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Unit 1. Introduction to the World Economy and International Economic Relations. History of International Economic Development
National economy in the context of the world economic system. Goods, services, production factors and revenues international flows. Notion and classification of international economic relations.
History of international economic development. Global economic expansion. Classifications of countries based on their level of development. The State as an international economic actor. New international economic public and private actors.
Trends in international economic development. The globalization challenge. Current international economic problems, approaches to their solution.
National economy in the context of the world economic system. Goods, services, production factors and revenues international flows. Notion and classification of international economic relations.

History of international economic development. Global economic expansion. Classifications of countries based on their level of development. The State as an international economic actor. New international economic public and private actors.

Trends in international economic development. The globalization challenge. Current international economic problems, approaches to their solution.

How many countries in the world? There is no simple answer to this question, nowadays. According to different sources, there are from 189 to 206 independent countries in the world today. This number will vary with what you meant by independent state and mostly with the recognition of state sovereignty status by others. Every one of these countries has its set of unique characteristics. Some of them are more similar than the others. For example, China and India are big countries with huge populations, and Japan and South Korea are small countries with large populations. How many such characteristics we can find? And what would be the most important?

The uppermost feature of modern society is economic activity. All around the world people produce and consume things, exchanging them during the way. There are a number of ways to measure this economic activity but most popular benchmark for international comparison are the gross national product (GNP) and the gross domestic product (GDP) of a country. Both GNP and GDP give estimates of the total value of sales of final goods and services for a given country. This value of sales also would be an income to those who produce these products and sometimes these measurements are referred as indicators of total national income. The difference between GNP and GDP has to do with who is producing the goods, and where. GDP refers to production within a country, no matter whether the factors of production (land, labor and capital) are domestic or foreign. GNP refers to production by domestic factors, no matter where they are located. For most countries, there are only very small differences between GNP and GDP and, as a rule, GNP exceed GDP in more developed countries, which are, supposedly, more integrated in the world economy, and vice versa in less developed. 

That there is any difference at all between GDP and GNP is because some factors of production are internationally mobile. The movement of foreign workers through national borders has long history. In particular, it is estimated that almost 75 million people migrated to the United States from foreign countries between 1820 and 2009. That gave US economy additional impulse to grow especially in earlier period. International migration of 21st century is widespread and gest workers or gastarbeiters could rightly be a token of our time. Capital, both in financial and in physical forms, flows through states’ borders as well. We can think of another historical example of US – constructions of railroads, when United Kingdom lent a substantial proportion of the financial capital to fulfil it. Today financial markets are the most sophisticated part of the world economy due to new technologies in communication, nevertheless its main function is to let all participants lend and borrow globally, so most big firms acquire necessary funds abroad. Foreign direct investment as a physical form of capital, also extensive and according to Global Investment Monitor by the end of 2013 global foreign direct investment (FDI) inflows reach to US$1.46 trillion.   

According to World Bank statistics the global economy in 2013 was an approximately US$75.6 trillion economy (total global GDP calculated at official, nominal exchange rates). The world economy or global economy of the present-time is a complex structure that can be simply define as the economy of the world. Saying so, we assume that the whole world share, to some extent, the same economy, or to be more precisely, national economies have some united parts which, acting as a whole, create the phenomenon of the world economy. This unification of national economies can occur on different levels and through developing varying shapes and structures, creating special forms of economic interaction between the states that is called international economic relations. A brief description of main forms of international economic relations can be as follows.

1. International trade. It represents exchange of goods and services across the borders and consists of the import and export. The international trade is leading and the oldest kind of international economic activity.

2. Production factors migration (movement). It includes capital flow, workforce mobility and technology transfer. They may support as well substitute, or ‘cannibalize’, international trade. The deficit of official statistics on topic inhibits their comprehensive measurement and research. 

3. International monetary relations. The periodical monetary and financial conferences decide upon government of monetary relations among independent nation-states and introduce so-called Paris, Bretton-Woods and Jamaica Accords defining reserve or truly international in a sense of opportunity to fulfill all money functions worldwide currency and establishing exchange rate regime. All these agreements order international financial and commercial relations among economic agents worldwide.

4. Relations of economic integration. Few countries all over the Globe do not participate at the arrangements promoting reduction or elimination of economic barriers dividing countries. A unification of trade rules, financial and monetary policies permits to create a common economic space, reduces costs and extends markets for both consumers and producers in the countries taking part in the agreement.

 At present, every country in the world take part in the international economic relations. The degree of this participation depends on many factors, such as geographical location, history of development, level of economic strength and political system of a given country. The world history gives us examples of contrasting ways in which states can interact with the outer world: from an autarky or closed economy, when the government hold to the economic policy of self-sufficiency and refrain to partake in international trade (like Edo period in Japan with isolationist foreign policy), to open economy, when free trade is appreciated and the government do not prevent flows of goods, services, capital or people through its borders (like Britain’s free trade policy in 19th century). However, nowadays autarky and full open economy are regarded as different poles in theory of economic policy, and in real life the government choose to perform some combination of both.  

International trade as a form of international economic relations is the oldest one, but still the most influential. International trade refers to the exchange of goods and services among the countries of the world. This exchange creates two main flows in the world economy: export, when we sell abroad and import, when we buy from abroad. Patterns of international trade and gains it brings were a subject of intent attention of many researchers for a long time. This interest is full of life at present time also, which gives the subject matter to the field of international economics.

International economics is a branch of economic thought that dates back to XIV century when the mercantilism, the first economic doctrine focusing on international economic relations, appeared. Since that time, the study of world economic processes became one of the most developed part of economic theory.  Strictly speaking, this discipline focuses on a global system of national economies connected by different forms of international economic relations.

As a part of economic theory, international economics uses the same analytical methods, because the motives and behavior of agents are the same in international economic relations as they are in domestic transactions. 

The major trend of the world economy is the globalization. It is creating many opportunities and risks to the nations and theirs economic agents across the globe. In economic terms, the globalization means a high interdependence among countries, an impossibility of an autonomous autarchic development, and international competitors for almost all business agents.
The contemporary subject matter of international economics includes

· Operation of global economy as a market one. There is a plenty of national economic realities and each single country may have single features typical for traditional or planned economic system. However, the methodology of international economics considers the global economic system and cross-border economic relations as market ones. Therefore, international trade, factor movements, cross-border monetary and financial cooperation are based upon such categories as competition, autonomous decision-making of economic agents, supply and demand, free price mechanism. In the real world, however, there is no such thing as a truly market economy, the international economic theory tends to simplify real-world processes;

· Cross-border commercial flows of goods, services and production factors. Not all goods and services are traded internationally. According to this aspect, goods and services are divided into tradable and non-tradable. The tradable goods move freely in international trade. They can be easily obtained from the international markets or sold abroad in a case of excess. The price on the internal market and competition depends on the global dynamics. Non-tradable goods are not moveable across the borders. The most part of services and some goods are non-tradable either because of their nature or due to high transportation costs per product unit, high tariffs or other restrictions. Examples of internationally non-tradable goods may be found in the sectors of housing, electricity generation, transport, educational services, personal services, etc.;

· International monetary and financial system. On the one hand, international money serves so-called real operations, i.e. exchange of goods, services and factors, under this logic, the exports, imports, inflows and outflows of foreign loans and investments determine currency supply and demand and dynamics of respective exchange rates. On the other hand, exchange rates dynamics that may be generated by market expectations, rumors, governmental announcements and other noneconomic factors affects trade and investment. In 2008, with the global financial crisis the debate on a new global functional currency, US dollar substitute or complement, was opened. Should it be new supra-national currency or single one? This dispute has relevant practical implications for economic agents all over the world, because true global currency should realize typical money functions as medium of exchange, unit of cost and store of value across the globe;

· Theory and practice of global economic governance. Because of complex and contradictory nature, international economic policy coordination works for solving global problems that a single country is not able to figure out. All international organizations, for example UN, the WTO, the IMF encourage economic relations between countries and global prosperity. However, these respectable organizations have attached a lot of criticism because of predominant influence of developed countries on a decision-making process. 

As was mention above, international trade play the key role in open economy. It affects product and factor markets of a given country, expanding them, when domestic households, firms and even government can buy foreign goods and services, so not all national income will be necessarily allocated to domestic consumption. On the other hand, part of domestic output is exported to foreign markets and will bring income to domestic economy. The same is true for not just goods and services, but for investments and savings as well. Moreover, domestic firms can engage foreign workers and part of the income in from of wages, creating by this production or service, will be transferred abroad. Again, the opposite situation is possible, when domestic workers take part in foreign production. Not all these interactions can be relate to international trade. The deeper country’s connection to the world economy, the more sophisticated these connections become. Along with international trade, there is an international movement of factors of production and incomes, which these factors generate.

Contemporary state of the world economy is a product of long-term economic development. The history of that development can be compared to the history of human civilization and during that evolution, many forms and structures of economic system were subjects to natural selection. This economic selection is a part of economic growth and is driven by several forces, the most important of which are international division of labor and imbalances of the market economy. 

The main phases of the world economic development are reported on Table 1.1.
Table 1.1.
Main phases of the world economic
	Period
	Phase characterisation

	XV – XVII cent.
	The world market expansion - European Voyages of Discovery (Global Explorations), the emergence of colonialism and colonial markets, the emergence of trade flows between continents and gradual evolution in the type of goods being traded: from spices, silk and silver to more manufactured textile, tea and sugar

	1790 – 1815
	The world market disruption by French and Napoleonic Wars, when warring countries (France and lately most Europe against Britain) employ a policy of blockading each other and prohibition of import to prevent the other’s exporting.

	1815 – 1914 
	The first wave of globalization (genesis of international division of labour) – changes in political and cultural context (English constitution, economic freedom, emerging scientific culture, urbanization and the growth of commerce) were favourable to innovation and led to The Industrial Revolution. The main characteristic of industrialization: 1) transition from advanced organic economy using plant sources of energy to mineral-based energy economy with coal for energy 2) explosive rise in the number, diversity and applications of new technologies (steam power → steam engine; clockwork → gears/engineering) and development of the mechanized factory system 3) productivity levels increased and the cost of producing goods declined thus standards of living rose. The industrialization of agriculture was most important and led to the rise in farmed production which improved  the health and the rate of growth of the population.  

The major progress in transportation such as the development of railways, steamships and the telegraph, lowered the barriers to trade and the international volume of imports and exports began to climb.  It also cause explosive growth in international finance and capital flow (British banks began lending and investing internationally). The gold standard era (1870–1914) in practice.

The second wave of European colonialism took place between 1815 until the 1960s and slave trade from Africa to Americas (that reduced essentially from 1840) as long as free international migration from Europe to the `New World’ were major parts of international migration. 

These trends had a dramatic impact on the worldwide division of labour and by the late 19th century, there was a stark distinction between industrial and primary producing economies.

	1914 – 1945 
	Globalization backlash (disintegration of the world economy) – The First and The Second World Wars and The Great Depression in the interwar period. 

Massive government intervention in the economy with spiraled military expenditure. Mass production engaged in mass destruction. Economic policy of the interwar period retreats into protectionism, the erection of barriers to immigration, the final breakdown of the gold standard, and a wave of international defaults.

Changes in the world economic relations: 1) collapse of export from warring states called forth corresponding rise in neutral economies and reorientation of trade – the absence of European manufactured exports on world markets stimulated industrial development in distant from war states such as Sweden, US, India, Australia, Latin America and Japan. Besides, in North America grain production expanded sharply and after war agricultural oversupply would be a chronic problem contributing to trade tensions. 2) The technologies introduced in World War I – explosives, poison gas, radio, and airplanes – did not affect the outcome, but they taught governments not to wait for civilian inventors but to take an active role in developing new weapons and lately new technologies. 

	1945 –present time

	The second wave of globalization (formation of comprehensive system of the world economy)

Recovery of European economies after World War II. Formation most important international organization – UN, IMF, GATT/WTO.

Transport costs continued to fall, but at a slower rate than previously. One of the most important changes in price was that of electronic communication, resulting in drastic reduction in the costs of telephone calls, and making possible the mass transmission of other data (as in the internet) which result in the new technological and organizational capacity for global contacts. 

In technological development period after the World War II is seen as the age of nuclear power, chemicals, biotechnologies, computers, space rockets and the internet. 

Improvement in connective technologies supported the emergence of new organizational forms, such as the multinational corporation and then the appearance of international production networks and technology transfer. The increasing role of governments in financing scientific research and development new technologies (especially for military and medical purposes). 

Resurgence in international capital mobility, notably from the breakdown in the Bretton Woods fixed exchange rate system in the early 1970s. led to globalization of financial markets. 

Decolonization.

Unprecedented global population growth when between 1950 and 2000 the world population increased from about 2.5 billion to over 6 billion people due to increase of food production in agricultural nations and its distribution to many distant regions of the world. 

The West’s economic dominance began to be tested by new competitors from developing countries.

Now a new technological revolution is under way. Manufacturing is going digital.


The global community needs to resolve some actual international economic problems, although they may differ among organizations and scholars. A non-exhausted list of them includes:

1. Global financial and economic instability. The world economy faces the periodical economic recessions in advanced countries and the reduction in economic growth in emerging markets. The United States have structural imbalances, Japan and Western Europe suffer from slow growth, the transition economies of Central and Eastern Europe face an insufficient restructuring [Salvatore, 2013].

2. Resource scarcity, climate change, environmental degradation. All these phenomena inhibit opportunity for the global sustainable development.

3. Deep poverty in many countries and global health crises. Millions of people all over the world starve each day. Theirs health needs remain unmet. This situation is unacceptable from an ethical point of view and leads to further global problems involving almost all advanced and less advanced countries.

4. Excessive fluctuations in exchange rates, interests, stock prices and structural imbalances regarding real and financial markets. These trends interfere the specialization, international trade, and investment. 

5. Widening trade protectionism and trade wars in conditions of political controversy and economic stagnation. This problem is now intensified by the competitive challenges that national economies face from the outside world.

Because of size and complexity of a global economy, there are two ways to structure it. The first way is to rank countries. There are many country classifications based upon a single criterion or a combination of them:

a.  Geographical position. Neighboring countries may have comparable resources pools, face same economic problems, and realize common, sometimes copied from each other, development patterns. Examples are Southeast Asian countries, Central and Eastern European countries, Latin American countries;

b. GDP or GNI per capita. The World Bank proposed the classification. In a large extent, the average income of a country’s citizens coincides with a country development. The same World Bank later transformed the ranking into the Human development report based upon homonym index. Countries by income are divide into low income, lower middle income, upper middle income, high income ones;

c. Country economic size or potential. The criteria of the ranking are territory, population, GDP, access to natural resource, etc. A country with a larger economic potential is more self-sufficient, independent on the international stage than a smaller one. This may serve as a foundation for economic growth and prosperity and affect decisions for foreign direct investment, for example;

d. Member of relevant formal or informal international bodies as the OECD, OPEC, G7, G20, BRICS and so on. The OECD membership means high level of country’s development as well as its strong commitment to the free market system;

Human development index level. The same World Bank later transformed the ranking into the Human development report based upon homonym index. Countries by income are divide into very high, high, medium and low human development. The Human Development Index understands human well-being (ultimate policy goal) as individual capabilities to access to health, education, and goods. 

