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DEDICATION

This book is dedicated to my children, Dante, Gabriel, Katherine, and Amelia. It is my hope that this book will help people to make better decisions than those being made today.





INTRODUCTION

Think back to the last time you bought a car. Of course, you were interested in questions like, What kind of mileage does it get? What’s its safety record? And does it come in a really cool shade of red with a bitchin’ CD player?

But you also might have wondered if it was built in America. Was it from the assembly lines of the Big Three—General Motors, Ford, or Chrysler? Was it the product of American workers, or were you contributing in some small way to shipping those manufacturing jobs overseas?

These days, more and more people ask themselves questions such as these. But the reality is that the vehicle you drive, regardless of what company’s name is on it, is composed of the parts and labors of many nations. It was, perhaps, assembled in Mexico, with parts from China and electronics from Taiwan, fashioned from natural resources extracted from South Africa, using engineering specifications from Germany, and fueled with oil from Saudi Arabia. In truth, almost nothing that’s a part of our lives comes from only one country. These things are all interconnected in complex ways, and each international connection influences a range of things, from the amount of money you make at work to where you live. Call it the Economic Butterfly Effect. The price of rice in China really does influence your credit card’s interest rates, but if you don’t know why, there’s little you can do to prepare.

Global economics studies those relationships between people of different geographic locations as they participate in economic transactions. The dynamics of the economic relationships between nations, or even between different parts of a single nation, present risks and benefits to you. The better you understand these relationships, the more successfully you’ll be able to adapt to the changes that are occurring daily in your life: everything from gas prices to your customer service experience at a department store.

The mechanisms by which these economic transactions take place and influence other transactions are varied, but they occur at every geographic and economic level. You might want to “Buy American” in the hope of saving American jobs and contributing to our national prosperity. But in truth, you might as well try to narrow yourself down to purchasing all your goods at a single store. It won’t do you much good. Not only is it just about impossible, but even if you could do it, the store owner doesn’t want to sell exclusively to you and no one else.

For better or worse, today we live in a global society. The world won’t disappear just because you close your eyes. Instead, globalism presents us with a world of opportunities if we can see them. As Americans expand our range of possible transaction partners, the potential benefit for everyone increases.

The risks associated with globalism don’t lie in trading with other countries and in buying goods that are made elsewhere. Rather, they’re in being unprepared for what the world has available. When you understand how people behave in their attempts to make the best use of the planet’s scarce resources, you’ll have a greater understanding of how the global community affects your life and what you can do to adapt to an ever-changing world.






CHAPTER 1 
The Basics


Issues in global economics are common news stories, but it’s sometimes difficult to find out what any of it actually means. Even though those current events are among the most important in your life, the people who give you the news often don’t know or explain how these issues will affect you.

This is why we should start with the basics. Not only is everything else in global economics built upon these fundamentals, but even these most basic principles impact our daily lives. Unless you know what you’re looking for or how to properly respond, you’re at the mercy of the ebb and flow of the economic tides that reach across the globe.

1. GLOBALIZATION

Globalization refers to both the increasing integration of the world’s nations and the process by which that integration occurs. Although globalization is not a new concept—there are major international trade routes dating back at least as far as 2,000 B.C.—trends in technological advancements and cross-border issues have dramatically increased the degree to which far-
separated locations on the earth have become interconnected, both economically and otherwise. Much of what contributes to the increased globalization is attributed, rightfully or not, to the efforts of governments as they work to coordinate agreements and treaties that facilitate these international interactions (the development of trade blocs such as the European Union, for example). The reality, however, is that globalization often occurs independent of any government policy.

Increasing globalization is inevitable; it affects all industries and all nations. What is its real cause? In a word: technology. As we make improvements in our ability to communicate instantly across long distances and more quickly transport people and cargo, our ability to take advantage of the benefits of associating with foreign nations increases. Not only have these technological advances made it faster and more convenient to buy and sell goods across the globe, but it’s also cheaper because we’re improving the cost efficiency of communication and transportation, as well as decreasing the risks associated with transporting goods over long distances.

