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COURSE DESCRIPTION 

The curriculum on the discipline “International Economics” is developed for the 

students of the 1st stage of higher education of speciality 1-26 02 03 “Marketing”.  

The goal of the discipline “International Economics” is to form the theoretical 

knowledge of the future specialists in economic profile about the forms and trends of 

modern international economic relations, about the organizational and economic 

mechanisms of their regulation and about the ways of the participation of the Republic 

of Belarus in the international economy. 

Key task of the course is to prepare a specialist that can understand and analyse 

modern processes and trends in international economy as well as apply this knowledge 

in the future professional activities.  

The objectives for the study of the discipline: 

 to acquire knowledge about the purposes, methods, means, tools and 

theories of international economy; 

 to form the basis of knowledge about the prerequisites and main stages of 

the modern system of international economy and international economic relations, 

trends and mechanisms of the functioning of the global markets of goods, services, 

technologies, capital, currency and labor resources; 

 to explore the content of foreign economic and international trade, 

investment, foreign exchange and migration policies; 

 to develop knowledge about directions and perspective forms of the 

participation of the Republic of Belarus in modern system of international economy. 

The place of the academic discipline 
The discipline belongs to the cycle of special disciplines (state component). 

Links to other academic disciplines 
The study of the discipline is based on acquiring such courses as 

“Macroeconomics” and “Economic Theory”. 

Upon completion of the course, the students should know: 

 the object and methodology of the discipline as well as the content, the 

stages of the formation of the international economy and international economic 

relations (IER) theory, the structure and trends in the development of the world 

economy; 

 the main trends in the development of international markets of goods, 

services, capital and labour; 

 the content and main components of the balance of payments; 

 the essence of international monetary relations and their components. 

Upon completion of the course, the students should be able to: 

 assess the processes taking place in the global economy as well as identify 

trends and prospects for the development of countries, groups of countries and the 

global economy; 
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 evaluate the processes on the global markets (commodity market, capital 

market, labour market and currency market); 

 use forms, methods and tools of the state and supranational regulation of 

international economic relations; 

 analyse the state of international economic relations for making 

managerial decisions.  

Upon completion of the course, students should possess: 

 basic scientific and theoretical knowledge to tackle practical tasks in the 

sphere of international economy; 

 research skills to analyse current trends in the development of markets for 

goods, services, capital, financial tools and labour; 

 system and comparative analysis to understand the dynamics of the main 

economic indicators as well as assess their impact on the processes taking place in the 

international economy. 

Requirements for the specialist’s professional competences.  
The completion of the discipline “International Economy” allows the students to 

develop the following academic, social and personal as well as professional 

competences. 

academic competencies: 

AK-1. Be able to apply basic scientific and theoretical knowledge to tackle 

theoretical and practical tasks. 

AK-2. Master the systems and comparative analysis. 

AK-3. Master the skills of research. 

AC-4. Be able to work independently. 

AC-6. Have an interdisciplinary approach to problem solving. 

AC-7. Have skills related to the use of technical devices, information management 

and computer use. 

AK-9. Be able to undertake life-long learning and professional development 

activities. 

social and personal competencies: 

SPC-1. Have the qualities of citizenship. 

SPC-2. Be capable of social interaction. 

SPC-3. Have interpersonal communication abilities. 

SPC-6. Be able to work in a team. 

SPC-7. Know and be able to follow the ideological, moral and ethical values of 

the state. 

 

professional competencies: 

PC-1. Plan and organise the economic activities of organisations (enterprises) of 

industrial and non-productive sphere of different forms of ownership. 

PC-2. Develop options for management decisions and justify their choice based 

on the criteria of socio-economic effectiveness. 

PC-3. Apply the methods of mathematical analysis and modeling when solving 

professional tasks. 
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PC-7. Be familiar with the basic principles of economic theory and apply them in 

a market economy as well as possess the methods of economic assessment of scientific 

research. 

PC-8. Arrange his / her work on the scientific basis and independently evaluate 

the results of his / her activity. 

PC-9. Use the global information resources. 

PC-11. Provide advice on the optimal organization of software product 

development, as well as on the optimization of the production processes of goods 

(works, services). 

PC-24. Perform subject area modelling, including costing functional business 

process models, data flow and process flow models, and data base models. 

