
Check In

Grab an index card, write your name, and answer the following:

What is the prisoner’s dilemma. How can we get out of it?



Recap: International Trade

Who do economists support free trade? X

Comparative Advantage

Why do countries have a comparative advantage in some goods?X

Heckscher-Ohlin Theorem

Why do citizens disagree over trade policy? X

Stolper-Samuelson Theorem and Ricardo-Viner Theorem

How do governments decide which interests to listen to? X

Collective action theorem and domestic institutions

How are interests aggregated up to the international level? X

The prisoner’s dilemma and the WTO

Regional trade agreements



Regionalism

Remember that:

GATT/WTO may be theoretically limited by:

Free Trade Agreements/Customs Unions

Preferential Trade Agreements

Generalized System of Preferences (developing countries)



Regionalism

Remember that:

GATT/WTO may be theoretically limited by:

Free Trade Agreements/Customs Unions

Preferential Trade Agreements

Generalized System of Preferences (developing countries)



Regionalism
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more countries, usually located in the same region of the world, in
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Regionalism

Regional Trade Agreement
A trade agreement between two or more countries, usually located
in the same region of the world, in which each country offers
preferential market access to the other

2 main types of RTA:

Free Trade Areas: governments eliminate tariffs on other
members’ goods, but each member retains independent tariffs
on goods entering their market from nonmembers

Custom Union: member governments eliminate all tariffs on
trade between customs union members and impose a common
tariff on goods entering the union from nonmembers



FTAs

The GATT/WTO allows this as long as the level of protection
imposed against nonmembers is no higher than the level of
protection applied by the countries prior to forming the
arrangement

FTAs can be bilateral or multilateral

Ex. China-Australia Free Trade Agreement (signed 2015,
initial negotiations began in 2005)

Ex. ASEAN



FTAs and the United States

US FTA Partners

http://trade.gov/fta/


Custom Unions

Key difference from FTA: common external tariffs

Reduces administrative and financial transaction costs

Implies a deeper level of economic integration

Ex. The European Union

Ex. MERCOSUR



Customs Unions and the EU



Customs Unions and the EU



FTAs vs. the WTO

Why would a country choose an FTA (smaller liberalization
benefits) instead of going through the WTO?

Non-economic goals for partners of geopolitical importance
(US-Jordan PTA, TPP)

Liberalize trade more quickly (more efficient to negotiate with
fewer partners)

Easier to negotiate ”bad” rules (can enter agreements that
still allow some protection for key industries that wouldn’t be
passed unanimously in the WTO)



NAFTA

Canada and the United States implemented a free trade pact
in 1989 (CAFTA)

Also with significant opposition (esp. in Canada)

The agreement was expanded to include Mexico, becoming
NAFTA on January 1st, 1994



NAFTA

Canada and the United States implemented a free trade pact
in 1989 (CAFTA)

Also with significant opposition (esp. in Canada)

The agreement was expanded to include Mexico, becoming
NAFTA on January 1st, 1994

Agreement was negotiated under President Bush Sr. who won
fast track authority from Congress
Ratification and implementation fell to President Clinton
Clinton added several amendments to protect workers and the
environment
The agreement passed both the House and Senate in
November 1993 with majority Republican support
President Clinton signed the Bill into law on December 8, 1993



NAFTA

Clinton: “I believe we have made a decision now that will permit
us to create an economic order in the world that will promote more
growth, more equality, better preservation of the environment and
a greater possibility of world peace.”

Perot: “It’s pretty simple: If you’re paying $12, $13, $14 an hour
for factory workers and you can move your factory South of the
border, pay a dollar an hour for labor...have no health care...have
no environmental controls, no pollution controls and no retirement,
and you don’t car about anything but making money, there will be
a giant sucking sound going south.”



NAFTA

Today, the US population is still sharply divided and partisan



NAFTA

How should the United States approach NAFTA? Should the US
maintain its current agreement, renegotiate it, or withdraw?



Summary: International trade

International trade according to comparative advantage is
welfare enhancing (greater production and greater utility)

However, international trade creates winners and losers

Citizens lobby the government for their preferred trade policy
- who has influence depends on who organizes and the
arrangement of domestic institutions

International institutions attempt to solve the prisoner’s
dilemma, yet have significant drawbacks.



