
The Global Economy 
Part II 

We have global markets which make us extremely 

interdependent so that what goes on in individual 

countries is of consequence to us all. 

-George Soros 



What Are Trade Barriers? 

A trade barrier is a means of preventing a foreign 

product or service from freely entering a nation’s territory. 

o Import Quota - a limit on the amount of a good that 

can be imported  

o Voluntary Export Restraint (VER) - a self-imposed 

limitation on the number of products shipped to a 

specific country 

o Tariff - a tax on imported goods, such as a customs 

duty 

o Other Barriers to Trade include high government 

licensing fees, costly product standards, etc. 



The Effects of Trade Restrictions 

o Increased prices for foreign goods 

o Tariffs and other trade barriers increase the 

cost of imported products, making domestic 

products more competitive. 

o Although manufacturers of many products 

may benefit from trade barriers, consumers 

can lose. 

o Trade Wars 

o When one country restricts imports, its trading 

partner may impose its own retaliatory 

restrictions.  



Arguments for Protectionism 

Protectionism is the use of trade barriers to 

protect a nation’s industries from foreign 

competition. Some of the arguments in 

favor of protectionism are: 

o protecting jobs - shelter workers in 

industries that would be hurt by 

specialization and trade 

o diversification for stability 

o cheap foreign labor 



Arguments for Protectionism 

-continued- 

o protecting infant industries - protect new 

industries in the early stages of 

development 

o strategic trade policy 

o safeguarding national security - certain 

industries require protection from foreign 

competition because their products are 

essential to defense 

o protection against dumping 



Dumping  

Dumping refers to the sale of goods abroad 

at prices below cost and below prices 

charged in domestic (home) markets. 



Trade and Employment 

As nations begin to specialize in certain 

goods, dramatic changes in the nation’s 

employment patterns occur.  



Trade and Employment 

o Workers who lose their jobs due to 

specialization face three options: 

o Unemployment: unable to adapt and find 

a new job 

o Relocation: move to where current skills 

meet current jobs 

o Retraining: gain new human capital to 

meet the demands of specialized labor 

markets  



Imports as Leakage 

o Imports are a source of leakage in the 

circular flow. 

o Imports – goods and services 

purchased from foreign sources 

o Leakage – income not spent directly 

on domestic output, but instead 

diverted from the circular flow, such as 

saving, imports, taxes 



Imports as Leakage 

o Income lost to imports limits domestic 

spending and the related multiplier 

effects. 

o Multiplier – the multiple by which an 

initial change in aggregate spending 

will alter total expenditure after an 

infinite number of spending cycles 



Formula: Imports as Leakage 

In a closed (no-trade) economy, total 

income and domestic spending are always 

equal.  

 

C + I + G = Y 
C - consumption 

I - investment 

G - government 

Y - national income (GDP) 



Formula: Imports as Leakage 

o In an open economy, imports and exports 

have to be taken into account. 

o The combined spending of consumers, 

investors and the government may not 

equal domestic output. 

 

C + I + G + X = Y + M 
X - exports 

M - imports 

 

 



Marginal Propensity to Import 

o Part of any increase in spending will be 

spent on imports. 

o This fraction is called the marginal 

propensity to import (MPM). 



Marginal Propensity to Import 

The marginal propensity to import (MPM) is 

the fraction of each additional (marginal) 

dollar of disposable income spent on 

imports. 



Marginal Propensity to Import  

o The marginal propensity to import: 

o reduces the initial impact on domestic 

demand of any income change. 

o reduces the size of the multiplier. 

 



Table: Imports as Leakages 

Action 
Cumulative change in AD 

Closed 
Economy 

Open 
Economy 

A. Government spends additional $10B + $10 billion + $10 billion 

B. Consumers use added $10B of income for:  

1. Domestic consumption + $9 billion + $8 billion 

2. Saving (MPS = 0.1) ($1 billion) ($1 billion) 

3. Imports (MPM = 0.1) 0 ($1 billion) 

C. Multiplier 1/MPS = 10 
1/(MPS + 
MPM) = 5 

D. Additional multiplier - induced consumption 
= C X B1 + $90 billion + $40 billion 

E. Cumulative change = A + D + $100 billion + $50 billion 

 



Imports and the Multiplier Effect 

o The impact of the MPM on domestic 

demand is the same as its cousin, the 

marginal propensity to save (MPS). 

o Marginal Propensity to Save (MPS) – the 

fraction of each additional (marginal) 

dollar of disposable income not spent 

on consumption … 1 – MPC 



Formula: Imports and the 
Multiplier Effect 

o Imports reduce the value of the multiplier. 

o The value of the multiplier depends on 

the extent of leakage. 