Structure of the academic discipline 
The structure of the discipline includes such didactic units as topics (sections), in 

accordance with which the corresponding lectures and seminars are developed and 

implemented. The topics of the seminars are presented in the information and 

methodological part. 

Total duration of the discipline “International Economics” is 146 hours in the 4th 

semester (52 in-class hours), including lectures (30 hours), seminars (16 hours) as well 

as guided independent work (6 hours).  

The final control is the exam. 

The workload of the discipline accounts for 4 credit points. 
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1. THEORETICAL SECTION 

1.1. Introduction to International Economics 

1.1.1. International Economy and International Economics 

International economics is growing in importance as a field of study because of 

the rapid integration of international economic markets. Increasingly, businesses, 

consumers, and governments realize that their lives are affected not only by what goes 

on in their own town, state, or country, but also by what is happening around the world. 

Consumers can walk into their local shops today and buy goods and services from 

all over the world. Local businesses must compete with these foreign products. 

However, many of these same businesses also have new opportunities to expand their 

markets by selling to a multitude of consumers in other countries. The advance of 

telecommunications is also rapidly reducing the cost of providing services 

internationally, while the Internet will assuredly change the nature of many products 

and services as it expands markets even further. 

 International Economics as an independent part of modern Economic 

Theory 

The specifics of international economic relations in comparison with domestic 

ones consists in the following. 

1. In domestic economy any useful items produced and sold on domestic market, 

are considered as goods. 

But in international trade this useful thing does not necessarily become a good. A 

number of goods are produced for domestic use (so-called non-tradable goods). In 

some cases, goods cannot be sold in the foreign market because of their lack of 

competitiveness – for example, due to low consumer properties or even danger to 

consumers in the process of the use. 

2. Within each national economy factors of production move relatively freely, 

national markets are formed, which leads to the alignment of prices on them. Therefore, 

the costs of firms are approximately the same. 

In the international economy, there are barriers to the movement of factors of 

production. As a result, there are significant differences in their prices in individual 

countries. Consequently, the costs of firms in the latter are also not the same, which in 

turn affects the movement of commodity flows. 

3. Within a particular country, firms compete with each other and, as a rule, are 

not supported by the state.  

In the international economy, the state sets a number of restrictions that affect the 

flow of goods and factors of production, which are important for the development of 

the domestic economy. 
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4. In an individual country, the state pursues anti-cyclical policies, the impact of 

which is limited to the national framework. Monetary and fiscal policy can be 

restrictive or expansionary depending on the phase of the economic cycle.  

Asynchrony of individual phases of the cycle may occur in the international 

economy. Thus, some countries are booming, others are stabilizing, and still others are 

in recession. Naturally, measures of monetary and fiscal policy in these countries will 

be different in different periods. And these differences, in turn, affect international 

economic relations. 

5. A particular country has a single currency, the supply of which is controlled by 

the Central Bank (this allows to conduct its own monetary policy). The presence of 

national currency is an attribute of national sovereignty. 

In the international economy, there are many currencies. Therefore, it is necessary 

to study currency markets, exchange rates, the consequences of their changes for the 

economy of a particular country, as well as the consequences of state intervention in 

these processes. 

 International Economics is a specialized branch of Economics focusing 

on the external trading relations of nations 

Generally, external trade involves the exchange of goods and services among 

nations crossing the national territories.  

Trade not only strengthens the economic interdependence among nations but also 

promotes consumer welfare also by providing a variety of commodities. 

Since it involves several countries a different set of rules and regulations are 

necessary for the smooth functioning of the system.  

 Broadly, the subject matter in International Economics can be 

categorized into five broad groups 

1. International Trade Theory 

It concentrates on the theoretical aspects of trade like reasons of trade, gains of 

trade etc. 

2. International Trade Policy 

This area deals with the international rules and regulations regarding the flow of 

transactions. It includes various trade restrictions like tariffs, quotas, changes in 

exchange rates as well as regulatory mechanisms and various international institutions. 

3. Balance of Payments (BOP) 

With the progress of trade, nations have to make and receive payments. All these 

economic transactions of a nation with the rest of the world are systematically recorded 

in this account. The fluctuations in BOP and the associated policy regulations are also 

included in this section. 

4. Balance of Payment adjustments or Open Economy Macroeconomics 

With the progress of transactions, sometimes either the credit or the debit may 

outweigh the other side. It will lead to imbalances in BOP. This situation is normally 

coined BOP disequilibrium, which demands correction either automatically or 
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externally imposed by the governments. The external repercussions are also brought 

into the study. 