Consider such new technology as the cargo jet, the computer, or even just the telephone. Because of these inventions, to place an order we no longer have to send a letter overseas (where it can easily go astray). We don’t have to pay a higher price to cover the risk that the company we’re buying from might lose shipments to storms or bandits.

Globalization is a fact, but like many facts, it isn’t all good or all bad. For example, pollution crosses national boundaries without concern for what policies are in place to limit international trade. The airborne carbon from a Chinese coal power plant is dispersed through the global atmosphere just as easily as the ash from an Icelandic volcano or the fallout from a nuclear bomb. At the same time, research and trade in information goes on daily between nations using informal or unofficial channels.

Globalization means we can better take advantage of a greater range of markets to which we can sell our goods or from which we can purchase our supplies. Economists study and try to explain human behavior in their relations with one another. Globalization is an inevitable result of our own attempts to maximize the value of our transactions. It has increased during the past few decades as a result of technological advances, and so has global economic interdependence.

What You Should Know

If you buy something from someone on the other side of the planet, the principles are still the same as if you were trading with someone across the street. National boundaries are artificial barriers that add complexity to our transactions (which will be discussed in later chapters), but other than the sheer distance involved, the transactions themselves are no different.

Let’s pretend for a moment that you live in the 1700s. The primary modes of transportation are horse and boat, and the best method of communicating across long distances is to shout—really, really loudly—or send a handwritten letter. To purchase something from the other side of the world is a nuisance and takes a long time.

Fast-forward to the twenty-first century. It is now easier to purchase things from halfway around the globe than it was to purchase things from across a single nation in the eighteenth century, thanks primarily to our technological advances. Today, rather than sending a courier or merchant on a journey lasting many weeks or months to retrieve goods and bring them back (all the while carrying valuable money or merchandise that is liable to be damaged or stolen along the way), you make a phone call or visit a website. Within a week the item is delivered to your doorstep. People now have access to a wider variety of goods, at varying levels of quality and price, which are not always available within their own nation.

A single look in your spice cabinet tells the entire story. Three hundred years ago, your collection of spices—which in this century you most likely bought in the same store for just a few dollars each—required caravans to travel from China all the way to Greece by horse or foot along the difficult path known as the Silk Road. The trade was so profitable that despite the cost of sustaining a team of people for months, entire empires were built on the sale of goods considered to be rare or exotic (such as spices).

In the modern era, exposure to and integration with other cultures is a normal part of everyday life. There are probably a handful of ethnic restaurants or stores within a short drive from where you live. The aisles of your local supermarket display tea from China, marmalade from Scotland, matzoh from Israel, and naan and poori from India. Foreign trade has become more about cost efficiency than the availability of exotic goods. (In fact, most of these foreign goods are no longer considered especially exotic.) Despite technological advances, however, governments are no more successful at truly prohibiting or even restricting foreign trade without self-harm than they were in the eighteenth century.

Think about it this way: Imagine you live in Metropolis, which is a few miles away from Gotham City. Metropolis wants to discourage you from shopping in Gotham and keep you—and your money—in Metropolis. The city decides to put a tax on any goods you purchase from Gotham City. However, as long as prices in Gotham are still lower, even after paying the tax to Metropolis, you’ll still shop there, won’t you?

Even if Metropolis raised the tax so high that you decided to shop in your own city, would you benefit by paying higher prices? No. The people of Metropolis would just be paying more for their goods than necessary. Businesses that would normally buy their supplies from Gotham City are paying more for those goods, resulting in even higher prices.

In an effort to retaliate, Gotham City now institutes its own set of taxes. And now it’s impossible for Metropolis to sell its own goods to the city next door. Metropolis, upping the stakes in the trade war, institutes a law that prohibits you from shopping in any other city. Does that help the businesses in your city? Of course not, because now Metropolis businesses are uncompetitive. The people of Gotham City never went away; you just stopped being able to buy from and sell to them. Instead, you have to rely on just one city from which you must purchase everything you need. Costs go up, availability goes down, and everyone is harmed in the process.