The most relevant classifications are analytical groupings provided by the World Bank (the WB) and the International Monetary Fund (the IMF) on the basis economic and financial data submitted by member states. They are dichotomous and include industrial, developed countries or the Global North, on the one hand, and developing, less-developed, primary producing in less developed areas countries or the Global South, on the other hand. The intermediate categories are capital-surplus oil-exporting countries (1978, the WB), primary producing countries in developed areas (early 1970s the IMF), other high-income countries (1974, the IMF), other Europe, Australia, New Zealand, South Africa (late 1970, the IMF), countries in transition (1993-2004, the IMF) (Nielsen, 2011). These approaches recognize the existence of three ‘worlds’ in contrast to concepts whereby the global economy is a system of center and periphery. The intermediate group usually is characterized by a high level of one of three pylons of the Human development index. It can be a per capita income as in oil and gas exporting countries, education level typical for countries in transition, former socialist Central and Eastern European countries, etc. Whereas the Global North countries are postindustrial market economies, the nations of the Global South typically have a dualistic economy built upon market fundamentals accompanied by traditional beliefs and values affecting decision-making.

The international economic relations (activities) connect single parts of the world economy. 

The second approach to the world economic system sees it as a combination of the various actors characteristic for any economic system: households, firms, State, financial institutions. The specific world economy establishments are international organizations, regional trading blocs, free economic zones and NGOs. According to philosophical dichotomy the ‘subject–object’, not all economic agents mentioned above are independent subjects of the world economy. For example, there is a commonplace idea that only countries with export to GDP ratio less than 30% are truly self-sufficient in relation to the rest of the world. The subjectivity of the most significant international organizations and quite developed trading blocs (economic and currency unions, firstly) ascends from part of proper sovereignty transmitted by entering member States. The private agents such as multinational corporations (MNCs) or big NGOs, the Roman Catholic Church, the Green Peace, for instance, can influence have sometimes a decisive impact on the governments economically and politically inferior to them. 
Seminar 1. History of international economic development
1. The historical perspective of international economic relations: main phases.

2. The world market expansion 

3. Genesis of international division of labour 

4. Industrialization 
5. Formation of comprehensive system of the world economy
6. The concept of economic growth and development, respective indicators.

7. Major state and non-state actors of international economic relations.

Unit 2. Economic basis of international trade 

The theories of international trade. Mercantilist views on foreign trade. The principle of absolute advantage in the context of international trade (Adam Smith). The principle of comparative advantage in the context of international trade (David Ricardo). The specialization and commerce gains of foreign trade based on comparative advantage. Production factors endowments and the Heckscher-Ohlin theory. Production factors incomes in the Heckscher-Ohlin theory. Economy of scale and international trade. Theories of the technological gap and the product life cycle in international trade. The theory of national competitive advantage.

International trade: indicators and dynamics. The impact of international trade on growth and development of a country. 

Let us focus on international trade. The international trade is the most traditional form of international business and a leading one among all other international activities. Thus, it serves as a rough estimation for cross-border investment and financial flows, technology transfer and its results, unilateral money transfer caused by migrants. There is a wide range of indicators providing information on the importance and development of country foreign trade activities in an international context. The indicators, which are collected and calculated on the annual basis, are 

1. Exports of goods and services represent the monetary value (usually measured in current U.S. dollars) of all transactions involving a change of ownership from residents to nonresidents of general merchandise and services.
2. Imports of goods and services represent the monetary value (usually measured in current U.S. dollars) of all transactions involving a change of ownership from nonresidents to residents of general merchandise and services.

3. Foreign trade balance or net exports is the difference between exports and imports. It can be positive (surplus) or negative (deficit). A trade surplus leads to a net inflow of currency from foreign markets and creates a basis for further foreign investment. It is a measure of a country’s production competitiveness. The situation is the opposite for a trade deficit. The advanced countries excluding Germany and Japan have a foreign trade deficit. 

4. Export propensity is the ratio of exports to the gross domestic product (GDP) calculated on the same time basis.
5. Import ratio is the ratio of imports to the GDP.

6. Import penetration rate or Import dependency is the ratio of imports to the GDP adjusted for the foreign trade balance (difference between exports and imports). In other terms, it specifies the extent of dependency on importation in relation to domestic consumption. 
7. Openness index or Foreign trade-to-GDP ratio or Globalization index is the ratio of country's sum of exports and imports to the country's GDP.
8. Terms of trade is indicate how the country’s purchasing power of an export unit measured in terms of import units has changed on the base year. It is the relation between the export and import prices. The gains from the exports of same quantity of goods increase when the export prices rise or the import prices go down. The country’s terms of trade are improved, and vice versa. It is calculated using index numbers and not absolute values. Some important modifications of this indicator are income terms of trade which is obtained by multiplying per volume of exports of a country and single factoral terms of trade calculated by multiplying terms of trade by an index of productivity changes in domestic export sectors (Jhingan, 2014). All these indicators focus on dynamics of country’s gains from international commerce.
There are some open research questions in the field of international trade regarding
1. Impact of intra-firm trade on international commerce (for example a tax optimization may determine and diverge prices and directions of flows of goods and services observed by the official statistics); the lateral scientific inquiries regard influence of trade networks, significance of offshore production decisions and results of multiproduct firms international strategy;

2. Existence of positive influence of international trade on country’s GDP growth and employment, what are the gains form trade and how they are distributed between countries and economic agents;

3. Uncertainties on trade policy effects. There is a tendency to support and promote free trade policy, because of its positive influence on output, utilization of resources, factor incomes, consumption and other relative indicators. However, the opposite opinion suggests nonexistence of non-interventional or laissez-faire trade policy that justifies a protection of certain domestic industries from foreign competition. This debate is relevant for all developing countries adopting a liberalization policy under international bodies and developed countries requirements. 
International trade is one of the most conceptualized and studied economic phenomenon. The first economic doctrine on international trade or more precisely on international trade policy was mercantilism that spanned from the 16th to the late 18th century. The goal of these policies was to build a wealthy state by obtaining a positive balance of trade that would bring gold into the country. The idea was that national strength could be maximized by limiting imports and maximizing exports through appropriate import and export tariffs. Among the measures suggested there were embargoes upon raw materials export, the same restrictions on imports of any good producing by a country, promotion of unavailable raw materials import and so on. So, the mercantilists believed that a nation could gain in international trade only at the expense of other nations. Under that logic, the international trade is a zero-sum game and needs to be regulated.
As D. Hume and A. Smith showed later, this type of trade policy cannot last forever. First, because the world development would stop if every country wanted to sell abroad and no one wanted to buy abroad. Second, after a period of such policy being applied, an accumulation of gold as an increase of money supply leads to inflation and to loss of price competitiveness against imported goods, if a country achieves an upper limit of production possibilities. Hence, the mercantilist policy is senseless and useless. 

The continued pressure of growing capitalist business, initially in England and then in the rest of Europe, resulted in the implementation of laissez faire principles and trade based on absolute advantage proposed in Adam Smith’s book “Wealth of Nations” (1776). A country has an absolute advantage in producing a good if it is able to provide its lower absolute cost, i.e. use fewer resources (labor primarily) in its production than its partnering country. This consideration coincides with the labor theory of value introduced by Adam Smith and supported later by David Ricardo. 
Example 1. Absolute advantage (cost) principle illustration

	Table 2.1
	
	Table 2.2

	Labor cost per unit of good, working hours
	
	Output per hour (productivity), units

	
	Russia
	Belorussia
	
	
	Russia
	Belorussia

	Potato
	4
	3
	
	Potato
	0,25
	0,33

	Grain 
	5
	6
	
	Grain 
	0,2
	0,17


The table 2.1 indicates that Russia has a lower absolute labor cost in grain cultivation, while the table 2.2 demonstrates its absolute advantage (higher productivity) for the good. Belorussia has a lower cost and higher productivity in potatoes production. The trade between countries will save about one working hour per unit for both goods. A. Smith considered the labor as unique production factor and labor cost in working hours can be easy transformed in monetary terms multiplying by hourly payment.
Because of model’s assumption of two countries and two commodities there may be a situation when one of two countries has absolute advantage (lower absolute cost) in both goods. In that case, the international exchange will not have a place. The table 2.3 reports the situation when Belorussia has an absolute advantage in both grain and potato production and hence no interest to trade with Russia.
	Table 2.3
	
	Table 2.4

	Labor cost per unit of good, working hours
	
	Relative prices

	
	Russia
	Belorussia
	
	
	Russia
	Belorussia

	Potato
	4
	3
	
	Potato, units of grain for unit of potato
	0,8
	0,75

	Grain 
	5
	4
	
	Grain, units of potato for unit of grain
	1,25
	1,33


D. Ricardo overcame this limitation proposing to use comparative and not absolute cost for goods. The comparative or relative cost of good X is the amount of good B that might otherwise have been produced with the same quantity of labor (together with other production factors). Transforming the information of the table 2.3 into relative prices, we obtained the table 2.4. Belorussia has a lower relative price for potatoes (0,75 unit of grain against 0,8 unit in Russia), while Russia has a relative advantage in grain cultivation. 
A country has a comparative (relative) advantage in producing a good of its relative price (later nominated opportunity cost) is less than that of another trading country. Participating in the trade with Belorussia Russia gains additional 8 units of potato exchanging 100 units of grain for 133 units of potato at the foreign market and not for 125 units as at home. The same logic is valid for Belorussia that can obtain additional 5 units of grain exchanging 100 units of potato abroad and not at home.
Gottfried Haberler in 1936 explained the theory of comparative advantage by the opportunity cost theory and production possibility frontier. The concept of opportunity cost substituted the Ricardo’s idea about comparative (relative) price. In the absence of trade, a nation’s production possibility curve is also its consumption frontier. With trade, each nation can specialize in producing commodity of its comparative advantage (lower opportunity cost) and exchange part of its production with the other nation for the commodity of that country’s advantage, i.e. of proper disadvantage.

Let’s suppose that Russia possesses 2400 working hours as labor endowment, and Belorussia has 1200 working hours. For simplicity, the opportunity cost in both countries is constant (see Fig. 2.1). The Production Possibility Frontier of Russia passes from a combination of 480 units of grain (obtained by dividing 2400 hours of labor endowment of Russia by 5 working hours of grain’s labor cost) corresponding and 0 units of potato to a combination of 0 units of grain and 600 units of potato (obtained in the same way). The Production Possibility Curve of Belorussia has extreme points corresponding to 300 units of grain and 0 units of potato, from one side, and 0 units of grain and 400 units of potato.

Fig.2.1. The Production and Trade (Consumption) Possibilities Frontiers of Russia and Belorussia
The historic signification of the Smith and Ricardo theories is the justification and promotion of free international trade and policy based on the good specialization and respective export of more efficient countries.
The next important development of international trade theory is the Heckscher-Ohlin theory (or model). This theory consisting of four fundamental propositions (theorems) focuses on the explanation of commodity trade patterns by the composition of countries’ factor endowments and goods’ factor intensity as well as the consequences of free trade for the functional distribution of income within trading countries.
The first contribution is the Heckscher-Ohlin theorem. It builds on two separate research works, Eli Heckscher’s The effect of foreign trade on the distribution of income (1919) and Bertil Ohlin’s Interregional and International Trade (1933). The Heckscher–Ohlin Theorem developed by Ohlin states that countries export those goods that require for their production relatively intensive use of those productive factors possessed locally in relative abundance, and import the commodity intensive in its relatively scarce and expensive factor. Therefore, they determined the basis of both absolute and comparative advantages and therefore reasons for international trade.
The second idea, factor price equalization or Heckscher-Ohlin-Samuleson theorem arises from homonymous P. Samuelson’s article International Trade and the Equalisation of Factor Prices (1948). According to this theorem that the relative and absolute prices or returns for two identical factors will be equalized across countries because of international trade.

The third proposition is the Stolper–Samuelson theorem published in a joint article Protection and Real Wages (1941). According to it, an increase in the relative price of a commodity will rise the return to that factor which is used most intensively in the production of the good, and conversely, to a fall in the return to the other factor. If some factors are specific, i.e. can only be used in some industries, that trade will have a controversial effect: it will benefit the immobile production factors that are specific to export commodities and influence negatively factors specific to the nation’s import-competing goods.
To complete the list of Heckscher-Ohlin theory’s propositions, the Rybczynski Theorem (1955) emphases the relationship between factor availability and commodity outputs. The Rybczynski theorem states: when only one of two production factors is increased there is a relative increase in the production of the good using intensively that factor. This leads to a corresponding decline in that good’s relative price as well as a decline in the production of the good that uses the other factor more intensively. The reason of the process is that expanding production of the intensive good also requires some of the other factor. This amount of the other factor must be drawn from the other industry, so its output declines. The Rybczynski theorem explains a famous phenomenon of the ‘Dutch disease’, i.e. deindustrialization following discovery, extraction and further export of a natural resource.
The first empirical test of the Heckscher-Ohlin model was conducted by Wassily Leontief in 1954 and led to a paradox. He found that U.S. import substitutes (which he used for modelling factors structure of normally imported commodities) were about 30 percent more capital-intensive than U.S. exports. This result contradicts the Heckscher-Ohlin model’s prediction based on the U.S. absolute leadership in capital endowment in the early postwar period. 
Another major reason that international trade may take place is the existence of economies of scale in production. Economies of scale means that production at a larger scale can be realized at a lower cost. Although both trading partners have same level of productivity and mostly identical factor endowments, international trade exists. Each country produces the entire quantity of a certain commodity, one of the wide range, obtains lower costs comparing with the situation of production of less quantity for each variety. This phenomenon explains the existence of intra-industry international trade and trade between similarly gifted countries. 
The Ricardo’s and Hecksher-Ohlin theories are based on the unrealistic assumption that technology is the same in all trading countries. M.V. Posner in article Technical Change and International Trade (1961) recognized the effect of temporary technological monopoly of an innovating firm on its export leadership. There are two types of delay in competition: imitation lag and demand lag. The revealed imitation gap has three components [Jhingan, 2014]: domestic reaction lag, foreign reactions lag, and learning period. The first two lags regard a delay in competitors’ reactions to pursue the innovating leader. The learning time is time taken by producers to master the production techniques for the new product. The demand lag refers to foreign consumers’ reaction. The gaps in competitors’ efficiency maintain export positions of the first inventor.
R. Vernon developed M. Pozner’s ideas and proposed to reflect on the product cycle’s influence on the international trade and investment in homonymous paper International Investment and International Trade in the Product Cycle (1966). He noticed that many new products were developed in capital-rich and R&D-intensive countries. He derived three-phase model including production, trade and investment.
At the first, new product, stage the production requires cheap financial resources, highly skilled labor, and exclusive technological capabilities, therefore the production is located in developed countries, the promotion and sales regard domestic clients, the international trade and investment do not exist. At the next, maturing product stage, the mass production and distribution require a decrease in prices and costs, the innovative firm starts overseas sales. At the standardized product stage, the technological gap is overcome and the competitive advantage of the initial producer disappears, and the manufacturing operations become less sophisticated and shifts abroad, so the international trade takes the opposite direction. 
Michael Porter proposed the national competitive advantage (NCA) concept in his book The Competitive Advantage of Nations (1990). Evaluating the key success factors of leading manufacturers in different industries, M. Porter discovered their preferential localization within a single country in a contradiction with marketing demand-driven orientation. Porter proposed a diamond-shaped diagram to outline four key factors of country’s competitiveness (see Fig. 2.2). The four determining elements of the model are

1. Factor Conditions. The nation’s position in factors of production, such as skilled labor or infrastructure, necessary to compete in a given industry.

2. Demand conditions. The nature of home-market demand for the industry product or service.

3. Related and Supporting Industries. The presence or absence in the nation of supplier industries and other related industries that are internationally competitive.

4. Firm Strategy, Structure and Rivalry. The condition in the nation governing how companies are created, organized, and managed, as well as the nature of domestic rivalry.

Fig. 2.2 Porter’s Diamond of National Advantage
The resource endowments, technology and consumer tastes change over the time. It affects the comparative advantages of trading countries, the volume of trade and the welfare of each nation. First, the growth in capital and labor is considered. There are three situations in regard.