5. International organizations 

International trade is a complex activity involving multiple countries and 

currencies. Commodities and capital flow across countries. Hence, it requires separate 

rules and regulations. It should be monitored by international level organizations also. 

All these aspects are monitored under the head global economic organizations 

The subject of International Economics 

International economics is a field of study that assesses the implications of 

international trade, international investment, and international borrowing and lending.  

There are two broad subfields within the discipline: international trade and 

international finance. 

International trade 

International trade is a field in economics that applies microeconomic models to 

help understand the international economy. 

Its content includes basic supply-and-demand analysis of international markets; 

firm and consumer behavior; perfectly competitive, oligopolistic, and monopolistic 

market structures; and the effects of market distortions. 

It describes economic relationships among consumers, firms, factory owners, and 

the government. 

The objective of an international trade theory is to understand the effects of 

international trade on individuals and businesses and the effects of changes in trade 

policies and other economic conditions. 

It is also important to develop and consider arguments that support a free trade 

policy and arguments that support various types of protectionist policies as well as 

understand the controversy between free trade and protectionism. 

International finance 

International finance applies macroeconomic models to help understand the 

international economy.  

Its focus is on the interrelationships among aggregate economic variables such as 

GDP, unemployment rates, inflation rates, trade balances, exchange rates, interest 

rates, and so on.  

This field expands basic macroeconomics to include international exchanges. Its 

focus is on the significance of trade imbalances, the determinants of exchange rates, 

and the aggregate effects of government monetary and fiscal policies. 

The pros and cons of fixed versus floating exchange rate systems are among the 

important issues addressed. 

Some of the current international economic problems 

 Trade protectionism in industrial countries  

 Excessive fluctuations and large disequilibria in exchange rates 

 Financial crisis in emerging market economies 
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 High structural unemployment and slow growth in Europe  

 Job insecurity from restructuring and downsizing in the USA 

 Deep poverty in many developing nations 

“New Economy”: the essence 

In the late 1970s, the economies of developed countries began to enter a new 

phase of their development, called the new economy. 

New economy is not just a visible trend or phenomenon (correlated with the stock 

market or the Internet), but a new era in the development of the globalizing world 

economy as well as the material basis of the post-industrial information society. 

New economy is a knowledge economy or the economy of intellectual services. 

Knowledge economy is based on the educational scientific structures of different 

levels, which include a mechanism for processing data into information, which in turn, 

under certain conditions are transformed into knowledge, and then into technology. 

The processing of data and information into an intellectual product (know-how, 

technology, etc.) is the basis of growth in the new economy. 

The main features of “New Economy”: 

 economic growth is ensured to a large extent by mastering the introduction 

of new technologies as well as increasing the knowledge-intensiveness of production; 

 technological ways V and VI (there are also the elements of technological 

way VII) dominate; 

 knowledge is becoming the production factor and the main resource; 

 the life cycle of goods and services is reduced, the depreciation period of 

equipment is shortened, innovation activity is developed, knowledge exchange 

between sectors of the economy is accelerated. 

The main features of “New Economy”: the accumulation of knowledge as the 

most important factor in economic growth. The knowledge market is rapidly 

developing, the share of the knowledge-intensive sector is sharply increasing, and the 

information space is being computerized. The economy is based on highly-developed 

human capital, which is becoming its main value. The system of state priorities is aimed 

at improving human health, creating conditions for the creative activities of the 

population. The social structure of society is being transformed in the direction of 

increasing the class of intellectual owners as well as the owners of information and 

knowledge. 

It is necessary to distinguish between the terms ‘economics’ and ‘economy’ as 

well as ‘international’ and ‘global’ (see Tables 1 and 2). 

  



11 
 

Table 1 – Economics vs Economy 

It is the study of how the society 

uses its scarce resources to produce 

goods and services demanded by the 

people. 

It is a country/nation where the 

economic principles are at play. 

It is basically the study of the 

behavior of the economy. 

An economy is from where we try 

to derive the economic principles. 

It is a study or a theory of certain 

principles and rules. 

It is a place or phenomena. 

Economics is an academic 

discipline dedicated to dissecting, 

analyzing, modeling, and otherwise 

describing the economy in simplified 

terms. 