 

                                                           1 
Generalized multiplier =  
                                              leakage fraction 



Formula: Imports and the 
Multiplier Effect 

In a closed (no trade) and private (no 

taxes) economy, the multiplier takes the 

familiar Keynesian form. 

Closed economy multiplier 

without taxes 

       1 
= 
     MPS 



Formula: Imports and the 
Multiplier Effect 

Once the economy is open to trade, the 

multiplier changes to reflect the additional 

leakage of the MPM. 

Open economy multiplier 

without taxes 

             1 
= 
     MPS + MPM 



Formula: Imports and the 
Multiplier Effect 

The cumulative increase in aggregate 

demand is: 

Cumulative change       Initial change      Income 
                      =                            X 

in aggregate demand       in spending        multiplier 



Imports and the Multiplier Effect 

Imports, by increasing leakage, reduce the 

impact of a fiscal stimulus. 



Chart: Imports Reduce Multiplier 
Effects 
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Global Stabilizer 

o Import leakages act as an automatic 

stabilizer. 

o Foreign producers absorb a large 

portion of a US slowdown if a decline in 

aggregate demand is concentrated in 

industries that rely heavily on imported 

inputs. 



Exports as Injections 

o Export sales inject spending into our 

circular flow at the same time that 

imports cause leakages from it. 

o A change in export demand causes a 

shift of the aggregate demand curve. 

o Exports – goods and services sold to 

foreign buyers 



Trade Imbalances 

o What counts in the circular flow is the 

difference between exports (injections) 

and imports (leakages). 

o Net exports (X – M) equals the value of 

exports minus the value of imports. 



Formula: Trade Imbalances 

A convenient way to emphasize the 

offsetting effects of exports and imports is to 

rearrange the income identity. 

C + I + G + (X - M) = Y 



Trade Imbalances 

o If exports and imports were always equal, 

the term (X- M) would disappear and we 

could focus on domestic spending. 

o Exports and imports are not equal, 

leading to a trade imbalance. 

 



Crowding Out Net Exports 

o In an open economy, an increase in 

imports can reduce domestic crowding 

out. 

o Crowding out – A reduction in private 

sector borrowing (and spending) 

caused by increased government 

borrowing. In other words, the 

government has borrowed so much of 

the money available for loan that 

there’s little left for the private sector to 

borrow. 



Crowding Out Net Exports 

o In an open economy fiscal stimulus 

tends to crowd out net exports by 

boosting imports. 

o The objective of reducing the trade 

deficit may conflict with the goal of 

attaining full employment. 



Crowding Out and International 
Considerations 

o Crowding out that results from financing 
government debt can be avoided if the 
debt is internationalized … foreigners buy 
the debt at the existing interest rate. 

o Internationalizing the debt may be a short-
run solution but it can create long-run 
problems. 

o Foreign ownership of a country’s debt 
means the country must pay interest to 
foreign debt-holders and will eventually 
have to repay or refinance the debt. 



Foreign Perspectives 

o If the US has a trade deficit, other 

countries must have a trade surplus. 

o In real economic terms, a trade surplus 

subsidizes the standard of living of the 

nation with the trade deficit. 



Foreign Perspectives 

We cannot focus exclusively on domestic 

macro goals and ignore international 

repercussions. 



A Policy Constraint 

o What we know for certain is: 

o Imports and exports alter the level of 

aggregate demand. 

o Trade flows may help or impede 

domestic macro policy attain its 

objectives. 

o Macro policy decisions need to take 

account of international trade 

repercussions. 



The Ambiguous International 
Goals of Macroeconomic Policy 

o The international goal of US macro policy 
is to maintain the US position in the world 
economy, but there is debate about how 
to achieve that goal. 

o Do we want a high or a low exchange 
rate? 

o Do we want a balance of trade surplus or 
deficit? 

o Should we even pay attention to the 
balance of trade? 