Why You Should Care

Many people think that globalization is something created by the government, that globalization is taking away jobs. They want to stop the current trends in globalization. But as we’ve just seen, even if you close your borders entirely, the world is still out there, with all its terrifying threats and glorious opportunities. The best thing you can do to take advantage of the opportunities and mitigate the risks is to simply be aware of what’s going on around you; expand your attention globally rather than on your immediate geographic surroundings.

No matter what the circumstances, in today’s world information is king. As noted, the increased trend in globalization is a result of improved technological advances, so use those advances to increase your advantages. The Internet is probably the best tool available for price and availability comparisons, as well as managing shipping and payments. There are a wide variety of companies online designed specifically to facilitate such transactions.

2. PRODUCTION POSSIBILITIES CURVE

The production possibilities curve is a graph that global economists use in their studies. It illustrates the potential combinations of the types and quantities of goods that a nation is capable of producing.

This is really pretty simple. At a given point, any nation can produce a certain amount of various types of goods in different combinations. When a nation is producing the maximum quantity of goods possible (that is, the nation is using all its production potential), this is called the production possibilities frontier because the nation can produce no additional output.

If a nation is producing the maximum amount of any particular good or service for which it has the available resources, in order to produce more it must give up resources from something else. (This is called Pareto Efficiency.) Naturally, any nation can produce less than the maximum of which it’s capable, but, for trade purposes, nations try to avoid such inefficiencies (this is discussed further in topic 4, Comparative Advantage). For simplicity, global economists often discuss the production potential curve using only two different types of goods. Of course, nations produce more than just two types of goods, but the premise remains the same, no matter how many different kinds of goods are involved.

What You Should Know

The bad news is that every nation, regardless of size, has limited production potential; it can produce only a limited amount of any specific type of product or service. The good news is that each nation tends to excel in the production of a few different types of products and services. The other piece of good news is that even if your nation isn’t especially good at producing something, there are other nations that excel at producing those goods and services. When a nation must give up some part of the production of one good in order to produce more of another, this is called the opportunity cost.

Let’s say the only two things your nation produces are beer and pizza. You’re able to produce a maximum of $100,000 of beer, but then you have no resources to produce any pizza at all. You’re also able to produce $50,000 of pizzas, but then you’d have no resources to produce any beer. On average, you’d have to give up two gallons of beer just to produce one additional pizza, while you’d only have to give up one pizza to make two additional gallons of beer. That means you’re using fewer resources for every gallon of beer produced than every pizza produced.

Okay so far?

Another way of looking at it is that you can produce twice as much value in beer than pizza using an equal amount of resources. The opportunity cost of producing $100,000 in beer would be $50,000 in pizza. That’s what you’d be giving up in pizza to produce the maximum amount possible of beer.

Each nation has its own production possibilities curve. National growth can occur either when a nation produces at a level closer to its production possibilities frontier—in other words, it gets rid of inefficiencies—or when it expands its production possibilities frontier. In either case, the nation is producing more than it was before. Increased economic efficiency occurs when a nation:


	Produces more, using an equal amount of resources

	Produces an equivalent amount, using fewer resources

	Produces more, using fewer resources



This doesn’t change the production possibilities curve directly, but it changes the quantity of different goods being produced to maximize resource usage.

Why You Should Care

The tradeoff inherent in the production possibilities curve of a nation determines the prices that a nation pays for its goods relative to other nations. If you have to use more resources to produce a good than the next nation over, the price you’ll charge for that good will be higher because the cost to produce it is higher.

This is true of all transactions, not just international ones. Let’s say you’re a farmer who’s very good at growing corn, but it takes you a very long time to make farm tools. Your neighbor is good at making farm tools but not so great at growing corn. You’ll end up selling your farm tools for a higher price than your neighbor because it takes more time and effort. On the other hand, if you buy farm tools from your neighbor using the corn you grew (or at least the money you earn from selling corn), then you’ll be better off. This is why we buy and sell stuff. Otherwise, we’d all just make everything ourselves.

