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International Economics: the subject

� General subject:

- the economic and financial interdependence 
among nations,

� Specific subjects:

- the flow of goods, services (including labour
services), payments, and monies between a 
nation and the rest of the world,

- the policies directed at regulating these flows, 
- and their effect on the nation’s welfare. 
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International Trade and Finance
� International Trade: 

- based on microeconomics, 
- focused on real flows (goods, services),

� International Finance: 
- based on macroeconomics, 
- focused on financial flows (currencies, assets), 

� They are two sides of the same coin: 
- IT may give rise to financial problems, 
- IF conditions IT.

� Both contribute to economic growth, but also to 
economic crises.
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Main issues in International Trade

� Why do nations trade? (it is very convenient)

� Is international trade good for all? (no)

� What types of goods do nations trade? (many, 
including capitals and working hours, ie production factors)

� Which nations do trade? (advanced and less advanced)

� What type of market is the international one? 
(competitive as well as monopolistic)

� What policies for (or against) trade? (e.g. no tariffs)

� How to regulate trade? (through international agreements)

�Let’s see how (some of) these issues arise.
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Exports+Imports/GDP
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Change of Exports/GDP

Change of GDP
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Comments on the charts

� International trade is not a new phenomenon, but
its rapid increase is. 

� International trade may reverse toward countries’
autarky

� International trade and GDP grow together
� International trade increases more than GDP 

(trade globalization).

� These two latter facts suggest that international
trade positively affects GDP: why?
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Why do nations trade?

� Because of great gains from trade.

Economic growth that takes great advantage from
internal trade (internal markets). It can take further
advantage from international trade.

� Gains from trade come from:
- greater goods diversification,
- access to key inputs (eg natural resources),
- specialization in production.
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Main explanation

� International market is obviously greater
than the internal market.

� This enhances the division of labour among
nations.

� Each nation can specialise.
� Specialisation facilitates monopolistic

competition and innovations.
� International trade can accompany or even

lead national economic growth.
� But imports should be paid in foreign

currency, so that a number of issues arise
in International Finance.
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Who trades?
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Comments on the chart

� The bigger the country, the greater the absolute
international trade

� The bigger the country, the smaller its
international trade relative to its GDP

� The size of exports tendentially matches the size
of imports
� this suggests that imports are paid with
exports, and if imports exceed exports financial
problems may arise.
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Comments on the chart

� West Europe, China and North America are 
the biggest international traders:
- both between the three regions, 
- and within them

� East Europe+Russia, Latina America, and 
Africa are the smallest international traders
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Which goods are traded?
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Comments on the charts
� International trade mainly consists of natural

goods (commodities) and manufactured goods, 
rather than agricultural products.

� In the past, however, international trade mainly
consisted of food

� Advanced countries mainly trade commodities
and manufactured goods. Less developed
countries mainly trade food

� More recent is country’s age of industrialization, 
the smaller the size of manufactured goods.
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Comments on the chart

� Advanced countries = North
Less Developed Countries = South

� International trade between South countries
increased more than International trade between
North countries

� Strangely enough, international trade between
North and South countries grows more slowly
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� why don't nations import everything they 
need?

�Because each nation normally pays
imports through a different currency than
the domestic one, 
i.e., through something that the nation
cannot produce.

The basic issue in International 
Finance?
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Related issues in Int. Finance
� How does a country get foreign currency?

- exports (of goods) provide foreign currency,
- foreign capital inflows (i.e., international debts).

� Since debts must be paid back, should exports
be maintained in line with imports?

� What role is played by the exchange rate 
between the domestic and the foreign currency?

� How to register all international flows, both real
and financial, in a single balance sheet?

� �Let’s see (some of) these issues.
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Italy’s Trade Balance 1970-2019
(Exports-Imports)/GDP*100
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France’s Trade Balance 1970-2019
(Exports-Imports)/GDP*100
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Spain’s Trade Balance 1970-2019
(Exports-Imports)/GDP*100
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Australia’s Trade Balance 1960-2019
(Exports-Imports)/GDP*100
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Comments on the charts

� The Trade Balance oscillates around zero over
decades in several countries.

� I.e., the Trade Balance can be different from
zero, but not for too long.

However,…
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Germany’s Trade Balance 1970-2019
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UK’s Trade Balance 1970-2019
(Exports-Imports)/GDP*100
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U.S.- Trade deficit with China
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Comments on the charts
� In some countries, the Trade Balance departs

substantially from equilibrium.

� Germany’s surplus is the anomaly in the 
European Monetary Union.

� The UK deficit, and especially the US deficit 
are anomalies in the world.

� Since surpluses in some countries must be
balanced with deficits in other countries, 
national policies are constrained

� This suggests that not only deficits, but also
surpluses give rise to problems .
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How to relax the Trade Balance: the 
Capital Mobility
Types of capital flows:
� financial capital represents portfolio assets 

(such as stocks, bonds, currencies), and bank 
accounts. The usual aim is speculation. 

� Foreign Direct Investments represent physical 
assets such as real estate, factories, and 
businesses. The usual aim is to establish control 
on production.

� Official indebtedness. The usual aim is to 
manage the exchange rate of domestic currency.
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Capital flows (% of world GDP)
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Comments on the charts
� International capital flows have increased rapidly

after the 1990s, collapsed in the great recession, 
and then slightly recovered.

� Foreign direct investments have increased almost 
like merchandise trade.

� International capital flows are more volatile than
merchandise trade.

� Capital flows are :
- ‘good’, when they temporarily finance trade
deficits, thus favouring useful imports for economic
growth, 
- ‘bad’ when they speculate (eg forcing devaluation
of the exchange rate), thus triggering crises.
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Exchange rate

� A definition: the price of a unit of
foreing currency in terms of domestic
currency.

� Insofar as a currency can be bought
and sold, its price can fluctuate.
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Euros for 1 US$ in 2002-2020
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Euros for 1 GB Pound in 2002-2020

Brexit referendum
2016
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Euros for 1 Chinese Yuan/Euro in 
2005-2020

China enters the World Trade Organization in 2001
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Euros for 1 Jap. Yen in 2002-2020

Japan tendentially stagnates during these decades
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Comments on the charts

� Changes of the exchange rates can be
ample and persistent over time.

� Changes are very frequent because of
speculation.

� Predicting exchange rates dynamics is very
difficult, at least in the short run.

� It is easier to explain the effects of changes
in the exchange rates on the economies.
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The goals of International Finance
� Provide a methodology to register all

international flows, both real and financial, in a 
single balance sheet.

� Define the exchange rate, and explain its
changes in the long run only. 

� Explain the effects on the economy due to
exports, imports, changes in the exchange rates.

� Mention the problem of the international financial 
crises.

� Mention the short run effects of macro-policies.
� Explain the relation of the Trade Balance and 

the economy in the long run.
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End of the second lecture
of

International Economics
M. Pugno