We define the economy as that set 

of activities by which human agents 

identify, develop/exploit, process, and 

trade in scarce resources. It generally 

encompasses everything associated 

with the production, allocation, 

exchange, and consumption of valuable 

goods and services, including the 

behavior of various agents engaged in 

economic activity. 

Academic economists engage in 

the social construction of formalized 

models – verbal and arithmetic 

“paradigms” –about how the real 

economy works.  

Different economies vary 

considerably in sophistication and 

organizational structure. However, all 

economies are real phenomena; people 

in every human society from primitive 

tribes through modern nation-states 

engage in economic activities as 

defined. 

Table 2 – International vs Global 

International or internationally 

most often describes interaction 

between nations, or encompassing two 

or more nations, constituting a group or 

association having members in two or 

more nations, or generally reaching 

beyond national boundaries. 

“International” is also commonly used 

to signify “outside of the country”. 

Global is commonly used as a 

synonym for “international”, however 

such usage is typically incorrect as 

“global” implies “one world” as a single 

unit, while “international” recognizes 

that different peoples, cultures, 

languages, nations, borders, economies, 

and ecosystems exist.  

 

 

1.1.2. World Bank Country Groups 

How does the World Bank classify countries? 
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All 189 World Bank member countries, plus 28 other economies with populations 

of more than 30,000, are classified so that data users can aggregate, group, and compare 

statistical data of interest, and for the presentation of key statistics. The main 

classifications provided are by geographic region, by income group, and by the 

operational lending categories of the World Bank Group.  

The term country, used interchangeably with economy, does not imply political 

independence but refers to any territory for which authorities report separate social or 

economic statistics. 

Bases for classification 

Geographic regions 
Groupings are primarily based on the regions used for administrative purposes by 

the World Bank. There are two main variants: one which includes all economies, and 

one which excludes high-income economies 

Income groups 
Economies are currently divided into four income groupings: low, lower-middle, 

upper-middle, and high. Income is measured using gross national income (GNI) per 

capita, in U.S. dollars, converted from local currency using the World Bank 

Atlas method. Estimates of GNI are obtained from economists in World Bank country 

units; and the size of the population is estimated by World Bank demographers from a 

variety of sources, including the UN’s biennial World Population Prospects. 

Operational lending categories 

Economies are divided into IDA, IBRD, and Blend countries based on 

the operational policies of the World Bank. International Development 

Association (IDA) countries are those with low per capita incomes that lack the 

financial ability to borrow from the International Bank for Reconstruction and 

Development (IBRD). Blend countries are eligible for IDA loans but are also eligible 

for IBRD loans because they are financially creditworthy. 

 

Other groupings 

Other country groupings in World Development Indicators include OECD 

member countries, countries in the euro area, member states of the European Union, 

the UN Least Development Countries classification, and the World. 

For the current 2022 fiscal year, low-income economies are defined as those with 

a GNI per capita, calculated using the World Bank Atlas method, of $1,045 or less in 

2020; lower middle-income economies are those with a GNI per capita between $1,046 

and $4,095; upper middle-income economies are those with a GNI per capita between 

$4,096 and $12,695; high-income economies are those with a GNI per capita of 

$12,696 or more 1. 

                                                             
1 World Bank Country and Lending Groups [Electronic resource]. – Mode of access: 

https://datahelpdesk.worldbank.org/knowledgebase/articles/906519-world-bank-country-and-

lending-groups/. – Date of access: 27.09.2021. 

https://datahelpdesk.worldbank.org/knowledgebase/articles/378832-what-is-the-world-bank-atlas-method
https://datahelpdesk.worldbank.org/knowledgebase/articles/906519-world-bank-country-and-lending-groups/
https://datahelpdesk.worldbank.org/knowledgebase/articles/906519-world-bank-country-and-lending-groups/
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1.1.3. Demand and Supply in an Open Economy 

Microeconomics studies partial equilibrium – the interaction of supply and 

demand on individual commodity markets. 

Macroeconomics studies general equilibrium – the interaction of aggregate 

demand and aggregate supply. It considers the total volume of production and the 

general price level within one country. 

International economics takes a broader approach. It considers the volume of 

aggregate production of all goods on a national and international scale as a function of 

the generalized world price for them.  

Aggregate demand (see Picture 1) in the international economy is the volume of 

production of goods that all consumers are willing to buy at a given price level. It 

consists of domestic production by consumers (firms, households, and the state), 

domestic investment, and external purchases (net exports).  

