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Summary 
International economics involves the exchange of goods and services between countries 
as well as trade in financial assets. This exchange provides citizens with the opportunity 
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to consume goods and services from a variety of countries and enables world production 
to become more efficient in the sense that countries can concentrate their production on 
those goods that best suit their circumstances. As a consequence, total global output of 
goods and services increases, leading to potential increases in consumer welfare. 
 
The worldwide growth in international trade in recent years has been substantial, so 
much so that the term globalization is appropriate. While the motives for engaging in 
international trade are clear, the factors determining the pattern of this trade are still 
debated. Differences in factor endowments, technology, political and social institutions, 
infrastructure and consumer tastes have at various times been offered as reasons why 
countries export certain goods and import others. Various theoretical models have also 
been developed to try and explain the pattern of world trade and governments have tried 
at various times to restrict this trade to protect special interest groups. 

 
The interaction between international trade, growth and sustainable development is an 
important one. Historically the argument that freer international trade will lead to higher 
growth rates and sustainable development has been dominant. More recently, it has been 
argued that some government involvement is necessary to ensure that consumers are 
protected and that resources are preserved for future generations. The issues of tariff and 
non-tariff barriers to trade, strategic trade policy, and trade liberalization are discussed 
in this framework. 

 
The provision of financial services can be traced back to the Phoenician Era in 1000 B.C. 
although the present day sophistication and development of modern multinational 
banking and financial institutions is a far cry from these early beginnings. The evolution 
of the international financial system has played an important role in facilitating the 
growth in trade, as has the growth of capital markets. This is especially the case today 
with the emerging economies in central and eastern Europe, along with some Asian and 
Latin American countries. This evolution includes a viable set of international trade 
agreements and/or laws to solve disputes when they occur and to reduce the level of 
corruption. 

 
Achieving economic transformation of these emerging economies involves domestic 
policy reforms as well as a conducive international setting. The importance of 
international institutions in facilitating and encouraging trade and sustainable 
development through grants and foreign aid is clear. There is some debate about the 
costs of domestic policy reforms that are imposed on some of these economies by 
international institutions as a condition of receiving foreign aid or loans. The solution to 
the ongoing problems of income distribution and sustainable development are crucial 
for the future well-being of the planet and its inhabitants. 
 
1. Introduction 
 
The subject matter of international economics and finance includes all transactions that 
cross national boundaries, including trade in goods and services, capital and labor 
markets, and transactions in financial assets. International economics is an extension of 
domestic trade but with certain important differences due to the environment in which 
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trade takes place. Unlike trade within countries, barriers between countries prevent the 
completely free movement of goods, persons and capital. These barriers may be 
political, social, or linguistic as well as economic. Barriers that are primarily economic 
include customs duties, direct trade restrictions, or exchange controls. In some cases, 
impediments to trade are more subtle and take the form of elaborate customs 
procedures, packaging requirements, health regulations, and mixing regulations that 
require the use of a given minimum quantity of a domestically produced raw material in 
conjunction with an imported product. 
 
The free flow of international trade may also conflict with the internal domestic policy 
objectives of the trading partners. For example, each country has its own specific needs 
and domestic regulations on taxes, investments, competition, wages, and prices, which 
will significantly affect trade and investment. A good example is the conflicts that have 
arisen between the EU countries domestic policies and the maintenance of a strong Euro 
currency in the foreign exchange market. Cultural variables will also affect trading 
relations between countries. These cultural values can consist of a set of beliefs, values, 
and attitudes. For example, drinking alcohol at social or business occasions is outlawed 
in most Islamic countries but is acceptable in Western cultures. National currencies 
make it essential to have a foreign exchange market, and movement in such markets can 
be affected by speculators and arbitrageurs. This adds a further source of instability in 
international trade that is not present in domestic commerce. 

 
The importance of international economics in the world economy can be demonstrated 
in a number of ways. First, international trade enables all of us to consume goods and 
services from a variety of countries. These goods vary from Japanese and Italian cars to 
French cheese or fashion. It also enables resource-poor countries to access raw materials 
that are necessary for the development of their industries. Second, this trade and 
specialization increases world production efficiency in the sense that countries that are 
more efficient in the production of certain goods can concentrate on that production, 
export it, and import what they do not produce. In this way, total global output of the 
goods and services can increase, leading to increased welfare, employment 
opportunities, and the like. 

