contentious. Nonetheless, most

3



4 I: Technical Concepts and the Gains from Trade

economists argue that its passage will represent a valuable step forward
for global trading relations, bearing the potential for expanding trade and
world incomes by hundreds of billions of dollars per year.

AB nations have become more interdependent in recent decades through
growth in international trade and investment, episodes of trade conflict have
become more evident and interesting to the public. An obvious example is the
continuous effort by the United States and Japan to manage their bilateral
trade relationship, which involves a significant American trade deficit with
Japan. Many American critics claim that the Japanese market is effectively
closed to foreign firms, while a standard Japanese response is that foreign
firms do not try hard enough to penetrate the market. Japan is hardly
unique in this regard, of course. There are loud complaints from numerous
countries about protectionism and arbitrary government interference with
trade in the United States, Canada, South Korea, India, China, and the
European Community, among other nations and areas.! Unquestionably,
there are significant pressures in the world economy for nations to interfere
with the free exchange of goods in order to limit the negative effects trade
may have on some groups and industries.

A major component of this growing international interdependence is
the phenomenal growth of multinational enterprises (MNEs), firms that
have production and marketing facilities in numerous countries. Many
global corporations have become absolutely huge in terms of world sales,
assets, and employment, and their international operations have significant
effects on both host and home nations. Accordingly, these firms are highly
controversial in a number of dimensions, with some people blaming them
for shifting jobs out of high-wage countries to low-wage countries and
others claiming that they change locations in response to differences in
environmental or business regulations. On the other hand, most economists
tend to view MNEs as conduits for efficient global allocation of capital.

This brief review suggests that international economic problems will
continue to gain prominence in debates over public policy. While hundreds
of interesting questions on this subject could be posed, obviously important
ones include the following: Should countries continue to work toward global
free trade, or are particular nations better off with regional free trade
arrangements? When might it be sensible to place quantitative restrictions
on imports of particular goods? What are the connections between the need
for business regulations and the operation of trade policies? Should nations
interfere with the free flow of capital and labor? These kinds of questions,
which are both positive and normative in nature, concern us in this book.

L2 PERSPECTIVE ON THE THEORY
OF INTERNATIONAL TRADE

In this text we study both international trade, which is the exchange across
national borders of goods, services, and factors, and the impacts of this trade
on domestic and global economies.



1: Introduction 5

The economic unit under study in this text is the nation. We will study
decision-making in a national context and examine whether nations can
work to maximize some measure of collective well-being. In doing so, we will
consider decisions at both the individual and the governmental levels.

Within each nation is an aggregate of individuals acting in the eco­
nomic arena. International trade results from the interactions among those
individuals and with persons in other nations. Thus, understanding the
theory of the firm and the theory of consumer behavior is important in
studying this level of international economics.

Different nations arise largely because of historical, political, and
geographical factors. In practical terms, however, nations are identified with
their governments, which take actions that affect the domestic and global
economies. This level of decision-making is one feature that distinguishes
the study of international trade from the study of traditional economics.
Our usual presumption is that governments act in order to maximize the
overall income and welfare of the economy. As we will see, however, this
presumption is often untrue.

International economics can be divided conveniently into two parts:
real analysis or trade theory, and monetary analysis or international finance.
Real analysis studies the reasons that trade takes place, the implications
for commodity and factor prices of changes in real variables (such as the
stock of capital and the supply of labor), the benefits that accrue from
international trade, and the effects oftrade restrictions on the welfare of the
economy. Because its focus is equilibrium determination of real trade flows
and welfare, trade theory generally analyzes harter exchange expressed
in terms of a numeraire good. It ignores macroeconomic disequilibrium
problems by assuming the existence offull employment and aggregate trade
balance. Monetary analysis, on the other hand, is concerned with such issues
as the determination of exchange rates and the international transmission
of unemployment and inflation. Often the two branches of international
economics use different methodologies, with trade theory using market­
clearing microeconomic equilibrium processes and international finance
using macroeconomic concepts such as a single aggregate output and price
level, in which there can be short-run fluctuations. However, this distinction
can easily be overdrawn. In recent years economists have made great strides
in integrating the two approaches by modelling aspects of international
finance, such as the existence of an aggregate trade deficit, as the result
of microeconomic equilibrium processes in which agents trade goods both
across borders and over time. We incorporate this approach into the final
chapter of the text.