1. Labor and capital grow at the same rate (balanced growth). The nation’s production possibility curve enlarges in all directions at the identical rate of factor endowment increase, the output per worker or productivity remains constant.
2. If labor grows faster than capital, the production possibility curve will shift more in the axes of labor, so the nation will be able to produce a greater quantity of labor-intensive commodity but the labor productivity will decrease.
3. If the capital grows faster than labor the opposite situation happens. 
The extreme case of the growth in factor endowments is considered in the Rybczynski theorem when only one factor grows. 
The technical progress decreases the amount of factors required to produce any given quantity of a commodity or a service and therefore push the production possibility curve outward increasing a nation’s welfare. The influence of technological development on production and consumption and consequently on trade, however, can be protrade, anti-trade and neutral. Production is protrade if the growth in exportable goods is greater than the growth in importable goods. Consumption is protrade in the opposite case when the incentive of import occurs. 

The Generalized System of Preferences, a fruit of the discussion within the Unite National Commission on Trade and Development in the 1960s partially is based on the protrade production and consumption concept. It is a system of preferential tariffs for developing countries when they exports to developed countries. Nevertheless, the relationship between trade and welfare is ambiguous. The growth in export without rising price leads to a deterioration of terms of trade. The positive effect of growth on nation’s welfare caused by export may be eliminated by the terms-of trade deterioration. This situation is known as ‘immisering growth’.
Seminar 1. Applications of international trade theory to the contemporary commercial relations
1. Contemporary international trade: geography, composition and dynamics. 
2. New tendencies and respective theories of international trade.
3. Conflict of interests caused by international trade inside and outside of a single country.

4. National competitive advantages in international trade.
Unit 3. International trade policy

International trade policy: forms and tariff and nontariff tools. Nature and purpose of tariffs. Types of tariffs. Effects of a tariff in a small nation. Effects of a tariff in a large nation. Tariff escalation and effective rate of protection. Nontariff trade barriers: nature and basic types. Quotas, voluntary export restraint, and licensing. Hidden nontariff measures: technical and ecological standards, trade-related investment measures, government procurement and others. Financial nontariff measures: export subsidies, credits and insurance. Political economy of protectionism. The place and role of the WTO (WTO law).

International trade or commercial policy is a system of tariff and non-tariff restrictions altering volume, structure, and direction of international flows of goods and services. The intent of intervention in the foreign trade includes protection of the domestic market from foreign competition, support of national business abroad and the generation of tariff revenues.
Tariff or duty is a trade restriction in an indirect tax form whose value depends on three elements: (1) type of a good, (2) country of origin, (3) customs value. Tariff barriers are historic trade policy tool. Nowadays their role is diminished by the multiple tariff concession and reduction in the framework of the WTO and its predecessor, General Agreement on Tariffs and Trade (the GATT) rounds. Besides that, the WTO rules make almost impossible to levy tariffs on imported goods freely. Because of this, countries have shifted to non-tariff barriers. Therefore, tariffs are relatively low in developed countries; on the other hand, developing economies have high average tariffs in order to defend infant or labor-intensive industries appealing to the interests of future development, employment support and necessity to finance budget expenditures. 
Non-tariff tool is any barrier to international trade flows of a kind differ commodity-based indirect tax. There are more than 100 types of them. The simplest classification of non-tariff barriers includes quantitative, hidden, and financial groups of non-tariff barriers. 
According to intensity of tariff and non-tariff tools application, trade policy has three basic forms. The first one is protectionism that implies tariff restrictions comprising a relevant part of country’s commerce and excessing 30% and a wide range of non-tariff restrictions covering a significant part of trade. Free trade policy refers to minimal impact on export and import flows, it means that the trade-weighted tariff is below 5%, non-tariff measures are seldom used. Free trade policy is an ideal state of commercial policy, that is why it is promoted by advanced economies, but even they are far from its real implementation because their high salaries and therefor low price competitiveness in production of commodities except innovative ones. 
The most part of countries accomplish a restrained trade policy based on targeting sectors, commodities to protect, and selecting countries to deal with. Typically, the regulation occurs in so-called ‘sensitive industries’ including agriculture, textiles, clothing, footwear, steel, and civil aircraft. Despite the prohibition of single country’s discrimination by the WTO, regional trade blocs represent a clear case of major trade preferences toward a group countries and automatic discrimination of all remained ones.
There are several classifications of tariffs that a country or group of countries can employ.

1. According to the object or direction of international trade, there are import, export and transit duties. Import duties are most frequently used. Export duties are proscribed in some countries, usually the developing countries tax raw material export as natural resource rent appropriation in the public interest. Some countries introduce export tariffs when the world price for a certain commodity is too high and the export decimates its domestic consumption. Transit duties are rare and used as trade war tool
2. According to the way of taxation, the duties are divided into ad valorem, specific, and compound ones. The ad valorem tariff is expressed as a percentage of the value of the commodity customs value of the traded commodity. The import duty on silk yarn in the Russian Federation equals to 5% of customs value. The specific tariff is a fixed sum per unit. Import duty on almond in shell in the United States amounts to 7.7¢/kg. Compound tariff combines both a specific and an ad valorem components. The Russian import tariff on drawing tables now equals to 20%, but not less than 0.5 € per kg. At the end of transition period after the Russian Federation’s WTO accession will be10 plus 0.06 € per kg.
3. According to the tariff column or country’s of origin, the duties are divided into autonomous, conventional or most-favored nation (MFN) level and preferential. The autonomous, highest, level of tariff is for commodities originating from countries without a trade agreement with the country in consideration. The conventional tariff coincides with the WTO level of duty. The preferential duty is designed for trading bloc’s partners or for the countries benefiting from the Generalized System of Preferences of the United Nations. The less developed countries enjoys zero-tariffs for the selected or complete nomenclature of commodities, the developing countries have normally 50 per cent discount for the MFN level. A country can skip every single item from the preferences of generalized system and diminish the discount rate. For example, historically Russia has a donor status in this system, but in front of economic difficulties, it excluded nonagricultural products from the preferences and diminished a discount until 25%.
4. Special duty types. They are varied. Season tariffs run few month a year or have a variable rate. Countervailing duty serves to offset the production or export subsidy in importing countries. Anti-dumping duty is a penalty imposed on abnormally low-priced imports, to increase their price in the importing country in order to protect domestic industry from harmful competition. Safeguard duties are temporary taxes applied when increased imports occurs.
The influence of tariff in a small country is considered by the partial equilibrium analysis. The first situation refers to an import tariff introduction (see Fig.3.1). D is the demand and S is the supply of a commodity in a domestic market. This country is small, price-taker. Therefore, the supply of import SM is a horizontal line. With the free trade at the price PM, the consumers of this country want to buy QD1 units of the good and the producers are able to sell QS1 of the good. Hence, the import QM1 is equal to the difference (QD1 – QS1). If now a tariff of t currency units per unit of the good or t% per PM is imposed on imports of the good, the price line shifts up to the position PM+t., the new price for the domestic market. 
With this increase in price, producers increase the supply until QS2 units, and consumers buy less, QD2. The imports declines to QM2 equal to the difference (QD2 – QS2). The government will obtain revenues from the duty calculated as T = (PM+t – PM) x (QD2 – QS2).

Fig. 3.1. The effects of an import tariff in a small nation

Summarizing the effects of the import tariff:

Consumption: 1) decrease in domestic consumption (QD1 – QD2); 2) negative change in consumer surplus (a+b+c+d);
Production: 1) increase in domestic production (QS1 – QS2); 2) positive change in producer surplus (a);
International trade effect: decrease in units imported (QM2 – QM1);
Government revenue: tax income (c);
Net welfare or deadweight loss: (b+d).

In essence, consumers in a case of an import tariff ‘pay’ (a+b+c+d) to producers (a) and to government (c). The amount (b+d) is not transferred to anybody.
The influence of an export tariff in a small country can be considered in the same manner (see Fig.3.2). Since the country is small, the demand for exports DX is a horizontal line. With the free trade at the price PX, the consumers of this country are able to buy only QD1 units of the good and the producers want to sell QS1 of the good. Hence, the export QX1 is equal to the difference (QS1 – QD1). If now a tariff of t currency units per unit of the good or t% per PX is imposed on exports of the good, the price line shifts up to the position PX+t., the new, lower, price for the domestic market. The price goes down because of impossibility to influence the export price by local producers forced to pay the tax from the price and therefore to collect less effective gross returns. 
With the reduction of effective price, producers decrease the supply until QS2 units, and consumers buy more, QD2. The exports declines to QX2 equal to the difference (QD2 – QS2). The government will obtain revenues from the duty calculated as T = (PX – PX+t) x (QS2 – QD2).

Summing up the effects of the export tariff in a small nation:

Consumption: 1) increase in domestic consumption (QD2 – QD1); 2) positive change in consumer surplus (a);
Production: 1) decrease in domestic production (QS1 – QS2); 2) negative change in producer surplus (a+b+c+d);
Fig. 3.2. The effects of an export tariff in a small nation

International trade effect: decrease in units exported (QX1 – QX2);
Government revenue: tax income(c);
Net welfare or deadweight loss: (b+d).

Fundamentally, producers in a case of an import tariff ‘pay’ (a+b+c+d) to consumers (a) and to government (c). The net loss (b+d) is not assigned to anybody.

Not all countries are ‘small nation’ like. For example, eventual U.S., EU or China restrictions on imports could deteriorate the situation in exporting country, because the reduced U.S. demand would cause import prices to drop. As a result, the price increase to domestic consumers would be less than the size of tariff expressed in monetary units because the tariff would be added to the import price, which has fallen (see Fig.3.3). With the free trade at the price PM, the consumers of this country want to buy QD1 units of the good and the producers are able to sell QS1 of the good. Hence, the import QM1 is equal to the difference (QD1 – QS1). If now a tariff t is imposed on imports of the good, the price for consumers shifts up to the position PM+t., the new price for the domestic market. Meanwhile, the price for importers or foreign producers goes down until PEF level effectively determined their total revenues.


Fig. 3.3. The effects of an import tariff in a large nation

With this increase in price, producers increase the supply until QS2 units, and consumers buy less, QD2. The imports declines to QM2 equal to the difference (QD2 – QS2). The government will obtain revenues from the duty calculated as T = (PM+t – PEF) x (QD2 – QS2).
Summarizing the effects of the import tariff:

Consumption: 1) decrease in domestic consumption (QD1 – QD2); 2) negative change in consumer surplus (a+b+c+d);
Production: 1) increase in domestic production (QS1 – QS2); 2) positive change in producer surplus (a);
International trade effect: decrease in units imported (QM2 – QM1);
Government revenue: tax income (c+e);
Net welfare or deadweight loss (gain): the common effect depends on difference [e-(b+d)].
If area (e) exceeds area (b+d) then there is a gain to the nation introducing the tariff. The opposite situation leads to the net loss of the importing country. Therefore, a large country can benefit from import duty imposing. From the whole world prospective, a tariff always deteriorates efficient allocation of scarce resources.
The nominal tariff rate misestimates the degree of protection from foreign competition, because the tariff protection expressed in currency units falls on domestic value added which is less than the price of a commodity. Value added is the difference between selling price and cost of intermediate goods. The effective rate of protection (ERP) is calculated by the formula: 

ERP = (VA1 – VA0) / VA0 

where: VA1 – value added after taxation; VA0 – value added before taxation. 

The rate of effective protection in an industry may also be negative. It happens if the condition of tariff escalations is not satisfied. The WTO’S glossary defines tariff escalation as situation when import duties on raw materials are lesser than duties on semi-processed products, which are still less than duties on finished products. The policy of tariff escalation allows to protect the processing industries without contradiction to the WTO’s rules.
Although nontariff barrier varies significantly (see Tab. 3.1), their impact on trade flows is compatible with the results of tariffs imposing. They increase the cost of international operations and reduce export or imports. The influence of import quota – representing a limit on the quantity of imports allowed – is similar to an import tariff effect for a small nation (see Fig.3.4) as well as for a large nation.
Table 3.1

Nontariff barriers classification

	Group of restrictions
	Definition
	Examples

	Quantitative
	Limitation on quantity or value of imports or exports allowed into a country
	Import and export quotas
Embargo (the total prohibition of imports or exports)
‘Voluntary’ exports restraints

Import or export  licenses

	Hidden 
	Domestic economic policy tools affecting international trade flows
	Health/technical/product/labor/environmental standards

Tools of sanitary, phytosanitary and veterinary control 

Local content requirements (Trade-related investment measures – TRIMS)

Government procurement

Customs and administrative entry procedure, etc.

	Financial
	Measures relating to or involving money
	Export subsidies, credits and risks compensation fees 

Border and other internal taxes or charges

Undervalued currency policy 

Domestic subsidies
Import deposits


With the free trade at the price PM, the consumers buy QD1 units of the good and the producers sell QS1 of the good. Hence, the import QM1 is equal to the difference (QD1 – QS1). 


Fig. 3.4. The effects of an import quota in a small nation

If a quota of q units is imposed on imports of the good, the price line shifts up to the position PQ., the new price for the domestic market. With this increase in price, producers increase the supply until QS2 units, and consumers buy less, QD2. The imports declines to QM2 equal to the difference (QD2 – QS2). The government revenues from the quota (c) are in question now. If the government applies open auctions to sell rights to import quoting commodity, the import stakeholders will pay a right price that is equal to the difference (PQ – PM). If the state use for import permissions approach ‘take as you go’, the above-mentioned difference will be the additional revenue of the successful importers’. This alternative represents the worst way to distribute the quotas form the nation’s welfare.
The effects are:
Consumption: 1) decrease in domestic consumption (QD1 – QD2); 2) negative change in consumer surplus (a+b+c+d);
Production: 1) increase in domestic production (QS1 – QS2); 2) positive change in producer surplus (a);
International trade effect: decrease in units imported (QM2 – QM1);
Government revenue: depends on efficiency of licensing;
Net welfare or deadweight loss: from (b+d) to (b+c+d).

Despite negative effects of interventionist trade policy leading to net welfare loss, the justifications or political economy arguments in favor of protectionism are numerous. The typical arguments of policy makers in favor of protection trade policy are

1) support of employment;

2) increase of budget revenues;

3) security considerations;

4) absence of countries which do not protect proper markets absolutely.
Economists consider them as an aid to some special interest group that worsens welfare of nations and the world as a whole. The generally recognized plausible argument is the infant industry defense since the protection of such sectors can help to slide faster on the experience curve reaching economy of scale and may be sustainable comparative advantage. Another reasonable argument in favor of protectionism is the implementation of industrial and strategic trade policy. In a case of industries with significant internal and/or external economies of scale, a government contributes to comparative advantage development in an industry, while trading partners will support and specializes in other industries.
The existing arguments in favor of free trade policy are 
1) optimal allocation of resources all over the world leading to an increase in global output;

2) possibility responsive restrictions leading to eventual trade disputes and wars;
3) reduction of poverty by decreasing the cost of living;

4) moral arguments, for example, that free trade prevents conflicts or that reciprocity in free trade policy is in interests of all producers and exporters.