The total size of a nation’s production possibilities curve plays a critical role in determining which nations are large, rich, and powerful. In other words, the production possibilities curve of the nation you live in has been a large factor in your quality of life. Essentially, the nations that improved over the centuries were those that were able to harness the production potential of the natural resources available to them. These include high-yield, nutrient-dense foods that can be farmed so people have time to develop other skills, animals that can be domesticated so people can use their resources, and natural minerals from which tools and infrastructure can be built.

3. ABSOLUTE ADVANTAGE

A nation with an absolute advantage in a particular good is able to produce more of those goods using the same or a smaller amount of resources as some other nation. Often, having a lot of natural resources such as arable land, mined goods, oil, gas, or other such things is enough to give a country an absolute advantage. As long as the volume of these things exceeds the amount that is consumed domestically, the nation can sell off the surplus.

For instance, if Nation A can use 100 pounds of wheat to produce 1,000 bottles of beer and Nation B can use 100 pounds of wheat to produce 5,000 bottles of beer, Nation B has an absolute advantage over Nation A in beer production. The reasons for this may be that Nation B has a more efficient production process than Nation A and knows how to derive more beer per pound of wheat. It’s also possible that labor costs in Nation B are lower so it costs less to produce a bottle of beer there.

What You Should Know

Having an absolute advantage in one good or service isn’t as helpful in trade as you might think. Those nations that don’t have an absolute advantage in a product will not export it because some other nation can produce the good more cheaply. Nation B in our example above may export some of its beer, but this won’t last for long. As demand for Nation B beer grows, so will its price increase, including labor costs. Over time this diminishes Nation B’s absolute advantage, and eventually some other nation will be able to produce beer just as cheaply as Nation B.

Why You Should Care

Relying on absolute advantage for a nation’s economic health is extremely inefficient. As we saw above, absolute advantage in any product is a temporary condition that is eventually eroded by trade. So you shouldn’t get too complacent, even if right now your country can produce more beer more cheaply than anywhere else. Given free international trade and growing demand, it won’t be that long before your six-packs are rising in price and more and more beers from other countries are showing up in your local supermarket.

4. COMPARATIVE ADVANTAGE

A nation has a comparative advantage over another nation in the production of some good or service when it has less opportunity cost. In other words, the nation has to give up fewer resources for the production of other goods in order to produce something than another nation does. This not only increases efficiency in resource usage, thereby decreasing the costs for the production of that item, but it also makes the economy as a whole more efficient in its allocation of resources.

What You Should Know

Comparative advantage is the primary basis for all sustainable international trade, and the basis for all transactions that take place within a single nation. Imagine for a moment trying to produce everything you need to survive. You have to build your own shelter, grow or hunt your own food, and so on. Alternatively, you can focus on making extra of whatever you’re able to produce the most of, using the resources available to you and trading that surplus for everything else you need. When individuals focus on developing an expertise in just a few skills and doing those very well, it’s called specialization or the division of labor. When this happens on a global scale, where all the companies of a nation focus on performing those functions they can do well using as few resources as possible (meaning cheaply), then it’s called operating within their comparative advantage. Even if a nation doesn’t have an absolute advantage in anything, nations benefit by taking advantage of each other’s comparative advantage.

Comparative advantage differs from absolute advantage in that it is more concerned with opportunity cost than financial cost. As we saw above, an absolute advantage tends to be a temporary state of things. Having a comparative advantage means that the nation is specializing, using its resources more efficiently, keeping costs down, and relying on other nations to produce those things that it may not be as effective at making itself.

Why You Should Care

Sometimes people forget that these issues in global economics are just a composite of what the people and companies of a nation are doing. Comparative advantage is one of those issues. When a company is “sending jobs overseas,” what that actually means is that something the company used to do is a function in which your nation has a comparative disadvantage. It’s now cheaper for the company to outsource that function to another nation.

