Learning Objectives

1
Introduction and Overview

Part 1 - Trade theory and policy

2
The theory of trade

When you have completed this chapter, you should be able to:

· outline the key features which distinguish mercantilist economic thinking;

· show how Adam Smith’s theory of absolute advantage, in the book Wealth

· of Nations, broke with the mercantilist tradition;

· define absolute and comparative advantage and show how they constitute

· a basis for trade;

· understand the theory of comparative advantage when it is stated in terms

· of the modern concept of opportunity cost;

· describe how factor endowments may constitute an explanation of the basis

· of trade;

· know the results of formal testing of the Ricardian and Heckscher–Ohlin

· models of trade;

· relate your knowledge of the theory of trade to real world trade patterns in

· the nineteenth and early twentieth centuries.
3
Developments in the theory of trade

When you have completed this chapter, you should be able to:

· understand the circumstances in which changes in technology can provide a

· basis for trade;

· discuss the effects of demand on the pattern of trade;

· comment on the place of the monopolistic firm in foreign trade;

· define increasing returns and explain how they help explain why firms locate

· in particular areas;

· explain geographical clusters of activity;

· describe a gravity trade model.
4
Theory of trade protection

When you have completed this chapter, you should be able to:

· describe the major instruments of trade policy;

· explain why exchange and capital controls can operate as barriers to trade;

· present the standard economic analysis showing the welfare effects of a tariff;

· say whether or not the welfare losses associated with a tariff are important;

· explain the optimum tariff and infant industry arguments for protection;

· outline traditional non-economic arguments for protection;

· show how ‘import protection’ can function as ‘export promotion’;

· explain how a strategic trade policy could be evaluated;

· demonstrate the transfer of monopoly profits under protection;

· discuss the political economy of trade protection;

· show how trade policy can encompass social objectives like ‘fair trade’ and

· ‘income distribution’.

5
International trade policy

When you have completed this chapter, you should be able to:

· explain why some countries are more protectionist than others, and why

· protectionist tendencies may vary over time in the world economy;

· discuss the ways in which the WTO system differs from that of its

· predecessor GATT;

· understand why environmentalists often appear to be dissatisfied with

· the WTO;

· outline the dilemmas facing the WTO with respect to food-safety issues;

· discuss whether a country is justified in keeping out goods and services

· from low-wage countries;

· define a trade bloc and explain what is meant by trade creation and trade

· diversion;

· appreciate the WTO’s attitude towards the trade policy of the EU and,

· correspondingly, the EU’s response to criticisms from the WTO.
6
Trade and growth, past and present

When you have completed this chapter, you should be able to:

· distinguish between the static and dynamic gains from trade;

· describe the ‘vent for surplus’ and ‘staples’ theories of trade and growth;

· outline and discuss the circumstances under which trade is likely to function

· as an ‘engine of growth’;

· discuss the role of trade liberalisation in today’s global economy with

· specific reference to developing and transition economies;

· consider the phenomenon of de-industrialisation and explain its relationship

· to trade;

· consider whether regional trading agreements can substitute for the liberali-sation

· of the global trading system.
7
International factor mobility

When you have completed this chapter, you should be able to:

· appreciate labour and capital flows in a historical context;

· discuss reasons for capital flows: rates of return, risk diversification, tariffs,

· location of raw materials and capital market imperfections;

· explain why a firm may wish to establish subsidiaries and affiliates abroad;

· outline the possible costs and benefits of multinationals from the perspective

· of the ‘host’ country;

· provide details of Europe’s FDI abroad during the 1990s;

· define labour migration and discuss its likely benefits and costs;

· discuss present patterns of labour migration into Europe.

Part 2 - International monetary economics

8
Balance of payments accounts

When you have completed this chapter, you should be able to:

· understand the reasons why a country or group of countries, such as

· the euro area, need balance of payments statistics;

· describe how a balance of payments account is drawn up and explain

· the main items in the account;

· show how the current account, capital account and financial account are

· constructed;

· discuss the role of the international investment position as indicating

· a country’s status as a net debtor or net creditor in the world economy;

· explain and comment on the euro area balance of payments and

· international investment position.