Discussion. Development in International Trade Policy: North-South opposition
Unit 4. Production factors international flows. The multinational corporations
Production factor mobility. Notion and types of foreign capital movements. Motives for international portfolio and direct investments. Reasons for the existence of multinational corporations: OLI-paradigm. Problems created by multinational corporations in the home and host countries. International labor migration: notion, indicators, and types. Welfare effects and political economy of labor migration. Technology transfer: basic forms. 
The movement of capital, labor, and technology between countries is mainly caused by different factor endowments and intensities, and consequently, by respective prices. The production factor migration substitutes and accompanies flows of commodities and services. The standard model of factor movement considers two countries, donor and recipient, and three effects:
1) impact on GDP;

2) change in moving factor revenues;

3) change in other factor revenues.
The factor-exporting country or ‘donor’ manifests a decline in both the GDP and the remaining factor revenues, and a growth in the migrating factor revenue. The factor-importing country or receiver experiences the opposite dynamics; therefore, there is an increase in both the GDP and the revenues of non-migrating factors, and a decline in the revenues of imported factor. At the global level an increase in the world GDP occurs, it means that a factor migration lead to an optimal resource utilization.
Capital is absolutely mobile factor, because in a world there are few barriers to the movement of capital. The international capital migration consists of inflows and outflows of funds conditioned by the temporal utilization of capital abroad in a form of loans, stocks acquiring, intergovernmental credits or profit repatriation. The capital flows metaphorically represent a circulatory system of the global economy since they determines production (employment), consumption and general living conditions in any geographical community of reference. Following general laws of factor migration, capital moves from nations where capital is abundant and cheap to countries where capital is limited and expensive. Nevertheless, there is also an opposite flow from high return on capital countries to law return ones justified by risk diversification needs. However, if we consider risk-adjusted return the capital movements the capital flows follow the logic of pursuing a higher return on real investment. This phenomenon is typical only for monetary flows unlike labor migration and technology transfer.
The international movement of capital has several structural taxonomies 
1) functional division based on sphere of activity and type of return includes foreign loans and international investment. Foreign loans regard fixed or floating income capital credit, with a low uncertainty and risk expectations. The income on foreign loans is the interest. Loans are typically released by banking sector as well as official public institutions as governments and international bodies. International investments do not guarantee directly return on capital. The investment income is profit or security risky return. Historically, investment is connected to the real sector, building new facilities or new assets abroad. The purchase of shares and bonds abroad involves also financial institutions;
2) classification based on terms of investment supposes existence of short-term (up to a year), mid-term (1-3 years) and long-term (over 3 years) capital flows;
3) classification on source of capital presumes division of capital flows into official and non-official ones. 

The international investment flows as s part of capital flows include portfolio investment and direct investment. Portfolio investment is the international exchange of financial assets regarding purchases of stocks, bonds, bank accounts, etc. in another country, and then international portfolio of assets is formed. 
Direct investment implies not only acquisition of foreign assets, but control of activity as well. What constitutes a controlling cannot be precisely determined. Clearly, anything above 50% ownership is a controlling interest, but according international standards an ownership recognized as direct investment with 10% control. The motives of portfolio and direct investment partially coincides (see Tab. 5.1)
Table 5.1.
Motives for international portfolio and direct investments

	Common motives

	· Higher real income considerations;

· Balance of payment effect;

· Tax optimization both in source and host countries

	Distinct motives

	International portfolio investment
	Foreign direct investment (FDI)

	· Risk diversification;

· Advantage of different interest rates
	· Horizontal integration;

· Vertical integration (downstream and upstream activities);

· Business diversification


Foreign direct investment is realized mostly by multinational corporations (MNCs) or transnational corporations (TNCs). Strictly speaking, a TNC belongs to the capital of a single nation, while the owners of MNC represent few countries. In a general case, these two terms are used in parallel. The common trait of both types of companies is the possession of production facilities in more than nation, for this purpose the international commercial presence is not enough. 
MNCs create and develop the competitive advantages that can be conceptualized as in OLI-model, also known as the eclectic paradigm, proposed by John H. Dunning [Dunning, 1980].
The OLI paradigm collects and arranges all revealed by 1980 motives of foreign direct investment into three pillars
1. Ownership advantages (trademark, production technique, entrepreneurial skills, returns to scale). Ownership specific advantages refer to the proper unique assets allowing to obtain an additional revenue alone or in combination.

2. Location advantages (logistically favorable geographical position, right to enter a foreign market, access to raw materials and low-cost labor, moderate regulation in tax, labor, custom, environmental law)..Location advantages leads to an economy of production resources and a respective cost reduction.
3. Internalization advantages (advantages of well-controlled hierarchical structure of business). Firms earn from internal and not external organization of transactions. It is a business trend characteristic for 1970s, in the contemporary conditions of digital revolution, the strategies to outsource (and offshore) win.
The rapid growth and significant role of MNCs since WWII has raised important issues concerning their effect on the source and host countries as well as the world economy (see Tab. 5.2).
Table 5.2.

Pros and cos of MNC’s operating
	              Areas

Effects
	Home country
	Host country
	World economy

	Pros
	Increase of jobs in administrative and financial service
Better utilization of a country’s unique (intangible, intellectual) resources
	Increase of jobs, GDP, and tax revenues
Access to new technology


	Increase in the world output and welfare

Achievement of economies of scale and diminishing of production costs and selling prices

Establishment of minimum standards

	Cos
	Transfer pricing, tax optimization, and budget shortfall

Loss of jobs in production

Eventual erosion of technological knowledge of the home nation

Difficult monitoring of financial flows
	Rising dependency on foreign firms
Eventual erosion of technological knowledge of the host nation

Abusive exploitation of local resources
	Profit at the expense of the consumer, destruction of product diversity across the globe; 
Difficult for small local business that usually  generates more jobs 
Violation of Western-type labor standards, humiliation of human dignity 


International labor migration is the movement of people from one country to another for the purpose of employment. Labor is relatively mobile production factor, it means that is generally less mobile internationally than capital. It occurs, first, because labor migration depends on economic as well as on social and political reasons. Second, there are non-economic cost of labor migration connecting, for example, to ethnic contradictions, discriminations in the workplace, cultural alienation, isolation from family members and relatives, etc. The utilization of work force abroad is not immediate, except for nonqualified jobs not requiring a knowledge of local language or international jobs as a programmer, scientist, etc. 
The OECD, other international organizations, and national authorities propose a set of indicators illustrating international migration, in particular labor force movement:
1. Inflows/outflows of foreign population (workers) by country. 
2. Net migration (labor migration) balance by country.

3. Inflows of asylum seekers by country.
4. Stocks of foreign and foreign-born population (labor force) by country.
5. Stocks of foreign-born in selected OECD countries

The official statistics usually operates with general migration information that may not adequately reflect labor migration situation because of labor migration is narrower than general one, the data are not always publicly available, and besides that, almost all countries are affected by illegal migration flows not reflected in official statistics. All these circumstances impede migration studies. 
Migration processes are not homogeneous and there are few types of international labor migration: illegal migration, brain drain (a flight away of valuable human capital from developing countries and not only), international retirement migration, remigration toward home countries stimulated by developed countries’ government. 
Labor migration has the same effects of other factor movements described at the beginning of the unit
· wages diminishing and other factor income growth in the countries experiencing the influx of workers (major distributional issue);

· increase in the world income and output as well as in the host country’s output;
· decrease in the country of emigration output;
· futile budget spending of labor-supplying countries in training and educating skilled workers, etc.
The theory of international economics considers international technology transfer as a particular form of international resource movement of significant relevance. First, the technology transfer shapes the world development picture. Second, nothing else determines better a division in global North and South in comparison to technological knowledge flows. International technology transfer depends on the country’s capacity and policies, the size of the technological gap, the amount and quality of the technical information available.

The technology transfer includes commercial and noncommercial knowledge and competencies relocation.
Commercial technology transfer regards the applied sciences and can take a number of different forms

· patent sales;
· various licence agreements; 

· Purchase contracts for machinery and know-how;
· technology transfer as an integral part of the machinery imported by the recipient;
· management contracts with suppliers;

· turnkey contracts, where suppliers guarantee the transfer of technology when they construct a factory, etc.
Non-commercial technology transfer is strictly connected to the fundamental knowledge exchange and may not have evident valuable results but without it the development of applied science slips. The transfer of non-commercial assets involves the training, the participation at scientific conferences and workshops, the accesses to publications, etc.
Seminar 1. International capital flows in the global economy

1. Main concepts of international financial capital resources.

2. Actual international financial architecture: financial interdependence between advanced and developing countries.

3. Financialization of global economy as a major driver of financial instability.

4. The Third World’s external debt problem and mechanism of its alleviation.
Seminar 2. Foreign direct investment for development: pros and cons
1. Contradictory role of MNCs for global development.

2. Recent trends in investor’s choice of location.

3. FDI: linkages to foreign trade and technology transfer.
4. FDI and human capital enhancement for the host country.

5. Social and environmental consequences of FDI.

Seminar 3. International labor market and migration

1. Consequences of demographic development for international movement of human resources.

2. Global and regional centers of international migration.
3. International migration’s effects and effective public policy tools.

4. Cultural environment of international business.

Unit 5. The balance of payments. Foreign exchange markets and exchange rates  

The balance of payments: definition and use. The balance of payments accounting principles. Current, capital and official reserves accounts. Functions of foreign exchange market. Exchange rate types. The exchange rates and the balance of payments. Hedging and speculation on the foreign exchange markets. Fundamental and speculative factors of exchange rate dynamics. Purchasing-power parity approach. Elasticity approach. The monetary approach. The asset approach. Adjustment policies with flexible and fixed exchange rates.

The balance of payments is a synthesis of a nation’s international transactions over some period of time, usually a year. International transactions represent concrete operations of a certain type of international economic relations. There are export and import operations, factor revenues as wages, license payments, movements, capital and credit flows, unilateral transfers, official aids.
The distinction between a domestic transaction and an international transaction, however, is not easy. For example, if a British rock band gave a concert on the Red Square and received a reward for the performance, is it an export for the Grate Britain? Is the sale of Japanese car that was assembled in a factory near to Sankt-Petersburg from the special designed modules to a Russian client an export?
For balance of payments purposes, an entity is classified as domestic or foreign according to its normal residence or location. The British rock band was fund outside of the Great Britain, provided the entertainment service, collected the money, so this transaction will be an export for the United Kingdom and an import for the Russian Federation, although such sales may be difficult to capture completely in the balance of payment statistics. 
In the cases when country exports or imports goods to and from other countries, invest and disinvest abroad its banks collect or deliver foreign currency, and these payment inflows and outflows together changes in the official reserves literally form a country’s balance of payment. 
Every international transaction has a matching inflow and outflow, physical operation side and payment side. An export leads to moving a good in a foreign country in exchange of a cash flow. A foreign rock band concert represents an import of a service (inflow of a ‘good’ in the broad sense) in return of the payment (outflow of monetary equivalent).
This matching of inflows and outflows for every international transaction represents a clear case of double-entry bookkeeping method. Every entry recording an inflow (outflow) in good or monetary terms in the balance of payments has a corresponding entry in opposite terms that records an outflow (inflow).  
Transactions that give rise to a receipt of payments from foreign residents are recorded as credits and carry a ‘+’ sign. Transactions that give rise to payments to foreign residents are recorded as debits and carry a ‘-‘ sign.
Table 5.1

Balance of payment structure
	Receipts (Credits)
	Payments (Debits)

	1.Export of goods.
	Imports of goods.

	Trade Account Balance

	2. Export of services.
3. Interest, profit and dividends received.
4. Unilateral receipts.
	Import of services.
Interest, profit and dividends paid.
Unilateral payments.

	Current Account Balance (1 to 4)

	5. Foreign investments.
6. Short term borrowings.
7. Medium and long term borrowing.
	Investments abroad.
Short term lending.
Medium and long term lending.

	Capital Account Balance (5 to 7)

	8. Errors and omissions.
9. Change in reserves. (+)
	Errors and omissions.
Change in reserve (-)   

	                      Total Receipts                    =             Total Payments


An export transaction leads to an inflow of funds so it will be recorded as a credit. Respectively an import transaction will be recorded as a debit. When financial assets are bought or sold, there is a corresponding flow of financial capital, which is documented as a capital outflow or a capital inflow. A capital outflow occurs whenever a foreigner sells a national asset and a national citizen buys a foreign asset.

The balance of payments structure consists of current, capital and official reserves accounts. The current account consists of the balance of trade (net exports), net factor income (earnings on foreign investments minus payments made to foreign investors) and net cash transfers. 
A current account surplus increases a country's net foreign assets and/or official reserves by the corresponding amount, and a current account deficit has an opposite influence. The capital account or the financial account reflects net change in ownership of national and foreign assets. A surplus in the capital account reflects a money inflow into the country. Such inflow may represent borrowings or sales of assets. A deficit in the capital account means a money outflow of the country, and it suggests the nation is increasing its ownership of foreign assets or lending funds abroad. Official settlements account is a used in the balance of payments to keep track of a central bank’s reserve asset transactions. It refers to operations involving gold, foreign exchange reserves, bank deposits and special drawing rights (SDRs), currency issued by the International Monetary Fund.
The parties involved in an international transactions must deal in foreign currency. If an Indian exporter sells goods to a Russian importer, with high probability the contract is stated in foreign currency for both counterparts. The importer will buy foreign currency at the Russian foreign exchange market to pay the bill from the exporter. Then, the exporter will receive foreign currency and will eventually exchange it for the local currency. An export operation generally leads to a sale of foreign currency and a purchase of local one. Exporters, foreign investors and creditors in a local market generate a supply of foreign currency. Importers, national investors abroad and lenders create a demand for foreign currency. This sort of exchange takes place on the foreign exchange market that consists of all the banks and foreign exchange dealers trading currencies. 
The exchange rate can be expressed as the price in local currency of a foreign currency’s unit (direct foreign currency quotation). Indirect quotation represents the price of a national currency’s unit in foreign currency.

Thus the exchange rate, R (also nominated as e), for the U.S. dollar will be defined as
R=RUR/USD.
If R=35.25, then it costs 35.25 RUR to buy one U.S. dollar.
The number of dollars sold on the foreign exchange market is determined by the willingness of owners of dollars (exporters, foreign investors, etc.) to supply (sell) them for rubles at a particular exchange rate. As the exchange rate increases (more rubles per dollar) the quantity of dollars supplied will increase according to the supply law (SUSD). 
The demand curve for dollars is downward sloping because as the ruble cost of dollars decreases, more importers decide to buy goods abroad and ask for dollars at the foreign exchange market. The same logic is valid for national investors willing to buy assets abroad and asking for dollars also. 

Fig. 5.1. The foreign exchange market: supply and demand
There are several classifications of exchange rates.

1. According to the mechanism establishing exchange rate, there are divided into flexible also known as floating, and fixed exchange rate. In a floating exchange-rate regime the price of foreign currency is determined exclusively by market forces. The Fig.5.1. shows a comparative statics picture connecting market forces and an exchange rate’s dynamics. For example, when  the demand for dollars grows until DUSD1, for example, due to an increase in demand for touristic services during the high season, the exchange rate (the price for dollar) increases until RE1. Next, for example, because of worsening of export conjecture, the supply of dollars decreases until SUSD1, and the exchange rates grow further till RE2. Therefore, the dollar appreciated and the ruble depreciated in both cases. The opposite changes in supply and demand lead to the appreciation of ruble and depreciation of dollar. In a fixed exchange rate regime the price of foreign currency is conditioned totally or partially (also known as ‘dirty floating’ regime) by the monetary authorities. This currency exchange regime is generally recognized as inefficient, but some political economy’s reasons may cause an introduction of this system for suppressing the inflation expectations or other negative phenomenon of monetary nature.
2. According to the way of estimation, there are nominal exchange rate, cross-rate, purchasing power parity exchange rate, effective exchange rate. The nominal exchange rate is the rate as it is. It is originated in the foreign exchange market and applied for the real current account or capital account operations. The cross-rate is calculated on the basis of two different exchange rates (for example, U.S. dollar to ruble and U.S. dollar to Canadian dollar) when there is no direct foreign exchange market (in that case of Canadian dollar to ruble). The purchasing power parity (PPP) exchange rate refers to a relation of the costs of the same market basket of goods expressed in both the currencies. Using that PPP rate, with a given amount of one currency used directly to purchase a market basket of goods on the local market being converted at the PPP rate to the second currency it is possible to purchase the same market basket on the second domestic market. The PPP exchange rate is theoretical indicator used for international comparisons between countries that help to minimize the effect of exchange rates’ volatility and long-term foreign exchange market disequilibria on the international comparisons. The effective exchange rate is a weighted average of the value with respect to all other currencies. It needs to evaluate ‘general value’ of a currency.
3. In relation to the effective or PPP exchange rates, there is a distinction in undervalued and overvalued exchange rates. The developing countries usually have the undervalued exchange rate. First, because there is a lack of trust of domestic and foreign economic agents in such currencies. Second, the policy of undervalued currency rises price competitiveness of domestic commodities on the local as well foreign market. Respectively, the developed countries possess the overvalued exchange rate because excessive demand for these currencies generated by local and, more important, foreign economic agents.
4. According to the delivery period (this division also known as depending on market structure’s one), the exchange rates a divided into spot and forward rates. The spot rate refers to the price of foreign currency for immediate (after 1-2 banking days from the deal) delivery of bought currency. The forward rate represents a current price for the future delivery. 
5. According to the counterpart of exchange, the exchange rates consist of ask rate, bid rate and average rate.