Complaining about this or appealing for government protection isn’t going to help anyone. If a country’s competitiveness is sustained only through lawsuits and economic protection, then its increased resource use is harming the ability of other people and other companies to be competitive in the global market. This throws the entire national economy out of equilibrium.

Many individuals and companies adapt to this problem of having a comparative disadvantage. Some innovate, introducing new methods or technologies that reduce costs, improve quality, or alter the product market. Others will alter their position within the market: perhaps they become importers rather than producers, or focus their operations to perform only one function of the production process.

Whatever you do for a living, remember this: There’s probably someone somewhere in the world working on a better, cheaper way to do it and so gaining competitive advantage.

5. GAINS FROM TRADE

Gains from trade occur when two nations exchange those goods each is capable of producing cheaply; together they produce more than each could ever hope to produce on their own. This is possible when nations rely on their relative comparative advantages. Each one produces surplus amounts of those things that can be made using fewer resources. The countries then sell these surpluses to each other. As a result of this global trade, every nation has more resources available to it.

What You Should Know

Gains from trade are only possible when the people of each nation focus on producing those things in which they have a comparative advantage while importing goods from another nation that holds a comparative advantage over them. Hark back to the beer and pizza example we used earlier. In this case, it costs two beers to produce one pizza. Conversely, it costs one pizza to produce two beers. Now let’s imagine that this production is split between two nations. Here is the production of each before trade:


	Nation A: $10,000 beer and $5,000 pizza

	Nation B: $2,000 beer and $4,000 pizza



Note that Nation A has an absolute advantage in both beer and pizza (that is to say, it produces more of both than does Nation B) but Nation B has a comparative advantage in pizza. Without trade, the maximum they could produce together is $21,000 in goods. Each country is better at producing different things. If each one decides to specialize in what it’s good at, allocating resources from its weaker industry to its stronger one and then trading its surplus, we can end up with gains in the total number of goods:


	Nation A: $20,000 beer and $0 pizza

	Nation B: $0 beer and $8,000 pizza



Now the two nations are producing $28,000 in total value. So when each nation produces only what each is very good at rather than attempting to produce everything, even if one nation has an absolute advantage in everything, they both benefit. Each of them decreases its own use of national resources, which means lower costs, more competitive business, and more sustainable growth.

Why You Should Care

Trade in this manner increases total wealth for everyone because there is a much larger total value of resources in each nation compared to the number of people. That’s great news when you’re talking about increasing national wealth or even creating a sustainable economy. Those nations that participate in trade increase in wealth more quickly, and a proportion of that wealth translates into a better quality of life within the nation.

6. TERMS OF TRADE

One way to measure the value of trade between nations is with a calculation called the terms of trade. The terms of trade compares the value of a nation’s exports with its imports, expressed as a percentage. There are two versions of this calculation: the two-nation model and the multiple-nation model.

The two-nation model is simpler and is commonly used to explain how the terms of trade calculation works. It also provides additional information when assessing things such as the balance of payments, exchange rate, and relative business cycle fluctuations between nations (discussed in later chapters). To make this calculation, divide the total dollar value of a nation’s exports by the total dollar value of its imports, and then multiply the answer by 100.

This ratio measures the value of a nation’s imports and exports. So, if Brungaria exports $1,000 worth of goods to Freedonia and imports $500 worth of goods from Freedonia, then Brungaria has exports worth 50 percent more than Freedonia and Freedonia has imports worth 200 percent of those of Brungaria.

If you’re thinking that it really can’t be that simple, sadly, you’re right. This calculation is only a starting point for figuring out the value of trade between nations. The reality of a nation’s terms of trade is more complex since trade typically occurs between multiple nations, trading multiple goods, with different advantages and currency values. This is where the multiple-nation model for terms of trade becomes important. The multiple-nation model is actually one of several price-index models for trade that can account for a wider variety of import and export transactions. In a realistic scenario, these become very involved. But don’t worry—I’m not going to overwhelm you with a lot of math.