Key Terms for International Trade

International Trade

Trade Openness vs. Trade Protection

Comparative Advantage

Heckscher-Ohlin

Stolpher-Samuelson

Ricardo-Viner

Comparative Advantage and ability to organize

The role of domestic institutions

The role of international institutions (WTO)



Why do multinational corporations
exist?



What are MNCs?

Multinational corporation (MNC)
A firm that owns and manages productive facilities in two or more
countries

Multiple productive facilities under the control of a single
corporate structure

Engage “simultaneously in production, trade, and cross-border
investment”



Number- by total assets

Top 10 (non-financial) MNCs (by total assets)

1 Royal Dutch Shell (UK- petroleum)

2 Toyota Motor(Japan- automotive)

3 BP(UK- petroleum)

4 Total SA (France- petroleum)

5 Anheuser-Busch (Belgium- beverage)

6 Volkswagen Group (Germany-automotive)

7 Chevron (US- petroleum)

8 General Electric (US-machinery)

9 Exxon Mobile (US- petroleum)

10 Softbank (Japan- telecommunication)

Source: UNCTAD



Number-by total revenue

Top 10 (non-financial) MNCs (by revenue)

Walmart (US- retail)

State Grid (China- energy)

China National Petroleum (China- petroleum)

Sinopec Group (China- petroluem)

Royal Dutch Shell (UK- petroleum)

Exxon Mobile (US- petroleum)

Volkswagon (Germany- automotive)

Toyota Motor (Japan- automotive)

Apple (US- technology)

BP (UK- petroleum)

Source: Fortune 500



Number- by total revenue

Fortune 500

http://fortune.com/global500/visualizations/?iid=recirc_g500landing-zone1


Size

Top 100 economies (government revenue v. firm revenue)

Source: Global Justice Now (NGO)



Types of foreign investment

Portfolio investment: purchase of stocks (equity), bonds, or
other financial instruments → no managerial control of the
foreign operation

Sovereign lending: loans from private financial institutions in
one country to sovereign governments in other countries →
no managerial control of the foreign operation

Foreign direct investment (FDI): investments in a foreign
country via the acquisition of a local facility or the
establishment of a new facility → managerial control of
foreign operation
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Two measurements:

Foreign direct investment can be measured two ways:

FDI inflows: Investment from a foreign entity into a host
country

Reported by the host country
Investment that comes into a country from abroad

FDI outflows: Investment made by entities in a home
country out to the rest of the world

Reported by the home country
Investments that native firms (headquartered in a country)
make in other countries



Trends- FDI inflow



Top 20 by FDI inflow (host)



Top 20 by FDI outflow (home)



Types of MNCs

Horizontal integration

Vertical integration



Types of MNCs

Horizontal integration: When an MNC produces the same
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Ex: Coca-Cola is made in over 200 different countries; 70% of
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Types of MNCs

Horizontal integration: When an MNC produces the same
product in facilitates in multiple countries

Ex: Coca-Cola is made in over 200 different countries; 70% of
its revenues are from overseas
BMW makes cars in Spartanburg (US) and Munich (Germany)

Vertical integration: When an MNC owns and controls
different stages of a worldwide production process

Ex. Exxon owns and controls everything from from oil wells, to
transportation pipelines, to storage and distribution centers, to
gasoline stations



Another Puzzle: Why do firms go multinational

Why do MNCs exist? The answer isn’t obvious because there are
alternative ways to more “easily” serve foreign markets. Firms
could:

Export goods from the home country

If trade barriers make exporting expensive, firms could
contract production to a local firm



Another Puzzle: Why do firms go multinational

Why do MNCs exist? The answer isn’t obvious because there are
alternative ways to more “easily” serve foreign markets. Firms
could:

Export goods from the home country

If trade barriers make exporting expensive, firms could
contract production to a local firm

A firm can choose to export, license production, or use FDI – To
choose FDI, there must be both a locational advantage and
market imperfection



Locational Advantages

Locational advantages explain why firms internationalize their
activity. They’re based on the fact that specific country
characteristics provide opportunities for firms

Natural resource investment

Market oriented investment

Efficiency oriented investment
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Locational Advantages

Locational advantages explain why firms internationalize their
activity. They’re based on the fact that specific country
characteristics provide opportunities for firms

Natural resource investment: presence of large deposits of
natural resources

Natural resources are unevenly distributed around the world
and MNCs must locate near them
Ex. Petroleum and mining industries

Market oriented investment: large, rapidly growing
consumer markets

Esp. if markets are expected to grow rapidly
Esp. if there are high tariff barriers and little local competition
Ex. Walmart in China

Efficiency oriented investment: send portions of the
production process to different nations based on factor prices

Based on different factor endowments
Ex. Apple software = US, final assembly = China



Locational Advantages

But locational advantages are not sufficient to choose FDI. WHY?