 
Table 1 shows the world exports of merchandise and commercial services for the period 
1996–8. Note that world exports fell in 1998 due to the Asian crisis and its 
repercussions. This feature is also captured in Table 2, where the rates of growth of both 
imports and exports are shown. What is clear, however, is that trade is still a very 
important component of total world output. 
 

 
 

Table 1: shows the world exports of merchandise and commercial services for the 
period 1996–8. 
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Table 2: Exports/imports. 

The liberalization of trade flows, both in goods and services, plays an important role in 
advancing economic policy in the world economies. An important contribution to 
sustainable development and better environmental protection was made at the Uruguay 
Round negotiations. The member countries of the World Trade Organization (WTO) 
acknowledged that an open non-discriminatory trading system was a prerequisite for 
effective action to protect the environment and to generate sustainable development. 
This is based on the assumption that most countries, developing countries in particular, 
are dependent on trade as the main source of continued growth and prosperity. 
 
2. Historical Development 

Between the mid-sixteenth century and late seventeenth century, a powerful merchant 
class rose up in Europe as a result of the growth in international trade. This merchant 
class was primarily concerned with the relationship between a country’s wealth, 
identified by its stock of precious metals, and its balance of trade. The doctrine known 
as Mercantilism that evolved at this time represented one of the earliest justifications for 
international trade. Its basic idea was that wealth was necessary for national power. This 
wealth was achieved by an interventionist philosophy that advocated government 
regulation to achieve a surplus on the balance of trade in order to accumulate precious 
metals. Hence merchants saw no virtue in a large volume of trade per se but 
recommended policies to maximize exports and minimize imports. In this way countries 
were able to amass holdings of gold and silver. To achieve this objective, tariffs and 
other import restrictions were enforced and exports were subsidized. 

Mercantilism was a highly nationalistic policy and ran into intense criticism in the 
eighteenth and nineteenth centuries from the new laissez faire (classical) school of 
economics. At the time, however, the policy had some elements of rationality in the 
following sense. As a way of raising money to support armies and provide internal 
stability, taxing the foreign sector was more attractive to the rulers than taxing the 
landed gentry and peasantry. Second, restrictions on imports of machinery and raw 
materials could be thought of as a form of infant industry development policy. 
 
The laissez faire or classical school pointed out two major weaknesses in the 
mercantilist arguments, and their criticisms influenced public policy in the nineteenth 
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century. The Scottish philosopher, economist, essayist, and historian David Hume 
(1711–1776) pointed out one fallacy. As he explained, when a country increases its 
exports and accumulates more gold and silver coins, the money supply in the economy 
increases. He essentially used a simple quantity theory of money to argue that this 
increase in the money supply led to inflation or price increases in the domestic economy 
(under a fixed exchange rate). This increase in domestic prices made exports more 
expensive and hence they fell. At the same time, this increase in domestic prices made 
imports cheaper and they rose. With exports falling and imports rising, the country’s 
money supply (precious metals) falls, so that a policy of maintaining an export surplus 
in the long run would be self-defeating. This process was called the “price-specific flow 
mechanism.” 

 
The second weakness was pointed out by Adam Smith in his 1776 Wealth of Nations. 
He observed that a country’s wealth lies not in its stock of precious metals but in the 
quantity and variety of goods and services, domestic and foreign, that its citizens are 
able to afford. Furthermore, this “wealth” is increased by an inflow of goods and 
services, not by an inflow of precious metals. 

 
These two arguments – that an export surplus cannot be maintained indefinitely and that 
consumers gain from trade – remain central to any modern day discussion of free trade 
versus protectionism. Doubts about the wisdom of the commercial policy advocated by 
the mercantilists were reinforced by David Ricardo (1772–1823) and John Stuart Mill 
(1800–1873). 