What You Should Know

A nation’s terms of trade is not a measure of its economic health or the competitiveness of its products in the global market. Instead, the terms of trade merely measures a ratio of total value of imports to exports. This ratio is meaningless without context. What you need to know is how you should interpret the value based on the greater context of trade balance and variations of economic cycles between nations.

Any time the terms of trade seems to contradict other trending factors for these areas of economic concern, you can reasonably assume that something else is causing the relationship. Along the same lines, if some trade issue appears to be inexplicable, measuring the terms of trade can help point you in the correct direction.

Using the terms of trade as a single indicator is like noticing a single landmark while you’re on a long journey—it can tell you whether you’re on the right path, but it won’t replace a proper map and compass.

Why You Should Care

Organizations, individuals, and even entire nations use the terms of trade to predict fluctuations in trade, exchange rates, and economic well being. If your country has extremely high terms of trade but a particular company in which you’re interested (for example, for investing purposes) is exporting little, it may indicate that the company’s industry has a poor comparative advantage globally. Knowing what to expect from trade will guide decisions about how best to take advantage of foreign opportunities.

7. VARIETY VERSUS REGIONALIZATION

People like variety—but not too much. Consider some “ethnic” restaurant chains. Taco Bell isn’t really Mexican food, the Chinese Buffet isn’t really Chinese food, and all the fast food restaurants you can think of that have branches in China are serving items that cater to the local tastes and preferences rather than those items that originally made them famous in this country. That’s where the trade-off between variety and regionalization lies—in people’s desire for something different but not too different.

In economics, variety is typically considered to be a good thing, since diverse product offerings provide consumers with different options that appeal to many tastes while stimulating competitive innovation. The reputation in the United States of Swiss clocks, Chinese silk, Indian spices, and Italian clothing stems from the fact that different regions are able to offer better-quality products than are available domestically. People throughout the ages have desired the foreign, the new, and the exotic. In order to gain some new experience, we look to other nations … only to find out, quite often, that it isn’t to our liking.

What You Should Know

There is an informal sliding scale for global products. On one extreme are those things that are completely familiar to us; on the other are those that are completely unfamiliar. Anyone involved in foreign trade must find a balance that optimizes personal benefit and company sales. If the company’s products are too unfamiliar, violate too many taboos, or contrast with established tastes too greatly, not enough people will buy the product for the company to be competitive. If the company’s products are too familiar, there is little to differentiate them from those produced by domestic companies. The goal, then, is to differentiate through their offerings without alienating their customers.

Goods and services that are in stark contrast with cultural norms, while enticing for a small percentage of customers, typically will not compete well. For example, in the United States, Chinese restaurants have a very difficult time selling traditional Chinese food (e.g., braised chicken feet) to people from a non-Chinese background. Instead, they sell such things as General Tso’s Chicken (which, by the way, isn’t Chinese at all) because it uses flavors and ingredients that American consumers associate with Chinese cooking.

Why You Should Care

If you’re a small business owner, you may be seeking to export your goods, so it’s important to understand the market you hope will be purchasing them. Is your product one that has variable traits? Even if all you do is grow rice, there are multiple types of rice, each varying in popularity and price based on the individual nation. Maybe the nation you’re considering exporting to tends to prefer long-grain rice, while your company has produced only jasmine rice until now.

That brings us to the next question: Does your product line offer traits that the potential customer market will want? You might be able to sell your jasmine rice as a type of high-end foreign delicacy rice, but if the people of that nation have no recipes that use this type of rice, they still won’t be interested unless you can market the recipes just as effectively as you market the rice. You need to be aware of whether or not you’re applying assumptions of your own nation to people from other nations.