The exchange rates’ dynamics affects the balance of payments accounts, and vice versa. If the exchange rate depreciation occurs, exports will grow, imports will fall, and thus the trade balance and probably current account will increase. The net positive capital inflow into a country ceteris paribus will cause a domestic currency appreciation.
The foreign exchange markets are subject to volatile market conditions. It means that an exchange rate dynamics displays its ups and downs. Under these conditions, first, the traders ad investors try to hedge their foreign exchange positions. A foreign exchange position is a difference between requirements and liabilities expressed in each currency used by the economic agent on a specific date. The long position in a foreign currency means that the requirements exceed the liabilities. The long position is risky if the foreign currency of reference suffers from depreciation. The short position in a foreign currency means that the liabilities exceed the requirements. The short position is risky if the foreign currency of reference suffers from appreciation. 

Hedging removes exchange risk through the use of forward markets various tools. An importer (or national invest abroad) should be afraid when the foreign currency is expected to appreciate. Buying the foreign currency outright, the economic agent concludes the deal that covers him from the excessive currency appreciation. 
Another side of the volatility is the possibility to earn on the exchange rate speculation. The speculative attack on the foreign exchange market is made up of market misbalancing provoked by some economic agents. If these agents expect a foreign currency’s’ appreciation they buy a currency now and wait it to appreciate to sell it later. This behavior leads to the real currency appreciation. The art of a good speculator is to sell the currency before others start to do it and the exchange rate will decreases. Besides that, speculators serve a very useful function in foreign exchange markets smoothing acute the peaks and valleys of exchange rate movements.
The drivers of exchange rate dynamics are divided into fundamental and speculative factors. The fundamental factors of exchange rate represent real changes in connected economic indicators. The economic growth, low inflation high real return on investment on the domestic market, positive trade balance or balance of payment taken as a whole, all these phenomena lead to the local currency appreciation. The speculative factors has the same foreign exchange market nature. Among them, there are the effect of day of the week or of the season, unfounded forecasts and rumors, etc. The fundamental factors influence long term rate dynamics while the speculative ones affects mostly short run exchange rate movements.
Although these two groups of exchange market drivers describe in a sufficient manner the process of exchange rates determination, there are different approaches to exchange rate dynamics explanation.
The first approach is elasticity one. The elasticity approach is based in the flow of goods between nations. Hence, the demand and supply of foreign money in the respective market depends on the demand for imports and the supply of exports. If the demand for imports increases, then will be an excess demand for foreign currency at the initial exchange rate, and then the foreign currency will appreciate. The rise in foreign currency price will cause a decrease in the quantity demanded and an increase in quantity supplied until there is equilibrium at a higher currency cost. How much foreign currency appreciates depends on the elasticity of the demand and the supply of foreign currency. This elasticity depends on elasticity of exports and imports to changes in the exchange rate.
Purchasing-power parity approach is also connected to the flows of commodities and services. There are two versions of the PPP theory. Absolute PPP deals with the law of one price. Thus, the exchange rate will equal to ratio of local market basket values expressed in both currencies. The concept of relative PPP accepts that the exchange rate value may differ from the direct ratio between prices of respective market baskets, i.e. absolute value of PPP. From the empirical point of view, PPP is a reasonable indicator for exchange rates for very long periods, because the relative isolation of local commodities markets. 
The monetary approach considers equilibrium on the foreign exchange market as a result of equilibrium on the money market. If a country has an international deficit in the balance of payment account, thus there should be an excess supply of money domestically to pay the imports superior of the exports. For the surplus, the opposite situation takes place. 
The asset approach also known as portfolio balance approach to foreign currency pricing considers money as one type of financial assets. Hence, currency competes with shares, bonds, derivatives for the inclusion to an investment portfolio. Each investor distribute wealth somehow between domestic currency, domestic bonds, foreign bonds, etc. Domestic and foreign currencies serve to conduct ongoing transactions. At the same time, the foreign or domestic liquidity does not bring direct interests, but the foreign liquidity may generate an income from its appreciation. The split between financial assets depends upon diversification, relative interest rates, expected appreciation (or depreciation) of the foreign money, and risk.  All these considerations have an impact on exchange rate dynamics.
The foreign exchange market is strictly connected to the state of the balance of payments. Deficit or surplus in the balance of payments causes the volatility on the foreign exchange market. In the floating rates regime, the foreign exchange rate dynamics, in turn, affects the inflation expectations of economic agents and consecutive price dynamics. The appreciation of foreign currency leads to an increase in import prices and a following decrease of demand for foreign goods and services. On the foreign exchange market, the demand for the foreign currency will decrease because of diminishing in price of imports accessible for domestic consumers measured in the foreign currency and quantity of foreign currency. 
Because depreciation increases the price of exports and imports expressed in the domestic currency, first, a depreciation of the local currency increases the demand for the exports of that country, while the supply of imports in the local currency would decrease, causing the price of imports to increase. A higher price for imports would cause a substitution into import competing goods, which causes a general rise in prices in the domestic economy. Thus, the depreciation of the domestic currency is inflationary. Further, the depreciation of domestic currency leads to a decrease in the demand of foreign currency while the supply of foreign currency from the exports increases. Consequently, ceteris paribus, the foreign exchange market will come back to the initial state. 

This consideration is valid for the downward sloping demand curve and upward sloping supply curve, i.e. for situation when the laws of supply and demand hold. 
Nevertheless, some empirical evidences show that the demand curve for the foreign currency may be very flat while the supply curve is downward sloping. It generates an unstable foreign exchange market when a change in exchange rates does no produce a movement toward equilibrium, but a movement away from it.
As a result of this discussion, the Marshall-Lerner condition of foreign exchange market stability appeared. The foreign exchange market will be stable if the sum of the price elasticities of demand for domestic exports and imports is owe 1.0. 
The adjustment process in the fixed rates regime differs. The exchange rate is held stable, therefore the trade or investment balance in a case of deficit or surplus need to be adjusted. The central bank matching upward or downward pressure on the foreign currency intervenes selling or buying currency. In a case of a deficit, the central bank sells the reserves and therefore erodes a monetary supply of the home market. It causes a deflation and a fall in output. In long-run the imports loss their price competitiveness and trade balance will adjust. In a surplus case, the domestic prices grow and the opposite logic hold.
Seminar 1. Foreign exchange market: structure and actors
1. The actors of contemporary foreign exchange market.

2. The factors affecting the exchange rate dynamics.

3. The consequences of currency volatility for business operations.

4. The currency policy: exchange rate and reserve management. 
Unit 6. The international monetary system: past, present and future 

Meaning of international monetary system. Flexible vs fixed exchange rate debate. The Gold standard and interwar experience. The Bretton Woods system: operation and evolution. Operation of the present monetary system. European monetary system. Problems with the present monetary system and proposals for reforms. Creation of the euro, and the Maastricht treaty’s requirements. Current international economic problems and international macroeconomic policy coordination.

There are two approach to understand what the international monetary system is. 
According to the structural approach, an international monetary system (also called international monetary order or regime) refers to the rules, customs, tools, facilities, and organizations for effecting international payments [Salvatore, 2013]. The request for international monetary rules was originated in the 19th century when the symbolic money (banknotes) replaced traditional commodity form of them. As the commodity form money with an internal real value disappeared, the matter of trust in the foreign symbolic money and the question about respective exchange rates determination arose. In such circumstances, the national authorities developed agreements on the international monetary order.
Since that time, the structure of the international monetary system includes following elements

1. International liquidity or currency represents the ultimate universal mean exchangeable for goods and services
2. Exchange rate regime. There are two opportunities to establish exchange rates, flexible exchange rate regime and fixed exchange rate regime. The fixed exchange rates make international economic activity results forecastable, but if the international economic activity are non-monopolized by the authority, the opportunity of holding exchange rates stable in the world of increasing internalization is absent. Therefore, all the attempts to install fixed rate regime failed. 
3. Foreign exchange market organization. The contemporary foreign exchange market consists of two levels. The first level embodies all domestic foreign exchange markets on which domestic currency is exchanged into key word currencies and currency of neighboring countries. The second level represents the global market for trading key currencies called FOREX. This free international market of currencies appeared together with the abolition of the fixed exchange rate regime.
4. International bodies or other institutions supporting the order. The typical economic institution regulating a particular problem passes three stage of progress: custom, agreement, and body. The international monetary organizations appeared in the 20th century alongside the complication of monetary relations. 
From the evolutionary point of view, an international monetary system is a historical stage of international money relations organization based on the international agreements.
In the history of the world economy, there were three ‘monetary systems’ (Table 6.1). 
Table 6.1

Three phases of international monetary system

	                     Phase

Elements
	The Gold Standard

(the Paris System)
	The Bretton Woods

System
	The Jamaica’s System

	Period
	1880-1914
	1945-1973
	1976 -…(?)

	International liquidity (reserve asset)
	Gold
	Gold +  key currency (dollar)
	SDR, leading convertible currencies, exclusion of  gold

	Exchange rate regime
	Fixed exchange rate
	Fixed exchange rate
	Floating exchange rate

	Foreign exchange markets
	Of one level:

Internal
	Of one level:

Internal
	Of two levels

· Internal

· FOREX

	International organizations supporting the order
	None
	· International Monetary Fund

· International Bank for Reconstruction and Development 
	· Monetary Fund

· International Bank for Reconstruction and Development


The Gold standard, the first international monetary system, was a fixed exchange rate regime based upon immovable domestic prices of gold of participating countries. Therefore, the gold was a reserve asset; each nation’s currency was fixed to gold. It facilitated an automatic adjustment in the exchange rates, when each exchange rate was fluctuating inside the ‘gold points’ interval determined by cost of gold transportation between countries. The essential problem of the gold standard was incompatibility between demand for gold as a reserve asset determined by the growth of the world economy an supply of gold conditioned by its stock and mining. World War I disrupted the gold standard because the participating countries experiencing budget problems did not observe the currency fixation to gold anymore. During interwar interval, there was an attempt to recuperate the gold standard in the form of Genoa monetary system that later was repressed by the Depression.
The Bretton Woods, next, system was designed prior to the end of the World War II (WWII) to give a basis to the postwar monetary order monitored by the International Monetary Fund, established just for that purpose. The International Bank for Reconstruction and Development was established to finance the postwar renewal of countries destroyed by the war. The U.S. dollar was chosen as a reserve currency, because by the end of the WWII the U.S. reserves in gold accounted for 70% of the world stock, and hence only this currency can be fixed to gold. The United States fixed their currency to gold at $35 per ounce, the other member countries fixed their' currency to the dollar, with ±1% deviations allowed. That is why, the Bretton Woods system is known as ‘gold-exchange standard’. The central banks of member countries used reserves of dollars to hold the exchange rate by the interventions. In a case of persistent distortions, a currency’s devaluation or revaluation was allowed with the approval of the IMF. Besides the approval function, the IMF funded its lending to member countries through initial contributions made by them and above initial contributions at higher interest rates. The IMF also promoted monetary stability and removal of restrictions on currency exchange. 

The system functioned until the early 1970s, when its contradictory characteristics were revealed. Again, the growing demand for dollars used as a reserve currency was limited by the U.S. stock of gold. Under such circumstances, the U.S. supplied more dollars than fixed price of gold allowed, creating the distortions on the gold market. Later, the United States suspended convertibility of the dollar into gold and devalued the proper currency in 1971. In 1973 the Bretton-Woods System ended definitely.  
The next, Jamaica’s monetary system was established by apposite agreements in 1976. Special Drawing Rights (SDR) was established as a new reserve asset. Special drawing rights are essentially accounting entries, in a certain sense, global symbolic money, called to substitute gold in the function of reserve assets. The exchange rate mechanism is flexible. The IMF besides its lending facilities promotes the capital movement liberalization. The local foreign exchange markets found the supranational, global level of foreign exchange market. In this period, the EU has adopted one monetary system transformed in the Eurozone later on. The euro area is an economic and monetary union of 18 European Union member states that have adopted the euro (€) as their common currency. To join the Eurozone, a country should meet the euro convergence criteria also known as the Maastricht criteria. These criteria regards country’s level of inflation, budget deficit and debt, exchange rates and long-term interest rates.
The current international monetary system faces serious problems in front of financial instability and global recession, they regard all structural elements of global monetary order

1. Absence of a true reserve asset. The SDR, i.e. pure international symbolic money, did not convince the global economic community. There are also doubts on utilization of national currencies as reserve assets as the U.S. dollar example shows.

2. Excessive volatility of exchange rates creates many problems to the globalizing economic agents across the Globe. There is an extreme opinion that the Jamaica’s monetary system is a recognition of impossibility to establish a fixed currency regime, but the global economy needs it and this system will be created sooner or later.
3. Weakness of the IMF, European monetary union and other financial institutions to maintain the stability of global financial system. The situation may be resolved by an active involvement of emerging markets resources into the mutual benefit funds. But the world political economy system is slow to reform itself.  

Seminar 1. Foreign exchange market: structure and actors
1. The actors of contemporary foreign exchange market.

2. The factors affecting the exchange rate dynamics.

3. The consequences of currency volatility for business operations.

4. The currency policy: exchange rate and reserve management. 
Unit 7. Economic integration and international trading arrangements 

Essence, reasons and drivers of economic integration. Forms of economic integration. Trade creation and trade diversion in customs unions. Static and dynamic benefits from economic integration. Economic integration in various geographic regions. 

There are different approaches to economic integration’s definition. First, it is an international economic activity developing by the majority of countries. Many countries belong to more than one trading bloc. Second, economic integration is a process of liberalization where barriers to trade, investment and migration are reduced or eliminated, at the highest level of economic integration, nations agree to coordinate fiscal and monetary policy by adopting fixed exchange rates or a single currency as in the European Union, tax equalization, and budget principles unification. All these processes serve to facilitate business conditions across the nations increasing reference markets. From strictly scientific point of view, economic integration at early stages is the commercial policy of discriminative decrease until complete removal of trade barriers only for the participating nations.

The examples of regional economic integration spread worldwide are the European Union (EU), North American Free Trade Agreement (NAFTA), Southern Common Market (Mercosur), West African Economic and Monetary Union (UEMOA), Eurasian Customs Union. 
The core reason of economic integration is the need of enterprises for more secure business expansion to a greater market. Hence, the interest groups promote an alleviation of trade barriers at the intergovernmental level. 
Drivers of economic integration are numerous
1. Geographic proximity of countries distinguish trading blocs from other institutions of international public law.
2.  Same level of economic development of member states is historic attribute of economic integration. Recently, there is an appearance of trade blocs both the high-income industrialized and developing countries participate to. For example, NAFTA or EU28 represent such ‘North-South’ regional agreements.