Market oriented investments (large consumer markets) can be
reached with exports (food, steel, electronics)

Efficiency oriented investments (ex. low cost labor) can be
reached by contracting with local producers (apparel)

Natural resource investments can be reached via contracting
with local firms



Market imperfections

Market imperfections occur when the pricing mechanism fails to
yield mutually beneficial transactions

Intangible assets

Specific assets



Intangible Assets

Intangibility of assets: value derived from knowledge
possessed by that firm

Valuable, but hard to protect

To determine the value of an intangible asset, you have to
reveal so much information that the investment becomes
worthless

Ex. of firm “knowledge”: managerial skills, production
processes, secret formulas, brand names, etc.



Intangible Assets



Intangible Assets

The Coca-Cola recipe has been a trade secret for 120 years. This
recipe is an intangible asset.

In May 2006, Pepsi Co. receives an offer from “Dirk” to
provide detailed information about Coca-Cola for a price
Pepsi Co. alerted Coca-Cola to the security breach
Coca-cola contacts the FBI to protect their asset
The FBI contacts “Dirk”
“Dirk” sold information to the FBI about a new Coca-Cola
project for $85, 000 in May 2007
“Dirk” was supposed to provide more information in July for
$1.5 million but was arrested by the FBI
“Dirk” turned out to be Joya Williams, the executive’s
administrative assistant. She received 8 years in prison.
Coca-Cola CEO: “[this breach] underscores the responsibility
we each have to be vigilant in protecting our trade secrets.
Information is the lifeblood of our company.”

http://www.cnn.com/2007/LAW/05/23/coca.cola.sentencing/


Intangible Assets → Horizontal FDI

One reason MNCs engage in FDI is to maintain intangible
assets within the firm, where they can be controlled

Where there are intangible assets and market oriented
locational advantages, firms choose horizontal FDI

Intangible Assets + Market Oriented Locational
Advantages = Horizontal FDI
The MNC will produce the same product in facilitates in
multiple countries

McDonald’s became a franchise and Coca-Cola has factories
in over 200 countries

However, the apparel industry (where there are no intangible
assets) uses contracting



Specific Assets

Specificity of Assets: Physical and human investments can
be specialized and unique to a certain task

Investments that are dedicated to a particular use and cannot
be easily adapted to another purpose

Ex. producing a component may require highly specialized
equipment

Ex. You can only charge your computer with a very specific
charger



Specific Assets

Specific assets give rise to hold up problems

If an MNC is dependent on a single supplier, they know they
can be “held up” or extorted for more money.

To avoid this possibility, firms can buy the supplier and
“internalize” the transaction within the firm.



Specific Assets → Vertical FDI

Another reason MNCs engage in FDI is to prohibit the hold
up problem by incorporating all specific assets within the same
corporation, where they can be controlled

Where there are specific assets and efficiency-oriented or
natural-resource oriented locational advantages, firms choose
vertical FDI

Specific Assets + Efficiency-Oriented Locational
Advantages = Vertical FDI (ex.Ford)
Specific Assets + Natural-Resource Oriented Locational
Advantages = Vertical FDI (ex. Exxon)

However, the steel industry doesn’t use FDI because the
inputs (iron ore, coke) are not specific to any firm or supplier



Specific Assets

Vertical integration of a car company

http://corporate.ford.com/company/operation-list.html##s0f0


Recap

Multinational corporation (MNC)
A firm that owns/manages productive facilities in two+ countries

MNCs engage in Foreign Direct Investment (FDI)
Investments in a foreign country via the acquisition of a local
facility or the establishment of a new facility (managerial control)

Horizontal FDI: Same good produced in multiple countries

Vertical FDI: Control different stages of worldwide production

To engage in FDI, MNCs require a locational advantage and
market imperfection

Locational advantages can be Natural resource, efficiency or
market based

Intangible assets + locational advantage = horizontal FDI

Specific assets + locational advantage = vertical FDI