Aggregate supply (see Picture 1) in the international economy is the amount of 

goods that all producers are willing to sell at a given price level (it is provided from 

inside and outside, and is equal to domestic production plus imports). 

 

 
Picture 1 – Aggregate demand and aggregate supply 

 

Aggregate demand in the international economy is the volume of production of 

goods that all consumers are willing to buy at a given price level. It consists of domestic 

production by consumers (firms, households, and the state), domestic investment, and 

external purchases (net exports).  

Aggregate supply in the international economy is the amount of goods that all 

producers are willing to sell at a given price level (it is provided from inside and 

outside, and is equal to domestic production plus imports). 

Aggregate demand is composed of various factors: C, I, G, X – M 
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𝐴𝐷 = 𝐶 + 𝐼 + 𝐺 + X – M  (1) 

 

 C= Consumer spending 

 I = Investment (Gross Fixed Capital Formation) 

 G= Government Spending 

 X= Exports 

 M= Imports 

There are generally three alternative degrees of price-level responsiveness of 

aggregate supply. 

Short-run aggregate supply (SRAS): during the short-run, firms possess one fixed 

factor of production (usually capital), and some factor input prices are sticky. The 

quantity of aggregate output supplied is highly sensitive to the price level, as seen in 

the flat region of the curve in the above diagram. 

Long-run aggregate supply (LRAS): over the long run, only capital, labour, and 

technology affect the LRAS in the macroeconomic model because at this point 

everything in the economy is assumed to be used optimally. In most situations, the 

LRAS is viewed as static because it shifts the slowest of the three. The LRAS is shown 

as perfectly vertical, reflecting economists’ belief that changes in aggregate demand 

(AD) have an only temporary change on the economy’s total output. 

Medium-run aggregate supply (MRAS): as an interim between SRAS and LRAS, 

the MRAS form slopes upward and reflects when capital, as well as labor usage, can 

change. More specifically, medium run aggregate supply is like this for three 

theoretical reasons, namely the Sticky-Wage Theory, the Sticky-Price Theory and the 

Misperception Theory. The position of the MRAS curve is affected by capital, labour, 

technology, and wage rate. 

In the standard aggregate supply-aggregate demand model, real output (Y) is 

plotted on the horizontal axis and the price level (P) on the vertical axis. The levels of 

output and the price level are determined by the intersection of the aggregate supply 

curve with the downward-sloping aggregate demand curve. 

Aggregate supply curve showing the three ranges: Keynesian, Intermediate, and 

Classical. In the Classical range, the economy is producing at full employment (see 

Picture 2). 

https://www.wikiwand.com/en/Long-run_aggregate_supply
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Picture 2 – Aggregate supply 

 

Open economy is 

an economy in which a significant percentage of its goods and services are traded 

internationally. The degree of openness of an economy usually depends on the amount 

of overseas trade in which the country is involved or the political policies of its 

government. 

Trade in open economies 

𝑌 = 𝐶 + 𝐼 + 𝐺 + 𝑋 − 𝑀      (2) 

 

• Y – GDP (using the expenditure approach) 

• C – Consumer spending 

• I – Investment (Gross Fixed Capital Formation) 

• G – Government Spending 

• M – Imports 

• Consumer spending on foreign output 

• Investment spending on foreign output 

• Government spending on foreign output 

• X – Exports 

• Foreign spending on domestic output 

Indicators of open economy: 

 Import quota  =  Import / GDP 

 Export quota  =  Export / GDP 

 Foreign trade quota  = (Import + Export)/GDP 
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The main models of opening the economy: 

 total,  

 sectoral (industry),  

 “point-by-point” (at the level of individual enterprises), 

 territorial (special legal regime for certain territories). 

The fewer the barriers to the cross-border flow of goods, services, capital and 

labour, the greater the openness of an economy. 

The International Chamber of Commerce (ICC) publishes the Open Markets 

Index (OMI) with the aim of presenting a balanced and reliable measurement of an 

economy’s openness to trade.  

OMI may serve as a guide for governments in implementing reforms to enable 

trade as a driver of sustainable growth and job creation. 

The four main components of OMI are: 

 observed openness to trade, 

 trade policy settings, 

 foreign direct investment (FDI) openness, 

 trade-enabling infrastructure. 