9
Foreign exchange markets

When you have completed this chapter, you should be able to:

· understand the role of firms, banks and brokers in the mechanism of interna-tional

· payments;

· explain spot and forward rates, swaps, futures and options;

· understand the appreciation and depreciation of a currency in the context of

· the demand for, and supply of, one currency relative to another;

· discuss why the values of currencies rise and fall;

· define nominal and real effective exchange rates;

· outline movements in the euro effective exchange rate;

· define absolute and relative purchasing-power parities;

· demonstrate how arbitrage ensures consistency in cross rates in different

· locations;

· describe international financial flows and show how they are affected by,

· and in turn influence, the foreign exchange market.

10
The exchange rate and economic policy

When you have completed this chapter, you should be able to:

· describe the functioning of the gold standard as it operated between 1880

· and 1914;

· explain and comment on the gold exchange standard, set up at Bretton

· Woods;

· give reasons for the breakdown of the Bretton Woods system in the early

· 1970s;

· explain how the exchange rate system of managed flexibility is designed to

· function;

· discuss the relationship between output, inflation and exchange rates under

· managed flexibility;

· describe the role of the exchange rate with an inflation ‘anchor’;

· comment on the volatility of flexible exchange rates;

· explain the different exchange rate regimes which are, in principle, available

· to policy-makers;

· describe and comment on the currency board system.

11
Capital flows and financial crises

When you have completed this chapter, you should be able to:

· distinguish between different types of capital flows;

· understand capital flows and financial crises in the context of portfolio theory;

· outline the sequence of events leading to a capital reversal and financial crisis;

· understand the reasons behind the reversal of capital flows: bank run, herd

· behaviour, irrational exuberance and bubble;

· discuss the variables which can predict a future crisis and identify ‘early

· warning signals’;

· understand what is meant by the contagion effect;

· consider whether new technologies could help construct a global early

· warning system of financial crises.

Part 3 - The global economy

12
The European Union in the global economy

When you have completed this chapter, you should be able to:

· outline the chronology of the EU, from its beginnings in the European Coal

· and Steel Community in 1951 to the launch of euro coins and notes in the

· year 2002;

· discuss the objectives of the Treaty of Rome, and progress towards a single

· market for the EU;

· explain how the European Monetary System (EMS) works, and the key

· features of the Exchange Rate Mechanism (ERM);

· discuss the reasons why sterling failed within the ERM;

· comment on European Monetary Union, with specific reference to the euro,

· the role of the European Central Bank and the costs and benefits of the

· single currency;

· explain what is meant by an optimum currency area;

· outline and discuss the principles of economic management in the euro area

· in the context of the Stability and Growth Pact;

· explain the issues facing EU accession countries, especially in relation to

· monetary affairs and the single currency.

13
Europe's transition economies in the global economy

When you have completed this chapter you should be able to:

· outline the timetable of the transition process in Europe, which began in the

· late 1980s;

· discuss the process of transition from the standpoint of economic theory;

· explain what is meant by a gradual or incrementalist perspective on

· transition;

· discuss the types of institutional reforms appropriate to transition

· economies;

· outline the past and current GDP levels in Europe’s transition economies and

· make appropriate comments and comparisons;

· discuss the important question of poverty levels and income distribution

· during the transition;

· explore issues relating to trade liberalisation and the exchange rate;

· comment on the significance of capital flows to Europe’s transition

· economies;

· explain why Europe’s transition economies have future accession to the EU

· as a major objective.

14
International institutions

When you have completed this chapter, you should be able to:

· outline the circumstances in which the IMF, the World Bank and economic

· agencies of the United Nations were established after World War II;

· discuss the past and present role of the IMF in the world system of trade

· and payments;

· understand the role of the World Bank in lending to developing and

· transition economies;

· explain the World Bank’s comprehensive development framework (CDF);

· describe the role of the United Nations’ economic agencies;

· explain the work of the United Nations Development Programme (UNDP) on

· human rights and human development.

15
Challenges in the global economy: trade, finance and technology

When you have completed this chapter, you should be able to:

· comment on the likely static and dynamic gains from electronic commerce;

· discuss the implications of e-commerce for commercial security;

· understand why digitised goods and services pose particular problems for

· intellectual property rights (IPR);

· discuss the role of TRIPS and WIPO in international trade;

· understand the negative effects of the digital divide, and the steps which can

· be taken to reverse them;

· appreciate the scale of money laundering and illicit trafficking in the world

· economy;

· discuss the implications of the new biotechnology for world trade.