3. Presence of common problems pushes countries to adopt international coordination policy.

4. ‘Domino effect’ process when each successive integration increases the pressure of non-member state to join the trading bloc.

There are several stages or forms in the process of economic integration varying from a very loose association of countries in a preferential trade to the complete economic integration, where the participating countries have a joint fiscal and monetary system. In increasing order of consolidation, the most common forms are preferential trade agreements, free trade areas, customs unions, common markets, and economic unions.
A preferential trade agreement provides lower duties on trade in a limited range of goods among participating countries than on trade with the rest of the world. This form or phase of integration is not welcome by the WTO, because does not suppose directly the full trade liberalization and represents a trade discrimination of nonmember states. 
Free trade areas are based on the complete removal of all tariff and nontariff barriers on trade among countries. Each single member state, however, preserves its own trade policy toward third countries. Besides that, the liberalization within free trade zones does not comprise a whole range of goods and services. The EU’s example demonstrates that the agricultural sector was outside of integration regulation until the common market phase. The NAFTA agreement is also underdeveloped excluding some service sectors from the provision of national treatment.

A customs union goes beyond a free trade area unifying customs territory and barriers to international trade for the third parties. Creation of customs union represents a challenge in a course of integration, and the number of them is significantly less the quantity of free trade areas. That is why, the unification of commercial policy toward outsiders requires indigenous efforts due to divergence of economic structure and respective interest of insiders. At this level, the trade liberalization is formally accomplished with the exclusion for the agriculture as in the EU, unique bloc concluded this phase of integration.

A common market deals with the production factors liberalization and allows the free movement of capital, labor, and technology among member states. Only the EU arrived until this phase of economic integration, Mercosur is a project yet which only pretends to realize this type of integration bloc.  

An economic and currency union is designed to harmonize or even unify the monetary and fiscal policies of members. The creation of distinctive economic area equalizes the conditions of living and doing business in all participating countries. This is the most progressive form of integration. The evident example of economic union is the European one. D. Salvatore describes the U.S. as an example of complete economic and monetary union [Salvatore, 2013].
There are two static effects of forming a customs union called trade creation and trade diversion. The trade creation effect is considered by the partial equilibrium analysis. The situation refers to an import tariff abolition (see Fig.7.1). D is the demand and S is the supply of a commodity in a domestic market. This country is small, price-taker. With the regulated trade at the price PM+t, the consumers of this country want to buy QD1 units of the good and the producers are able to sell QS1 of the good. Hence, the import QM1 is equal to the difference (QD1 – QS1). If within the customs union a tariff t on imports is eliminated, the price line shifts down to the position PM, the new price for the domestic market will coincide with the world one. 

With this decrease in price, producers diminish the supply until QS2 units, and consumers buy more, QD2. The imports increase to QM2 equal to the difference (QD2 – QS2). The government losses revenues from the duty calculated as T = (PM+t – PM) x (QD1 – QS1).
Summarizing the effects of the customs union:

Consumption: 1) increase in domestic consumption (QD2 – QD1); 2) positive change in consumer surplus (a+b+c+d);

Production: 1) decrease in domestic production (QS2 – QS1); 2) negative change in producer surplus (a);

International trade effect: increase in units imported (QM2 – QM1);

Government revenue: tax loss (c);

Net welfare gain: (b+d).


Fig. 7.1. A trade-creating customs union

In essence, tariff revenues disappears, an amount of money is transferred from domestic producers to domestic consumers.

The trade diversion effect takes place if the most efficient producer of the imposed good is outside the customs union. Therefore, there are two foreign suppliers, the outsider with the import price PM, and insider with the higher price PM’. With the regulated trade at the price PM+t, equal to sum (PM+t) the consumers of this country want to buy QD1 units of the good and the producers are able to sell QS1 of the good. Hence, the import QM1 is equal to the difference (QD1 – QS1). If a creation of customs union occurs and the import tariff t is removed (see Fig.7.2), the price line shifts down to the position PM’, the new price for the domestic market will be equal to the price of less-efficient member state. Therefore, a part of domestic production in a nation that is a member of the customs union is replaced by lower-cost less-effective imports from member nation.
With this decrease in price, producers diminish the supply until QS2 units, and consumers buy more, QD2. The imports increase to QM2 equal to the difference (QD2 – QS2). The government losses revenues from the duty calculated as T = (PM+t – PM) x (QD1 – QS1). The losses would be partially compensated by increasing consumer surplus due to price shifting from PM+t to PM’. The rectangle (c) is welfare loss from diversion. 
The effects of the customs union with the most efficient producer outside:

Consumption: 1) increase in domestic consumption (QD2 – QD1); 2) positive change in consumer surplus lesser than in a case of customs union with the efficient producer;

Production: 1) decrease in domestic production (QS2 – QS1); 2) negative change in producer surplus;

International trade effect: increase in units imported (QM2 – QM1);

Government revenue: tax loss;

Net welfare gain (loss): (b+d) – (c).







Fig. 7.2. A trade-diverting customs union

Essentially, tariff revenues disappears; an amount of money is transferred from domestic producers to domestic consumers. The impact on net welfare depends on difference [(b+d) – (c)]. If it is negative, the trade-diverting effect is stronger than the trade-creating effect, and the customs union in question has a lesser, but still negative impact not only on global welfare, but also on the welfare of a country importer in question.

Another static effect of economic integration is an extension of the theory of the second best, which declares that if all the conditions required to maximize welfare or reach Pareto optimum cannot be satisfied, trying to satisfy as many as possible does not necessarily or usually lead to the second-best position [Salvatore, 2013; Viner, 1950]. It means that a removal of trade barriers only among members of a certain trading bloc does not generate automatically the second best situation. It matches with the trade-diversion effect discussed earlier when formed customs union could increase as well as reduce the welfare of participating countries. 

Besides the static welfare effects, the countries forming a trading bloc can get important dynamic benefits from economic integration which are increased competition, economies of scale, stimulus to investment, and better utilization of economic resources. The first two predispositions reduce prices on the enlarged domestic market of customs union, so the consumer surplus (welfare) enlarges. The amplification of common, ‘single nation’ like, domestic market attracts a greater investment in production facilities as well as in portfolio of various securities. A better utilization of resources that occurs within the common market triggers further integration steps connected to the labor and capital movement liberalization. 
Table 7.1

Economic integration in various geographic regions 

	Integration bloc
	Participants
	Region
	Level of economic integration 
	Characteristics 

	North American Free Trade Agreement (NAFTA)
	Canada, Mexico, and the United States
	North America
	Free trade zone (planned) 

Preferential trade zone (achieved)
	The largest in the world in terms of combined nominal as well as PPP GDP  in the 2013

	West African Economic and Monetary Union (UEMOA – Union économique et monétaire ouest-africaine)
	Benin, Burkina Faso, Ivory Coast, Guinea-Bissau, Mali, Niger, Senegal, Togo
	West Africa
	Economic union (planned) 

Customs Union (achieved)
	The furthest along the path toward integration of all the regional groupings in Africa.

Presence of combined indirect taxation regulations, regional structural and sectoral policies

	Eurasian Customs Union
	Belarus, Kazakhstan, Russian Federation
	Eurasia
	Customs Union (achieved)

Eurasian Economic Union (planned)

Single market (planned)
	Created from a disintegrated country and based upon another trading bloc the Commonwealth of Independent States (i.e. the former URSS)

	Southern Common Market (Mercosur - Mercado Común del Sur)
	Argentina, Brazil, Paraguay, Uruguay, Venezuela (full members);

Chile, Bolivia, Colombia, Ecuador, Peru (associate partners);

New Zealand, Mexico  (observer countries)
	South America

(Southern Hemi-sphere )
	Common market (planned) 

Customs union (achieved)

Free movement of manpower (achieved)
	Three-level membership

	European Union (EU28)
	Belgium, Bulgaria, Czech Republic, Denmark, Germany, Estonia, Ireland, Greece, Spain, France, Croatia, Italy, Cyprus, Latvia, Lithuania, Luxembourg, Hungary, Malta, Netherlands, Austria, Poland, Portugal, Romania, Slovenia, Slovakia, Finland, Sweden, United Kingdom
	Western and Central Europe
	Economic union
	The most developed integration bloc with a combined population of over 500 million inhabitants 


Seminar 1. Regional economic integration as a form of international economic relations
1. Regionalization vs globalization debate.

2. Integration and disintegration processes in the contemporary global economy.

3. Regional economic integration in Latin America.

4. Regional integration in the Arab world.

5. Regional integration in Africa.

Unit 8. Regional monetary unions: current state and future development 
Monetary and financial aspects of integration. A theory of optimum currency areas. European Monetary System. Euro convergence criteria (Maastricht criteria). Copenhagen criteria for EU accession. European Central Bank and supranational regulation economies of the euro area. National economic and financial crisis and the stability of regional currency unions.

Regional monetary integration is commonly considered as a part of wider economic integration of regions that took place worldwide. This integration has different stages which can be determine from the history of that phenomenon or from theoretical framework on this subject as well. 

 Historically, the ability to issue money belonged to a country’s government and is often seen as a part of a state’s sovereignty. In this regard, the notion of currency is closely connected with legal tender, which is the legally valid means of payment in a given country. The more independent countries appear in the world, the more currencies emerge as well. The number of independent currencies has increased substantially after The World War II and decolonization. More than half of now existing countries of the world is rather small, measuring by territory, population or economy. Small countries need integration in the world economy sometimes more than big ones because of small domestic market and lack of resources. Involvement in international trade gives countries impulse to growth and development. But using national currency add to barriers of trade and capital flows. So one of the main questions of economic research in the field of monetary integration is the appropriate domain of a currency area. Is currency inextricably bounded by country borders? 

The pioneering work in this area belongs to Mundell, who in 1961 broke the conceptual constraint and build the theory of optimum currency area, which he defined as an area with internal factor mobility (including both interregional and inter-industrial mobility) and external factor immobility. This area does not necessarily belongs to one country. 

Theory of the optimum currency areas was developed in the debates of the benefits and the costs of the particular exchange rates regimes after the World War II. At that time, most of the countries fixed their currency to the US Dollar, which was convertible at a fixed rate into gold. The monetarists shared the view that flexible exchange rates would be more appropriate for stabilizing the domestic economy when dealing with trade shocks of changing demands, assuming that flexible exchange rate would appreciate smoothly if the central bank fought inflation, and depreciate smoothly if the central bank fought deflation or unemployment. Mundell considered simplified model of two countries with national currencies and shift in demand not between countries but between similar regions of these countries. There would be unemployment in deficit regions and inflationary pressure in surplus regions. From the perspective of postwar economic theories, within countries monetary policy can choose only one goal to pursue – relieve the unemployment, expanding national money supplies, or prevent inflation by reducing national money supplies. Between countries due to flexible exchange rates, external balance of payments is corrected, but between regions, imbalances will preserve. But what if, instead of using currencies with flexible exchange rates based on states’ borders we use the ones based on regional borders. Then, we could appreciate the currency of the region with excess demand relative to the currency of the region with deficit demand, secure the balance-of-payments equilibrium, while the central banks of both regions aim their monetary policies to stable prices and employment. So, the principles of flexible exchange rates work better based on regional currencies than on national currencies and, as Mundell concluded, the optimum currency area is the region. 

The theory of optimum currency areas (OCA) gave the organizing framework for the further analysis. Today, the accent of this theory is shifted to determination of conditions that countries should satisfy to make a monetary union attractive, i.e. to ensure that the benefits of the monetary union exceed its costs. 

Basically, monetary union or currency union is an agreement in which two or more countries agree to a jointly managed monetary policy. There are three minimum requirements for the monetary union so it can exist: 1) there must be a single currency or, if there are several currencies, these currencies must be fully convertible, one into the other, at firmly fixed exchange rates, creating effectively a single currency; 2) there must be mutually consistent monetary policy within the union, including control of central banks’ ability to create money, leaving no national autonomy in monetary policy; 3) there must be a single external exchange-rate policy. In other words, the monetary union require that member countries give up their control over the supplies of money to a common authority. Adjusting the money supplies is a common tool for managing overall economic activity in a country, which also affect the financing of government budgets. So giving up control of a national money supplies limits the instruments of economic policy of a country. 

There are historical examples of monetary unions within which the same currency served as a unit of account, medium of exchange and store of value. Also, a monetary union had one exchange rate towards the rest of the world. But, the principal difference, which must be made clear, is whether this union is national or multinational monetary union. In a national monetary union political and monetary sovereignty go hand in hand. For example, within the British monetary union comprising England, Scotland, Wales and Northern Ireland, Scottish commercial banks still issue bank notes, which are perfectly interchangeable for Bank of England notes. In a multinational monetary union international monetary co-operation between a number of independent countries is based on firmly fixed exchange rates between their currencies or use the same currency. But as a rule, there is no common monetary authority in a multinational monetary union. An example of such a union can be the Scandinavian monetary union, which had one common unit of account, the Scandinavian krona, and three members: Sweden, Norway and Denmark. Each member maintained its own central bank, issued its own krona currency, which circulated freely within the other countries as long as the union existed. The exchange rate of the Swedish, Danish and Norwegian currency units remained one to one to one during the whole time of this union.
Exploring the history of the phenomenon of monetary union, we can distinguish several possible institutional models or forms which are possible and have been tried. In particular, monetary union arrangements may differ with respect of the currency, the central bank and the level of economic and political integration between the union members. For the currency, there can be three variants: 1) supranational union-wide currency (for example with the EMU, the Euro is the union-wide currency); 2) national union-wide currency (for example: Switzerland and Liechtenstein both use the Swiss Franc and the Swiss National Bank coordinates their monetary policy); 3) separate currencies (for example Belgium and Luxembourg have distinct currencies, with a fixed exchange rate and with both currencies legal tender in both countries). For the central banks four cases are possible: 1) a supranational  union-wide central bank (for example with the EMU, the European Central Bank is the union-wide central bank making monetary policy and instructing the national central banks to implement it); 2) just one national central bank (for instance, the Swiss National Bank sets monetary policy for Switzerland and Liechtenstein, the latter having also formally adapted its banking practice and legislation to Swiss norms); 3) more than one multinational central bank (for example, the Zone Franc, which covers 13 former French colonies and one former Spanish colony, has two multinational central banks which signed agreements with the French government); 4) there are can be as many national central banks as there are members of the monetary union and each central bank would then follow the appropriate monetary policy, consistent with the monetary agreement (as example could be the Latin monetary union of the 19th  century).
The conditions that are needed for the monetary union to be effective can be summarized by three concepts: 1) symmetry of shocks, then countries should experience macroeconomic shocks in a sufficiently correlated way; 2) adequate flexibility in the labour market; 3) sufficient degree of trade integration.  
Generally speaking, advantages of the monetary union include improvement in price comparability and elimination of exchange-rate uncertainty, reduction of transaction costs, promotion of cross-border investment and trade, improving capital and labour mobility. However, no benefits come without a price, and some of the major costs of an OCA comprise a loss of autonomy over a nation’s monetary and exchange rate policies, and limited loss of political and potential fiscal autonomy as well. Furthermore, it should be taken into consideration that benefits received from an OCA also include the intangibles, for example an increase in political cohesion and stability amongst the OCA members.