As an informed consumer, you need to understand the impact regionalization has on products and whether it will influence the product you are purchasing. Your expectations about the product may differ significantly from those of consumers in the product’s country of origin. For years, Westerners assumed Chinese-made products were of poor quality. The reality is that the expectations for cheap manufacturing were different in China than they were in many Western nations. China had experienced decades of economic mismanagement, which forced its manufacturing methods back to a nearly pre–Industrial Revolution era. This, in combination with pressure put on manufacturers to maintain minuscule profit margins, caused a high degree of quality problems, including some unsafe goods. The situation could have been avoided had the companies performed their due diligence to ensure that the products were being made to the expectations of their target market rather than the expectations of the Chinese market.

8. ECONOMIES OF SCALE

When a company can produce something more cheaply per unit by increasing quantities, we say it’s creating economies of scale. Think of it like a bulk discount, but on a much larger scale: when a company sells more of a product it’s able to charge a lower price for it. This happens for two primary reasons:


	Increased efficiency in the usage of available resources (internal economies of scale)

	Lower per-unit cost of supplies when purchased in large volume (external economies of scale)



Internal economies of scale mean a company is more efficiently using its assets. Let’s say a company owns one factory and one machine to produce its products. The machine produces 250 units per month. The company improves its machine to the point that it can now produce up to 500 units of the product. However, the cost of maintaining the factory each month hasn’t changed; the only increase in cost has been the supplies put into the machine to make the products. So, if the company increases the number of products its machine is making, the average cost per product for the company decreases since the company is now making more products without changing the monthly cost of the factory. Look at it this way:

[image: ]

If the company buys a larger machine, able to produce 1,000 units, it can reduce its costs even more. Of course, if the company only has enough warehouse room to store 500 units, then it’s paying for a larger machine but can still only produce a maximum of 500 units. At this point, the ability to produce more units increases the average cost, causing diseconomies of scale.

External economies of scale occur when a company is able to purchase supplies in large volumes. If a company grows so large that it needs more supplies than other companies can provide without increasing production costs, this creates diseconomies of scale.

What You Should Know

Going global greatly improves an organization’s potential to achieve economies of scale. That’s often a primary motivation behind a company’s desire to expand internationally.

As the price of an individual product increases, the demand for that product will go down. While there are some exceptions to that rule, it holds relatively constant. Now, consider the inverse of that. An organization’s sales have stopped growing, so it actually spends money to increase its production capacity. Why? The company’s executives know that by purchasing equipment that can produce a much higher quantity of goods, the company can charge a lower price for them. The lower price attracts people who previously couldn’t afford their products as well as people who were previously customers of higher-priced competitors. In this way, economies of scale sometimes result in a “natural monopoly,” whereby a single company gains control of a particular market by making its goods cheaper.

All of this increases with the global expansion of an organization’s operations: The potential for internal economies of scale increases as the total number of potential customers grows; and the potential for external economies of scale increases as organizations expand the total number of suppliers globally competing for their business.

Why You Should Care

Improved globalization has allowed organizations to take advantage of a larger customer base and a greater number of suppliers, decreasing costs and improving operating efficiency. This has allowed organizations not only to attract customers with lower incomes, creating a customer base where one did not exist before, but also to compete with those from foreign nations hoping to enter the local market. The bottom line is that when a company achieves economies of scale through globalization, you benefit.

9. ECONOMIES OF AGGLOMERATION

When a company’s operations are geographically closer to its suppliers, customers, partners, or even unrelated organizations and competitors, it can experience cost savings; these are called economies of agglomeration.

What You Should Know

People move to be near their jobs, while organizations move to be near their customers, suppliers, and partners. As a result, everyone benefits from the group’s ability to efficiently specialize its operations, create synergy, and even stimulate bargaining between competitors.

Being near suppliers and customers also allows organizations to more effectively respond to changes in the demand for their products. Even when competitors are located near to each other, the costs of distribution for mutual suppliers is reduced, and both organizations can attract a wider number of competing suppliers.

Why You Should Care

Nothing stays constant, so you need to pay attention to trends. Where people are locating, where organizations are setting up shop, what people are buying—all these things are very important in global economics. Something as simple as placing some of your financial assets in a nation with lower investment taxes can make a large difference.