The subject matter of this book concerns the trade in commodities
and factors that takes place among nations. One question naturally arises:
why is it necessary to distinguish trade between nations from trade be­
tween regions, and even from trade between individual consumers? The
basic motivations for all such exchanges are similar, including differences
in tastes and factor endowments. However, there are some unique features of
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international trade. First, though it is reasonable to assume that labor
is completely mobile within a country, labor mobility among countries is
severely restricted because of government regulation and differences in
such things as language, religion, and social customs. Indeed, it is usually
assumed in trade theory that labor is completely immobile among countries.
Much of the theory of international trade also assumes capital to be immobile
among countries, though we thoroughly analyze the implications of capital
mobility in later chapters. Differences in the degree of factor mobility are
important because they help govern the incentives for and the implications
oftrade in commodities.

A second distinguishing feature of international trade is the govern­
mental regulatory power that does not exist in individual or interregional
trade. Countries impose tariffs and nontariffbarriers against imports. They
limit the free flow of factors of production among countries and even adjust
domestic policies so as to change the pattern of international trade. Such
activities are virtually unknown among regions within the same country
and in many countries are actually against the law. For example; the U.S.
Constitution reserves to Congress the right to regulate interstate commerce,
implying that individual states cannot erect barriers against imports from
other states.

This dichotomy between interregional and international trade policies
is quite interesting. In part, it reflects a popular, though flawed, view that
trade among agents within a country is beneficial while international trade
may be costly. People in wealthier nations often argue that trade with
poorer nations is harmful because it invites competition from low-wage
foreign labor, while people in poorer countries make the opposite case that
trade with countries with high-level technologies is unfair. These two views
are fundamentally mercantilist in nature, in that they see international
trade as taking place within a fixed-sum game. The gains to one country
are accompanied by losses to another country. This view is wrong because
international exchange, like trade among domestic agents, tends to expand
aggregate incomes in all countries. Indeed, a substantial point of inquiry in
our book will be to investigate the nature of the gains from trade, or the
benefits from international commerce.

'Ib gain a basic understanding of this question, however, note that
countries would be worse off if they were precluded from trading. For
example, if Canada were not able to export commodities such as wheat and
other grains and natural resources, Canadians could not enjoy their present
high standard of living. Japan imports raw materials and exports final
products; without such trade the real incomes of workers in Japan would
be significantly lower. Even large and diverse economies such as that ofthe
United States depend on foreign trade to supply a significant proportion of
essential commodities such as petroleum and automobiles. Attaining self­
sufficiency at the national level is no more feasible than it would be for a
single family to produce all the goods it must consume.
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L3 THE IMPORTANCE OF
INTERNATIONAL TRADE

To justify a careful examination of international trade it is important to
demonstrate that such trade is an important part of the overall economic
activity of nations. There are numerous dimensions to this issue, including
the growth, levels, and structure of trade in relation to domestic production.

Trade, Growth, and Economic
Interrelatedness

Globally, international trade has grown considerably in recent decades. For
example, over the period between 1963 and 1979, the rate of expansion of
real merchandise exports (that is, the value of exports deflated by changes
in export prices) in the world averaged 11.8 percent per year, a remarkably
high growth rate by historical standards.f Indeed, this figure likely underes­
timates the true growth in the real volume of exports because available price
data do not adequately account for the marked improvements in product
quality in recent years. At the same time, global growth in real output,
measured by gross domestic product (GDP) in each country, averaged 6.1
percent per year, also high by historical standards. Thus, during that period,
the world experienced a rapidly rising effective integration among countries
as they became more closely interrelated through international trade in
goods. This trend continued after 1979, though economic activity grew at
markedly slower rates. Over the period between 1979 and 1991, real export
growth averaged 4.4 percent per year, while real output expansion averaged
2.9 percent per year.

This increasing interrelatedness among countries may be observed
for specific nations as well. Table 1.1 lists a selected set of countries at
different levels of economic development. The first two columns of figures
show per-capita gross national product (GNP) in 1990, measured in U.S.
dollars, and the average annual growth rate in this variable between 1965
and 1990. 3 Clearly there is wide variation in international living standards,
as measured by per-eapita GNP. While there are problems in constructing
such measures, it appears that there may be as much as a one hundred­
fold difference in per-capita incomes between the poorest and wealthiest
countries of the world.

Looking at per-capita incomes in a particular year provides only a
snapshot of the relative positions among nations. Over time, some countries
tend to grow faster than others, as noted in the second column of figures.
Overall, it seems that poorer countries tend to grow somewhat faster than
richer countries, though this relationship is weakly reflected in these data.
Indeed, in some nations, such as Uganda, measured standards of living
have actually deteriorated in the last 25 years. One clear suggestion from
the data is that between 1965 and 1990 the nations of East Asia (China,
Indonesia, the Republic of Korea, Singapore, and Japan as shown in Table




































































































































































































































































































































































































































































































































































































































































































































































































































































































































