The most famous example of modern monetary union is the European Monetary Union (EMU). The history of monetary integration in Europe has roots that go back to the immediate post–World War II period. But, the real monetary union initiative began in 1970 when a commission chaired by the then Prime Minister of Luxembourg, PierreWerner, issued a report providing a detailed plan for a step-by-step movement to an EMU by 1980. But with the collapse of the system of Bretton Woods and the following wave of instability on the foreign exchanges markets no further steps were taken to implement the plan. 

The drive for the monetary union gained new momentum more than fifteen years later. At the summit meeting in June 1988 in Hannover it was agreed to form (again) a group of experts and central bank governors to promote the envisaged monetary union. It was chaired by the then president of the Commission, Jacques Delors. The report of the group was presented in April of 1989 and proposed the introduction of an economic and monetary union in three stages. In a first step, all obstacles to the free flow of capital within the Community should be abolished. The beginning of the second step should be marked by the foundation of a European Monetary Institute. With the third step all monetary competences of the member states should be transferred to the new European Central Bank. The report emphasized again need for a greater coordination of economic policies, rules on the size and financing of national budgets deficits, creation of a completely independent institution for the conduction of the monetary policy of the Union, the European Central Bank (ECB).  

The Monetary Union and the provisions about the European System of Central Banks (ESCB) were finally introduced by the Treaty of Maastricht in 1992. All Member States are expected to join the EMU at one point in the future once they fulfill the convergence criteria (See Tab. 8.1.).
Table 8.1

Maastricht convergence criteria

	What is measured:
	Price stability
	Sound public finances
	Sustainable public finances
	Durability of convergence
	Exchange rate stability

	How it is measured:
	Consumer price inflation rate
	Government deficit as % of GDP
	Government debt as % of GDP
	Long-term interest rate
	Deviation from a central rate

	Convergence criteria:
	Not more than 1.5 percentage points above the rate of the three best performing Member States
	Reference value: not more than 3%
	Reference value: not more than 60%
	Not more than 2 percentage points above the rate of the three best performing Member States in terms of price stability
	Participation in ERM II for at least 2 years without severe tensions


The Maastricht Treaty, echoing the Delors Report and the Werner Report before it, sketched a transition in three stages. Stage I involved the elimination of Europe’s remaining capital controls, the accession of all EU members to the Exchange Rate Mechanism (ERM), and hardening of the exchange rate commitment. In Stage II, with the EMS credible and encompassing, member states would reinforce the independence of their national central banks and strive to satisfy a set of "convergence criteria" designed to facilitate the harmonization of their economic policies and to distinguish member states prepared to live with the consequences of a single monetary policy from those lacking the requisite commitment. A European Monetary Institute would be created to lay the groundwork for the establishment of the ECB. Finally, in Stage III, to commence no later than the beginning of 1999, the European Central Bank would begin operations, to be followed in three years by the issuance of euro banknotes and coins.
In the course of the negotiations the United Kingdom obtained a provision which allowed it to refrain from entering the third stage of the EMU even if it fulfilled the convergence criteria (opt-out clause). As the Treaty was rejected by a referendum in Denmark, the country was granted an exemption as well.
Seminar. International foreign exchange market and its participants

1. The currency system, its elements. 
2. National, regional and international monetary systems. 

3. Integration and competition between the modern monetary systems.

4. Costs and benefits of monetary integration.

5. Globalization am regionalization of the international monetary system and their implications.
Unit 9. The role of the international economic organizations in global economic governance 

Universal international organizations. International economic organizations. International monetary fund. World bank group. London Club of private creditors. Paris Club of public lenders. World trade organization. The contribution of trade to development: UNCTAD and Generalized system of preferences. 

International economic institutions are an important feature of the world economy. When social scientists try to explain the increasing integration of national economies after World War II, one of the key explanations must be the increased stability and reduced uncertainty that these institutions help to create. 
Institutions can be formal or informal. A formal institution is a written set of rules that explicitly state what is and is not allowed. The rules may be embodied in a club, an association, or a legal system. An informal institution is a custom or tradition that tells people how to act in different situations but without legal enforcement. For example, informal institutions include the rules of socializing, gift exchange, table manners, e-mail etiquette, and so on. In this chapter, the term institution refers to both rules and organizations.

Because of size and complexity of a global economy, there are two ways to structure it. The first way is to rank countries. There are many country classifications based upon a single criterion or a combination of them:

a.  Geographical position. Neighboring countries may have comparable resources pools, face same economic problems, and realize common, sometimes copied from each other, development patterns. Examples are Southeast Asian countries, Central and Eastern European countries, Latin American countries;

b. GDP or GNI per capita. The World Bank proposed the classification. In a large extent, the average income of a country’s citizens coincides with a country development. The same World Bank later transformed the ranking into the Human development report based upon homonym index. Countries by income are divide into low income, lower middle income, upper middle income, high income ones;

c. Country economic size or potential. The criteria of the ranking are territory, population, GDP, access to natural resource, etc. A country with a larger economic potential is more self-sufficient, independent on the international stage than a smaller one. This may serve as a foundation for economic growth and prosperity and affect decisions for foreign direct investment, for example;

d. Member of relevant formal or informal international bodies as the OECD, OPEC, G7, G20, BRICS and so on. The OECD membership means high level of country’s development as well as its strong commitment to the free market system;

Human development index level. The same World Bank later transformed the ranking into the Human development report based upon homonym index. Countries by income are divide into very high, high, medium and low human development. The Human Development Index understands human well-being (ultimate policy goal) as individual capabilities to access to health, education, and goods. 

The most relevant classifications are analytical groupings provided by the World Bank (the WB) and the International Monetary Fund (the IMF) on the basis economic and financial data submitted by member states. They are dichotomous and include industrial, developed countries or the Global North, on the one hand, and developing, less-developed, primary producing in less developed areas countries or the Global South, on the other hand. The intermediate categories are capital-surplus oil-exporting countries (1978, the WB), primary producing countries in developed areas (early 1970s the IMF), other high-income countries (1974, the IMF), other Europe, Australia, New Zealand, South Africa (late 1970, the IMF), countries in transition (1993-2004, the IMF) (Nielsen, 2011). These approaches recognize the existence of three ‘worlds’ in contrast to concepts whereby the global economy is a system of center and periphery. The intermediate group usually is characterized by a high level of one of three pylons of the Human development index. It can be a per capita income as in oil and gas exporting countries, education level typical for countries in transition, former socialist Central and Eastern European countries, etc. Whereas the Global North countries are postindustrial market economies, the nations of the Global South typically have a dualistic economy built upon market fundamentals accompanied by traditional beliefs and values affecting decision-making.

The second approach to the world economic system sees it as a combination of the various actors characteristic for any economic system: households, firms, State, financial institutions. The specific world economy establishments are international organizations, regional trading blocs, free economic zones and NGOs. According to philosophical dichotomy the ‘subject–object’, not all economic agents mentioned above are independent subjects of the world economy. For example, there is a commonplace idea that only countries with export to GDP ratio less than 30% are truly self-sufficient in relation to the rest of the world. The subjectivity of the most significant international organizations and quite developed trading blocs (economic and currency unions, firstly) ascends from part of proper sovereignty transmitted by entering member States. The private agents such as multinational corporations (MNCs) or big NGOs, the Roman Catholic Church, the Green Peace, for instance, can influence have sometimes a decisive impact on the governments economically and politically inferior to them. 

Let us consider the subjects of international economy which are relevant for the global financial infrastructure.

The international financial institutions (IFIs) are subjects of international law, that have been established by more than one country. Their owners or shareholders are generally national governments. The most influential IFIs were established after World War II, in the logics of Keynesian economic policy, first to assist in the reconstruction of the developed countries with a further aim to provide mechanisms for international cooperation in the global financial system.

After the Great Depression in the 1930s, when the global production and world trade declined dramatically, it had become a prevalent opinion that the world economy was in need of organizations that would help international economic cooperation. In July 1944, during the United Nations Monetary and Financial Conference in Bretton Woods representatives of 45 governments agreed on a framework for international economic cooperation.
Two crucial multinational organizations emanated from this conference— the World Bank, which was founded during the conference, and the International Monetary Fund (IMF), which came into formal existence in December 1945. 
The IMF was founded with the goal to stabilize exchange rates and assist the reconstruction of the world’s international payment system, the World Bank was created to facilitate postwar reconstruction and development. A third institution, the International Trade Organization (ITO), was to be created to handle the trade side of international economic cooperation, joining the other two Bretton Woods institutions. Although the ITO charter was finally approved in Havana in March 1948, the opposition of the U.S. Congress removed this organization. Instead of the ITO, the group of 23 nations by the time the deal was signed on 30 October 1947 and the General Agreement on Tariffs and Trade (GATT) was born. As a consequence of the ITO death, the GATT became the only multilateral instrument governing international trade from 1948 until the World Trade Organization (WTO) was officially established in 1995. 
The IMF, the leading financial organization, stands ready to lend foreign currencies to member countries to assist them during periods of significant external deficits. A pool of gold and currencies contributed by members provides the IMF with the resources required for these lending operations. The funds are lent only under strict conditions, and borrowing countries’ macroeconomic policies are continually monitored. The IMF’s main mandate is to facilitate the growth of international trade and promotes employment, economic growth, and poverty reduction. It also supports exchange rate stability and an open system of international payments. The IMF lends foreign exchange to members when needed, on a temporary basis and under adequate safeguards, to help them address balance of payments problems.

In this context, it has doubled member countries’ access to fund resources and streamlined its lending approach to reduce the stigma of borrowing for countries in need of financial help.

The IMF comes to the rescue of the countries affected by the perpetual financial crisis with considerable loans, accompanied by policies designed to control domestic demand, which included fiscal austerity and tightened monetary reins. 
The IMF has taken several steps to improve economic and financial surveillance, which is its framework for providing advice to member countries on macroeconomic policies and warning member countries of risks and vulnerabilities in their economies. The IMF is devoting more resources to the analysis of global financial markets and their links with macroeconomic policy. It also offers training to country officials on how to manage their financial systems, monetary and exchange regimes, and capital markets. 
The World Bank’s main objective is to help developing countries fight poverty and enhance environmentally sound economic growth. For developing countries to grow and attract business, they have to [6]: 
· Strengthen their governments and educate their government officials.
· Implement legal and judicial systems that encourage business. Protect individual and property rights and honor contracts. 
· Develop financial systems robust enough to support endeavors ranging from microcredit to financing larger corporate ventures. 
· Combat corruption. 
Given these targets, the World Bank provides funds for a wide range of projects in developing countries worldwide along with financial and technical expertise aimed at helping those countries reduce poverty. 
The World Bank’s two closely affiliated entities—the International Bank for Reconstruction and Development (IBRD) and the International Development Association (IDA) — provide low- or no-interest loans and grants to countries that have unfavorable or no access to international credit markets. Unlike private financial institutions, neither the IBRD nor the IDA operates for profit. From an investment perspective, the World Bank helps to create the basic economic infrastructure that is essential for the creation of domestic financial markets and a well-functioning financial industry in developing countries. IBRD lending to developing countries is primarily financed by selling AAA-rated bonds in the world’s financial markets. This capital consists of reserves built up over the years and money paid in from the Bank’s 185 member country shareholders. 
The IDA is the world’s largest source of interest-free loans and grant assistance to the poorest countries. Its funds are replenished every three years by 40 donor countries. Additional funds are regenerated through repayments of loan principal on 35- to 40-year, no-interest loans, which are then available for relending. 
Besides acting as a financier, the World Bank also provides analysis, advice, and information to its member countries to enable them to achieve the lasting economic and social improvements their people need. Another of the World Bank’s core functions is to increase the capabilities of its partners, people in developing countries, and its own staff. It has set up links to a wide range of knowledge-sharing networks to address the vast need for information and dialogue about development. 
There are two important informal group of financial officials, the London Club of private creditors and the Paris Club of public lenders that have a central place in the global financial infrastructure.

The London Club is an informal group of private creditors on the international stage. The London Club is the organization responsible for rescheduling debt payments made by countries to commercial banks. The Paris Club is an informal group of financial officials from the world's biggest economies, which provides financial services such as debt restructuring, debt relief, and debt cancellation to indebted countries and their creditors. Debtors are often recommended by the International Monetary Fund after alternative solutions have failed. The Paris club is chaired by a senior official of the French Treasury. 

The World Trade Organization (WTO) provides the legal and institutional foundation of the multinational trading system. It is the only international organization that regulates cross-border trade relationships among nations on a global scale. It was founded on 1 January 1995, replacing the General Agreement on Tariffs and Trade (GATT) that had come into existence in 1947. The GATT was the only multilateral body governing international trade from 1947 to 1995. It operated for almost half a century as a quasi-institutionalized, provisional system of multilateral treaties. Several rounds of negotiations took place under the GATT, of which the Tokyo round and the Uruguay round may have been the most far-reaching. The Tokyo round was the first major effort to address a wide range of nontariff trade barriers, whereas the Uruguay round focused on the extension of the world trading system into several new areas, particularly trade in services and intellectual property, but also to reform trade in agricultural products and textiles. The GATT and the General Agreement on Trade in Services (GATS) are the major agreements within the WTO’s body of treaties that encompasses a total of about 60 agreements, annexes, decisions, and understandings. So far, under GATS, which came into force in January 1995, banks, insurance companies, telecommunication firms, tour operators, hotel chains, and transport companies that want to do business abroad can enjoy the same principles of free and fair trade that had previously applied only to international trade in goods. In November 2001, the most recent and still ongoing round of negotiations was launched by the WTO in Doha, Qatar. No agreement has been reached in Doha so far, however, despite intense negotiations at several ministerial conferences and at other sessions. The WTO’s most important functions are the implementation, administration, and operation of individual agreements; acting as a platform for negotiations; and settling disputes. Moreover, the WTO has the mandate to review and propagate its members’ trade policies and ensure the coherence and transparency of trade policies through surveillance in a global policy setting. 
Finally, the WTO is in close cooperation with the other two Bretton Woods institutions, the IMF and the World Bank. From an investment perspective, it would be hard to conceive of today’s global multinational corporations without the major institutional and regulatory base provided by the WTO’s framework of global trade rules. Modern financial markets would look different without the large, multinational companies whose stocks and bonds have become key elements in investment portfolios. In the equity universe, for instance, investment considerations focusing on global sectors rather than national markets would make little sense without a critical mass of multinational firms competing with each other in a globally defined business environment.

UNCTAD, another organization dealing with international commerce, is the principal organ of the United Nations General Assembly dealing with trade, investment and development issues. The organization's goals are to increase development opportunities of developing countries and assist them in their efforts to integrate into the world economy on an equitable basis. 

The primary objective of UNCTAD is to formulate policies relating to all aspects of development including trade, aid, transport, finance and technology. The conference ordinarily meets once in four years; the permanent secretariat is in Geneva. One of the principal achievements of UNCTAD has been to conceive and implement the Generalised System of Preferences (GSP). The UNCTAD’s aim is to promote exports of manufactured goods from developing countries, by implementing special tariff concessions to such exports. Since imports of such items from other developed countries are subject to the normal rates of duties, imports of the same items from developing countries would enjoy a competitive advantage.

Seminar. International Monetary and Financial Institutions

1. The International Monetary Fund: the target and mechanism of action.

2. System of the World Bank: the objectives and activities

3. International and regional monetary and financial organizations as subjects of the world economy.

4. European clubs of creditors: the principles of operation.

5. Developing countries in the international monetary and financial organizations.
Unit 10. Guiding the functioning of national economic entities in the global economic sphere

The involvement of countries in the world economy: performance, dynamics and results. Proportionality of the external sector and the national economy.

Socio-economic problems of the creation, distribution and use of national and global wealth.

Protection of national interests in the context of globalization. Russia's national security in the context of global development. Impoverishes growth. Strategy of import substitution and export-oriented growth.