10. LOCALIZATION

Although it’s counterintuitive, dramatically increasing levels of globalization are actually bringing about a new form of localization. In order to fully integrate and improve their competitiveness in foreign markets, global companies treat every nation in which they have customers as their home country. Today there are four categories of companies:


	
Domestic. These companies work within a single nation, sourcing their supplies from within it and selling to customers only within that country. This includes companies that purchase goods from local companies that were manufactured abroad.

	
International. An international company is headquartered in a single nation, but has import or export operations that give it a presence in other nations. This category includes companies that sell their products online and ship internationally.

	
Multinational. A multinational corporation is one that has a physical presence in multiple nations. The firm may actually own a foreign branch, might have a foreign partnership, may have foreign investments, or could have any number of other forms of arrangements in place that give it full or partial ownership over international functions.

	
Global/Transnational. Global companies are those that lack a home nation. They keep multiple points of control at different locations on the planet in order to stay responsive to the local markets. They often offer stock in several different nations, have geographically diverse management, and sometimes even lack a single formal headquarters. This is done so that each market receives specialized attention and the units of the company that are concerned with a regional market can give that market their full attention.



Notice that as a company progresses from a domestic firm to a global one, it expands its offering of goods to the world that were originally meant to attract domestic customers. Organizations tend to gradually integrate themselves into foreign markets, so that the pinnacle of organizational global reach becomes total market integration rather than merely global reach of sales. This is the nature of localization.

What You Should Know

The phrase “Think globally, act locally,” attributed to town planner and social activist Patrick Geddes, perfectly captures the idea of localization. Even the largest of international companies can remain successful by maintaining a cohesive, coordinated organization that is as diverse as its customers. In this manner, it remains a single global entity that meets the varying needs of local communities, both in its product portfolio and its ability to maintain a local presence and more effectively manage operations.

As already noted in topic 7, Variety Versus Regionalization, organizations of all sorts try to be as responsive as possible to local tastes and trends. For instance, in those nations that have a primarily Muslim population, the Red Cross changed its name to the Red Crescent, the crescent being a commonly used symbol from the Islamic religion. The organization still provides the same basic services, but it changed its image slightly to accommodate the needs of the local region. In order to manage a product portfolio that is diverse enough to remain competitive on a global level, and to continuously manage that portfolio to keep up with changing trends and ideas globally, each region is often given a certain degree of autonomy to respond to localized needs.

The concept of localization also extends to the operations of the company. Global and multinational organizations tend to disperse their management and core operations across a wide geographic region. In the past, a company would send individuals or entire departments to live abroad, sometimes for years at a time. They found that this wasn’t entirely economical; nor was it entirely effective. Foreigners attempting to work in another nation, particularly as managers, often have a difficult time relating to the local people. So the trend has changed to hiring local people and maintaining at least one individual from each nation in which the organization has a presence in executive management or on the board of directors.

Sometimes localization is required by the laws of the nation in which a company operates. It is not uncommon for a government to stipulate that an organization operating within its borders must hire a minimum percentage of locals and invest locally. These types of regulations are motivated by a desire to stimulate economic growth within the nation, though they limit a company’s ability to manage its earnings.

Why You Should Care

As a result of globalization, many organizations are changing to better reflect the culture and ideas of the world’s population rather than those of their home nation. Global economics is composed of far more small businesses than huge ones, and operating globally is often not so very different from operating domestically.

Consider a single Chinese family that farms pearls from oysters and sells them to tourists. One tourist recognizes the opportunity to purchase the pearls cheaply in bulk and develops a close relationship with the family. Later he forms a company and distributes catalogues of pearl jewelry in his home nation of the United States. This company owns no actual factory, has a staff of only six people, and sells retail jewelry at wholesale prices across the entire United States. It’s an international company. It takes advantage of comparative advantage and economies of scale, and although it operates globally, it thinks locally. This is the best face of global economics.
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