Globally, economic openness is at its highest-ever level, improving by 8% over 

the last 10 years. 130 countries, representing 90% of the world’s population, have risen 

since 2009. Furthermore, the gap between the lowest and highest score has closed, 

albeit slowly. Over the last 10 years, the bottom fifth of countries have closed 5% of 

the gap with the top fifth of countries. The data in 2019 is presented in Picture 3. 

 

 
Picture 3 – Trade openness index (2019) 

 

A small open economy is an economy which is both open and small.  

The character of openness refers to the fact that it exchanges goods and services 

with other economies and it is also involved in the international financial transactions. 
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The feature of being small comes from the fact that, although it is an actor in the 

international trade, it cannot influence the key macroeconomic variables like the price 

of goods internationally traded or of the interest rate. 

The distinction is between a small open economy and a large open economy 

A small open economy is an economy of a small country. The small open economy 

model includes capital account and current account. It has a small share of the world 

market and little or no influence on the world interest rate. Its savings and investments 

represent a small proportion of the world’s savings and investments. The world interest 

rate is therefore dependent on the world market. 

A large open economy is an economy of a large country which has a significant 

share of the world’s savings and investment, so it influences the world interest rate. 

The advantages of an open economy are: 

 deepening the specialization and cooperation of production; 

 rational allocation of resources according to the degree of efficiency; 

 diffusion of global experience through the system of international 

economic relations; 

 increased competition among domestic producers, stimulated by 

competition on the world market. 

A closed economy is a type of economy where the import and export of goods and 

services don’t happen, which implies that the economy is self-sufficient and has no 

trading activity from outside economics. The sole purpose of such an economy is to 

meet all the domestic consumers’ needs within the country’s border. 

Autarky is a policy of economic separation in a single country. 

There are no fully autarkic nations in the modern world, as even the most isolated 

have some level of participation in international trade and receive outside support or 

aid.  

Aggregate demand in a closed economy 

In studying a closed economy, we simplify the national income cycle model and 

focus on the analysis of income and expenditure within the national economy.  

In this context, aggregate demand in a closed economy is presented as the sum of 

consumption, investment and government planned expenditures: 

 

𝐴𝐷 = 𝐶 + 𝐼 + 𝐺      (3) 

 

• Y – GDP (using the expenditure approach) 

• C – Consumer spending 

• I – Investment (Gross Fixed Capital Formation) 

• G – Government Spending 

1.1.4. Main Features of the World Market and the International Movement 

of Goods 

Mind the difference 

Domestic market – the series of transactions of purchase and sale in which 

domestic producers sell goods and services within a particular country. 
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National market – the domestic market plus the part of trade turnover oriented 

towards foreign markets. 

International market – the part of national markets directly linked to foreign 

markets. 

World market – the entire trade turnover of all the countries that make up the 

global community. 

World market: distinctive features 

The main external feature of a world market is the movement of goods and 

services between countries. 

Trade is the exchange of goods and services between partners (states, firms, 

individuals). Trade partners can be residents of the same or different countries.  

A resident of a country is an economic entity that stays on its territory, regardless 

of nationality or capital ownership. According to this criterion, trade is divided into 

domestic and international. Domestic trade involves the residents of one country, 

whereas international trade involves the residents of different countries. 

The world market is an area of stable commodity and monetary relations between 

countries.  

The formation of the world market is related to the development of national 

economies. 

World market categories are ‘commodity’, ‘aggregate demand’, ‘aggregate 

supply’, ‘world price’, etc. 

World market structure 

The world market can be divided into three “floors”. In the 2nd half of the 20th 

century, under the conditions of the new stage of the scientific and technological 

revolution (STR), the top floor of the world market split into three levels (tiers). 

I. The upper “floor” of the world market includes: 

Level 1 – low-tech products (products of ferrous metallurgy, construction 

materials, textiles, garments, footwear and other light industry products); 

Level 2 – medium technology products (machine tools and vehicles, rubber and 

plastic products, products of basic chemistry and wood processing); 

Level 3 – high-tech products (aerospace and information technology, automated 

equipment, electronics and pharmaceuticals, precision and measurement instruments). 

II. The middle “floor” is the market for medium- and low-technology labour-

intensive finished and semi-finished products. Industrialising countries are struggling 

on this floor. 

III. The lower “floor” is the market for resource- and labour-intensive goods. It is 

where less developed countries compete. 