The Exchange Rate Goal 

Depending on the state of the economy, 
there are arguments for both high and low 

interest rates. 



The Exchange Rate Goal 

o Advantages of high exchange rates: 

o Foreign currencies are cheaper, so 
imports are cheaper. 

o Competition from cheaper imports 
keeps US inflation low. 



The Exchange Rate Goal 

o Disadvantages of high exchange rates: 

o Imports increase and exports decrease 
causing a trade deficit. 

o Trade deficits can have a 
contractionary effect on the economy. 



The Trade Balance Goal 

o A trade deficit means that, as a country, we are 

consuming more than we are producing. 

o In the short run, a trade deficit allows more 

current consumption, but it can present long-run 

problems. 

o Trade deficits are financed by selling US assets to 

foreigners. 

o Eventually we will have to produce more than 

we consume in order to pay the interest and 

profits that these assets earn. 



Chart: The Trade Balance 



International vs. Domestic Goals 

o Domestic goals generally dominate the 

political agenda because: 

o Domestic goals (inflation,  unemployment 

and growth) affect citizens directly. 

o There is general agreement as to what 

domestic goals are. 

o Often a country responds to an international 

goal only when the international community 

forces it to do so. 



Balancing the Exchange Rate 
Goal with Domestic Goals 

o Expansionary monetary policy will push 
the exchange rate down. 

o Contractionary monetary policy will push 
the exchange rate up. 

o Contractionary monetary policy may also 
cause decreases in domestic income 
and jobs. 

o In order to achieve a certain exchange 
rate, a country may have to sacrifice 
domestic goals. 



Chart: Targeting an Exchange Rate 
with Monetary and Fiscal Policy 

If the EU wants the 

exchange rate for the 

euro to be $1.50, it can 

use contractionary 

monetary policy to: 

o increase the demand 

for Euros by increasing 

interest rates.  

o decrease the supply of 

Euros by decreasing 

demand for imports. 
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Diagram: Monetary Policy’s 
Effect on the Trade Balance 
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Diagram: Fiscal Policy’s Effect 
on the Trade Balance 
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International Phenomena and 
Domestic Goals 

o International phenomena change and have 
significant influences on the domestic 
economy. 

o If other countries stop buying US assets that 
are financing the large trade deficit, the 
dollar exchange rate will fall. 

o In the short run, the fall in the dollar will 
increase the prices of imports, creating 
inflation in the US. 

o In the long run, the fall in the exchange rate 
will improve the competitiveness of the US 
and increase exports.  



International Monetary and Fiscal 
Coordination 

o Governments try to coordinate their 

monetary and fiscal policies because 

their economies are interdependent. 

o If one country’s trade balance is in 

surplus, another country’s is in deficit.  

o Each nation will likely do what is best for 

the world economy as long as it is also 

best for itself. 



Table: International Goals and 
Policy Alternatives 

International Goal Policy Alternatives 

Lower exchange 

rates 

Contractionary foreign monetary policy 

Expansionary domestic monetary policy 

Lower trade deficit 

Contractionary domestic fiscal policy 

Expansionary foreign fiscal policy 

Contractionary domestic monetary policy 

Expansionary foreign monetary policy 



Global Issues and Macro Policy 

o The more globally connected a country is, the 
less flexibility it has with monetary and fiscal 
policy. 

o A country can respond to international 
pressure faster if it has flexible exchange rates. 

o An alternative to using monetary and fiscal 
policy to meet international goals is trade 
policy designed to affect the level of exports 
and imports. 

o Macro policy is short-run policy, which must 
be conducted within the longer-range setting 
of the country’s overall competitiveness. 



Restoring International Trade 
Balance to the US Economy 

o The large demand for US assets has 
caused the US to lose its comparative 
advantage in the production of many 
goods and services and run a trade 
deficit. 

o As long as other countries are willing to 
accept US currency or US assets in 
payment for goods they produce, the US 
can continue to run a trade deficit at 
the current exchange rate. 



Trade Balance and the US 
Economy 

o At some point foreigners will likely stop 
wanting to accumulate more US 
currency or assets and the dollar will 
depreciate. 

o The dollar will continue to depreciate 
especially relative to the Indian rupee 
and the Chinese yuan until the US 
regains a comparative advantage in 
enough goods to create a balance in 
the balance of payments. 
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The End 