Sovereignty and Transparency. Sovereignty refers to the rights of nations to be free from unwanted foreign interference in their affairs. One of the strongest complaints about international institutions is that they violate national sovereignty by imposing unwanted economic policies. For example, when a country experiences a financial crisis, the IMF is often the only potential source of outside help. Once engaged, however, the IMF imposes conditions that sometimes amount to a complete rearrangement of national economic policies. Specific examples include IMF requirements that countries cut government spending, privatize their publicly owned enterprises, and open their financial sector to the free movement of capital. Each of these may go against public preferences. For example, when a country is in the midst of a financial crisis, cuts in government spending can increase the depth of a recession and often have a disproportionately

large impact on the middle class and the poor. Aside from the potential benefits or costs, it often appears that governments are coerced by the international financial community. In response to this perception, some argue that if countries avoid financial crises, they do not need to ask for help. Furthermore, it would be harmful to everyone if the IMF lent money unconditionally. Still, the issue of how hard international institutions should be allowed to push countries to change their policies is an open debate.

Closely related to the issue of sovereignty is the issue of transparency.

Transparency concerns are based on questions about the decision making that occurs within international institutions. As noted earlier, the IMF and the World Bank have voting structures based on the size of the quotas or dues paid by each country. This gives the United States in particular, and developed country interests in general, control over these bodies and makes it difficult for them to differentiate U.S. or EU interests from the interests of client countries.

For example, a client country may be told to open its financial markets because it will increase foreign capital inflows and investment, but the main beneficiaries are banks and financial firms in the United States or the EU.

Some critics conclude that IMF and World Bank policies are explicitly designed to benefit special interests in developed countries and do not serve the interests of the world economy.

The governing structure of the WTO is not based on quotas or dues, but developing countries are at a disadvantage because they lack the armies of lawyers, trade association lobbyists, and industry specialists that the United States and the EU can muster during a round of negotiations. A specific example is the Uruguay Round deal on agriculture and intellectual property rights. Developed countries pushed a comprehensive and strict set of enforcement policies for protecting intellectual property rights (copyrights, trademarks, patents, brand names, and so on). In return, developing countries thought that they would face fewer barriers to selling agricultural products in industrial country markets. In fact, their access to developed country agricultural markets was much less than anticipated, and the costs of enforcing intellectual property rights turned out to be higher than expected.

Ideology. Issues of sovereignty and transparency are compounded by questions about the value of the technical economic advice given by the IMF and other institutions.

Some of the sharpest criticisms come from economists who strongly favor international economic integration but argue that the advice and technical assistance provided to developing countries reflect the biases and wishes of developed countries’ interests. For example, critics charge that the IMF views financial sector interests as preeminent, often to the harm and neglect of other sectors. When polled, the vast majority of professional economists favor more open trade over protectionism, but there is no consensus on whether developing countries are better off with the free movement of capital. Some economists favor free capital movement as a means of ensuring adequate investment, while others favor limits on capital flows in order to reduce the risk of financial crisis. There are strong arguments on both sides of this debate, but given the costs of the financial crisis that started in 2007, it seems highly likely that the proponents of more controls on capital flows, with more regulations and less open capital markets, will become more influential. This means that the position of the IMF over the last few decades has begun to shift away from completely open capital markets and toward more regulation. As always, the goal will be to find ways to minimize volatility and risk while ensuring that capital is available where it is needed.

Similarly, the IMF and World Bank have been major proponents of privatization. Privatization of publicly owned enterprises can have a number of benefits, but it can also impose high costs. When countries lack regulatory structures or when local institutions are easily captured by powerful economic interests, privatization may trade a public monopoly for a much more predatory private one.

Similar criticisms have been voiced about the lending practices of the World Bank. Some critics view its loans and development programs as frequently driven by ideological goals that are out of touch with local conditions and therefore unlikely to achieve the intended development outcomes. These critics share a deep skepticism about grand schemes for “fixing a country” all at once with a universal set of policies that can be applied anywhere.

It is important to note that international institutions are often blamed for outcomes that they did not promote. They are easy targets and more than one national government has blamed them as a way to deflect criticisms. “The IMF made me do it” can be an easy way out of a difficult domestic political situation.

Implementation and Adjustment Costs. Trade agreements and the WTO are a major focus of complaints by the critics of economic integration. In particular, when agreements combine developing and developed countries, asymmetries in negotiating skills and the ability to absorb the costs of implementation and adjustment are singled out for criticism. An often cited example is the previously mentioned case of the Uruguay Round agreement on intellectual property rights. In order to implement this part of the agreement, developing countries have to create or improve their patent systems and copyright and trademark enforcement mechanisms. The latter step would entail cutting down on pirated drugs, videos, CDs, software, and so on. The opportunity cost of implementing this part of the agreement is substantial, particularly for a developing country with very limited resources.

Once in place, trade agreements always impose costs in the form of adjustments to the new opportunities and challenges. Some markets will expand while others will contract. In general, the costs of adjusting to the new incentives are less significant than the benefits, but for some developing countries the adjustment costs may be quite large. Developing countries tend to have higher unemployment (often disguised or hidden in the informal sector), so that workers laid off in a contracting industry may spend more time looking for work. Their economies are also less diversified, and sudden shocks such as a surge of imports can have large effects. These problems are made more severe by the lack of social safety nets to protect unemployed workers and their families.

In order to take advantage of the opportunities presented by greater access to foreign markets, countries may need to construct new infrastructures, for example, roads and ports for moving fresh produce. The ability of developing countries to build infrastructures is more limited than for developed countries, as is the access to credit.

Issues of sovereignty and transparency, ideological biases, and the costs of implementation and adjustment are only a partial catalog of the concerns raised by the critics of international institutions. In general, however, there is widespread agreement among professional economists that there are theoretical and practical reasons for their existence. Nevertheless, beyond a basic consensus about need, many issues remain subject to debate, particularly issues of governance and the amount of authority that should be vested in international organizations.

In spite of these uncertainties, it is safe to say that if these international institutions did not exist, we would create them.

Seminar. The current stage of development of the world economy

1. International economic relations and the integrity of the world's masters-stvennoj system.

2. Practical and analytical subsystems target of the global eco-nomics.

3. The opening of the economy and economic security on a personal-natsio, regional and global levels.

4. The experience of the interstate integration of various regio-nah world *.

5. The redistribution of spheres of influence in the world economy subjects the results, Tata political and economic transformations.

6. The contemporary world: the unity of the integrity and diversity.
Unit 11. The Asian vector of economic development 

The historical aspects of the formation of the Asian economic model. Factors of economic growth in East Asia (Japan, Taiwan, South Korea). Government intervention versus laissez-faire in regional public policy. Successful and failing development strategy in South-East Asia. The processes of market transformation of the Chinese and Vietnamese economies. Post-crisis development of the region.
Integration in East Asia: the historical development and current incentives. Major political and economic characteristics of the region's integration blocs: ASEAN, APEC, SCO, TTP. Trade and economic cooperation in the region. Regional monetary and financial relations. Prospects of monetary unions in the framework of integration associations. The Asian Development Bank and the Asian Infrastructure Investment Bank. Constraints and prospects for financial integration.
Model of economic development “flying geese”

In the second half of XX century some East Asian countries, Japan, South Korea, Taiwan and later China succeed in the rapid economic transformation from poverty to wealth. J. Studwell [Studwell, 2013] suggests three types of policy: agriculture, manufacturing and financial system.

Особенности японской модели: поддержка США в развитии экономики, интеграции в мировую институциональную систему, Япония – лоббист интересов США в противовес социалистическому КНР, ресурсозависимость и ставка на интернационализацию, высокая культура производства из-за специфики восприятия окружающего мира, совершенства и идеализма.

The first, who formulated the theory of “flying geese,” was Japanese economist Kaname Akamatsu. According to this doctrine, the country is gradually moving towards technological development, following the example of countries that are already in front of them in the developing process. The main goal of the theory is the industrialization/ modernization of economy. However, the development is achieving not through the replacement of imports by domestic production with the assistance of foreign trade restrictions and discrimination against imports, but through the growth of potential export of the country. 

Besides, the model of “flying geese” could be estimated as a natural result of market developments: the economy with surplus of labor force and the lack of capital in the international market are become the competitive in labor-intensive sectors. However, as soon as savings and education is started to create a reserve of capital and skilled labor that give an impulse of emerging of the industry with the more capital-intensive sector, and therefore, it increases the competitiveness of the whole economy. 

What’s more, an export platform is a base for the model of “flying geese.” The idea of that platform is simple- to establish so-called enclave economy. Namely, that kind of economy would be open to foreign investors; would be integrated into the global economy; would not face with the problems of infrastructure, security, rule of law, and trade policies that burden the rest of the economy. In Asia, for instance, there are several variations of the export platform, such as export-industrial zones, customs storage, special economic zones and refund system of customs duties. In addition, governments have supported these kind of institutions through the macroeconomic policies in order to stimulate labor-intensive exports, especially through appropriate exchange rate. 

Nevertheless, this model is also have negative aspects. Among the others, it is worth to mention the globalization of economic life, the strict rules of the global division of labor, limited markets, striving to obtain the highest profit at the expense of exports of high-tech products and a glut of product markets, the natural competition of exporting countries. Until the moment then the economy and the financial sector of the “catching-up” countries remained relatively closed, and the national currency was not freely convertible, fluctuations in the world market had no significantly effected these countries. However, the moment of opening economy made the national currency bonded to the hard currencies of developed countries, and the national market fallen under the   influence of world market conditions. Besides that, taking into account the fact that as the basis of “catching-up” development is the adoption of the of export orientation policy, the dependence on the world's major markets, such as the United States, Japan and the European Union, is becoming more significant due to the deceleration of economic development of those countries and the necessity of counteractions toward potential competitors. All of these make it difficult to maintain the high level of exports of catching-up countries. These limitations are objective; however, it does not mean that they are unconquerable.

Ways to overcome the crisis

Based on analysis of the economic crisis of 1997-1998, and especially the following events related to overcoming the consequences of the crisis, the main reasons of emerging the crisis referred to the political sphere, not to economy. Thus, the rule of law in a large scope of Asian countries remains weak, while the strong central governments do not control the powerful and politicized bureaucracy that ignoring regional and local interests, the judiciary and private property rights. Moreover, corporate and personal interests in most cases are prevailed over the interests of the state, which is ultimately led to the “financial overheating.” For instance, the peculiarity on functioning of “chaebol” in South Korea, the corporate interests “Suharto clan”  in Indonesia, and the connivance of state protectionism toward  a number of substantial financial-industrial groups in Japan – it a small pieces of events that  had led to the crisis.

Interestingly, there where the understanding of these problems became obvious fast enough, successfully overcome the crisis. At the same time, there are some countries, which economies are still surpassing the consequences of the crisis due to the government of those are just “renew the façade” of political relations within the society. However, the fact of overcoming the crisis illustrates the correct choice of the strategy of economic development. 

Furthermore, it is equally important to emphasize the fact that some countries had avoided the financial crisis in general. A remarkable example of good planning and implementing of the long-term and mature strategy is Taiwan. Thus for Taiwan, the key to success is the implementation of a combined strategy of establishing of competitive advantages of domestic production. Taking into account the fact of competition in the global market, Taiwan has adopted a strategy of “flying geese” and upgraded several of its already existing potential. 

The strategy, which was implemented in Taiwan, is called the “export-oriented import substitution.” Its allowed to Taiwan to avoid deadlocks of a strategy of “flying geese” and import substitution, simultaneously use advantages of both of them. The result surpassed all expectations. If China and India due to export expansion was provided from 5% to 8% to GDP growth; in Thailand - 14-16%, in South Korea - 42-45%, while in Taiwan, enlarge of domestic demand provided up to 43-45% with exports elevation - 55-57% of GDP growth. 

Compare to the other “Asian tigers,” during 1970s, Taiwan transformed into exporter of capital (at the beginning of the 21st century it was equivalent to 4-5% of GDP and foreign exchange reserves have reached in 2003 up to US$ 103.5 billion, apr. 2015 is US$ 418.74) and strictly controlled its investment expansion. Through pursuing a policy of tactical, reasonable, and consistent financial liberalization, it did not allow influx of “hot money” that had been destroyed the economy of a number of Asian countries and countries with transition economies. It is the second component of Taiwan success.

[image: image1.png]TAIWAN FOREIGN EXCHANGE RESERVES.

4000

3500

3000

250

2000

1500

500
17171998 17172001 17172004 17172007 17172010 17172013




In addition, follow the experience of the “catching-up” economies of Asian countries; states that stepped up its exports at the same time with the process of import substitution have achieved the greatest successes. There is a logical explanation of this. 

According to indicators of economic development, the main characteristics of developing countries that have chosen the strategy of import substitution were high inflation, low level of savings and return on investment, the problem of external debt and balance of payments and as a consequence, the slow pace of economic growth and welfare of population. A great number of states was not able to re-structure the domestic market by using local production products. Moreover, the companies of “young industry,” which were widely supported by the governments, have not reach a competitive level.

Finally, due to constant lack of the state financial resources, entities that have chosen this strategy fell into a vicious circle: foreign loans did not provide the necessary progress and only increase the necessity of new loans, that led to a further lessening of economic growth, the growth of financial, technological and commodity dependence of the economy. The result is even greater dependence on it.
Another important fact is that the strategy, implementation of which is associated with direct government regulation, promotes the growth of corruption within the bureaucratic apparatus. Based on experience, the policy of import substitution is tempted to cover the additional costs of protection of domestic producers in order to compet with imports by the expense of consumers and producers-exporters through the price distortions, which is using direct state regulation, in particular, through trade and currency restrictions.

It is worth to mention additional factor, thus, any strategy of “catch-up” economy involves activation of the process of industrialization. Besides, at the higher qualitative level. In turn, it requires involvement of new technologies, modernization of existing enterprises and establishing of new industries, and new staff training. However, on the stage then the state is not responsible for the social sphere it is hardly possible.
What’s more, in the context of implementing of the concept of import substitution is extremely vital the role of state. It is not regarding to the protectionist measures toward domestic commodity producers and demand to stimulate science and education as a fundament of the successful implementation of the concept of import substitution. It is concerning the selection of the import substitution strategy in general, either internally focused or externally oriented.
The difference between these two strategies is fundamental. While choosing the first, the priority is given to the development of the internal market of industrial and food products, the purpose of which is to achieve a structural change in the economy toward the direction of further industrialization. For the second is essential the promotion of domestic products on the world market, which indirectly could affect the economic structure toward the direction of post-industrial development. The results that could  be achieved through choosing the first case were described in the beginning. Japan and “Asian tigers” are examples of the second case. However, in order to achieve similar results, it is necessary in some point being ready to join the pack of “flying geese” and repeat the experience of Japan. 
This experience is quite simple. All of these states have stressed the rapid growth of exports, followed by a reasonable tax policy, had high levels of savings, pursued a policy of state support for literacy and primary education, not undermine agriculture and achieved a rapid transition to increase  birth rate. 

Moreover, all of them implemented transformation of industrial production, with the stress on the development of science - and technology-intensive technical, such as automotive, consumer electronics, semiconductor industry; output of the relevant industrial production with its subsequent export to the world markets. Furthermore, its focused on the organization of a large-scale program of research and development (R&D) and training of new staff.
In addition, it is worth to mention the role of the civilizing factor in modernization process, which allowed using the traditional system of organization management of the enterprise, based on, for example, in Japan - institution of house and family. Ultimately, the most important component of “Japan model” is a role of the state in economic development. The government is a so-called a sensitive barometer that responses straightaway to economic difficulties and taking almost automatically the necessary measures to regulate the market. 
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