 
David Ricardo was the pioneer of the concept of comparative advantage. He was the 
first to demonstrate formally that, in a two-good, two-country world, even if one 
country is absolutely more efficient in producing both goods than another country, trade 
will still benefit both if one specializes in that good in which its relative efficiency is 
greater, while the other produces that product in which its relative inefficiency is less. A 
specific example that illustrates this basic theory of comparative advantage is discussed 
elsewhere (see also “Comparative advantage and trade policy”). 

 
John Stuart Mill’s contribution was to refine, clarify and extend the Ricardo analysis to 
demonstrate that free trade was superior to mercantilism from the point of view of the 
consumer. These arguments had a great deal of influence in Britain, where free trade 
was adopted in the mid-nineteenth century. Thus, from the earliest days of Hume, 
Smith, Ricardo, and Mill up to the present, international economics has always been 
preoccupied with public policy. 

 
The theory of comparative advantage initially introduced by Ricardo has been used as a 
backstop to more recent developments in international trade. The work of Ricardo and 
Mill was an attempt to explain the determinants of international trade and specialization 
via technological differences between countries. This work was extended by E. 
Heckscher (1919) and B. Ohlin (1933), who argued that the determinants of 
international trade depended on differences in factor endowments between different 
countries. Extensions to their theory added consumer taste differences as a determinant 
of trade. 
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More recently, the new theories of international trade have taken the standard model of 
Heckscher and Ohlin (HO) and dropped the assumption of perfect competition and 
product homogeneity, and have analyzed the determinants and effects of international 
trade in the context of imperfect competition and/or product differentiation (Grossman, 
1992; Krugman, 1979). Under this heading of new theories comes strategic trade policy, 
where there is interaction between the firms in international trade so that the actions of 
one firm may have significant effects on the action of another. This development 
marries industrial organization theory, game theory and the traditional trade theory of 
HO (Shaked and Sutton, 1984; Puga and Venables, 1997). 

 
The fundamental assumptions that applied to what one can call the orthodox theory 
(Ricardo and HO) were, first, that there is perfect competition and, second, the 
commodities that are internationally traded are homogeneous and identical. That is, the 
homogeneous commodity X in country A is identical to the homogeneous commodity X 
in country B. The new trade theory developments drop one or both of these assumptions 
and emphasize trade via intra-industry trade and increasing returns to scale. 
 

 
 

Table 3 Orthodox theory and the new theories of International trade. 
 

Vertical differentiation refers to products that differ only in quality, for example, suits 
made out of different grades of wool. Horizontal differentiation refers to products of the 
same quality but different in their (real or presumed) characteristics, for example suits 
of the same quality, but of a different color or style. Thus this new trade theory has 
added a whole range of different reasons and motives for trade (see also “Comparative 
advantage and trade policy”). 

 
Given these new developments in factors determining trade, the implications for 
economic policy become more complicated. Since there may be some interaction 
between firms involved in international trade – and since the market structure is either 
monopolistic, competitive, or oligopolistic – strategic trade policies now become 
relevant. In orthodox theory, there was no role for strategic trade policy. Unfortunately 
since the models and results in the new trade theories are contradictory, they do not 
provide any practical guide to government policy. Nevertheless, it is important to 
understand how these models work and their analytical implications, since it may be 
better to have a collection of examples that may capture what is actually going on in the 
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world economy rather than restrict oneself to an integrated theory that is too restrictive. 
In models of strategic trade policy, interactions between governments (pursuing their 
own optimal policies) become relevant. The motivation for government intervention is 
to capture rents or external benefits at the expense of other countries, or alternatively, to 
prevent them from obtaining benefits at our expense. Thus the rationale for such 
policies relies on the fact that rents such as monopoly profits exist, or that these are 
external benefits of production. Government intervention could then be used to increase 
a country’s share of these rents or benefits by, for example, promoting domestic 
development of those industries that create these substantial rents or benefits. The 
crucial condition here is that national welfare can increase, provided these industries are 
domestically owned. However, such industries are also the targets of multinational 
firms, international joint ventures, and partnerships. Nevertheless, it is undoubtedly true 
that the theoretical possibility of strategic trade policies has made it easier for interest 
groups and lobbyists to argue for government intervention in specific industries (see 
also “Comparative advantage and trade policy”). 
 
- 
- 
- 
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