The main features of the world market include: 

1. The scope of the world market is wider than the national boundaries.  
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2. The cross-border movement of goods, services, labour, capital occurs under the 

influence of not only internal, but also external factors of supply and demand. 

3. Price formation on the world market has its own specifics. 

4. The world market optimizes the use of production factors to a greater extent 

than the internal market by directing them into economically efficient branches of 

production. 

5. The world market acts as a kind of "filter", rejecting from the international 

exchange goods which do not meet international quality standards and do not withstand 

the strict requirements of international competition. 

Moreover: 

 mobility of resources, goods and services is lower than in the national 

market; 

 only competitive goods enter the world market; 

 world prices, which are based on international values (generated by the 

production of goods under average global social normal conditions), are applied; 

 it is more prone to monopolisation (domination by transnational 

corporations (TNCs)); 

 it may be influenced politically rather than by economic factors (e.g., 

government policies, embargoes, etc.) 

 payments are carried out in freely convertible currencies and in 

international units of account. 

A fully / freely convertible currency 

A fully convertible currency, or freely convertible currency (see Table 3), is a 

currency that doesn’t have any government restrictions on currency exchange. Each 

currency that is freely convertible can be easily exchanged for gold or another currency.  

Some of the worlds’ currencies have the status of fully convertible currencies, 

such as the US dollar and the Euro.  

For other currencies, the conversion is restricted, regulating the inflow and 

outflow of the currency from the country. This makes it difficult for a country to 

participate in a global market, as it takes time to pay for goods with the currency the 

country issues. 

Table 3 – Freely convertible currency list 

  Currency code Currency 

1.  AUD Australian Dollar 

2.  CAD Canadian Dollar 

3.  DKK Danish Kroner 

4.  NDK Norwegian Kroner 

5.  NZD New Zealand Dollar 

6.  CAD Canadian Dollar 
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The continuation of Table 3 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Currency convertibility is very important while taking part in international trade 

where different currencies are involved. Some countries pass legislation restricting 

their currencies from being exchanged. In such cases, it makes international trade very 

difficult. Controls on convertibility are means of monetary control by governments. 

Most cryptocurrencies are even more freely convertible and tradeable than any of 

the above currencies. For example, Bitcoin is limited in supply, resistant to censorship, 

very secure, divisible, durable and very portable. You can change it directly without 

central entities. It’s truly the most freely convertible currency. 

International trade: distinctive features 

International trade consists of two counter-flows of goods and services – exports 

and imports. 

According to internationally accepted statistical standards, the determining point 

for recognizing trade as international and trade transactions as export and import is the 

fact that the goods have crossed the customs border and have been registered by the 

customs office. 

A change of ownership is not important. The delivery of equipment from country 

A to country B to its affiliate is recorded as export A and import B. 

Trade turnover, trade balance and trade surplus 

The sum of exports and imports is the trade turnover.  

Exports minus imports = trade balance 
A trade surplus is positive if exports are greater than imports, and negative if the 

opposite is true (trade deficit). 

The international supply of goods and services is generally paid for in the 

appropriate currency. In cases where there are problems with its availability barter 

transactions are possible. 

 Currency code Currency 

7. JPY Japanese yen 

8. CHF Swiss Franc 

9. HKD Hong Kong Dollar 

10. ZAR South African Rand 

11. EUR Euro 

12. MXN Mexican Peso 

13. ILS New Israeli Shekel 

14. SEK Swedish Kroner 

15. USD US Dollar 

16. HUF Hungarian Forint 

17. GBP Pound Sterling 

18. SGD Singapore Dollar 
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Terms of trade (TOT) 

A country’s terms of trade measures a country’s export prices in relation 

to its import prices, and is expressed as: 

 
𝐼𝑛𝑑𝑒𝑥 𝑜𝑓 𝐸𝑥𝑝𝑜𝑟𝑡 𝑃𝑟𝑖𝑐𝑒𝑠

𝐼𝑛𝑑𝑒𝑥 𝑜𝑓 𝐼𝑚𝑝𝑜𝑟𝑡 𝑃𝑟𝑖𝑐𝑒𝑠
× 100     (4) 

 

If a country’s terms of trade improve, it means that for every unit of exports sold 

it can buy more units of imported goods. So potentially, a rise in the terms of trade 

creates a benefit in terms of how many goods need to be exported to buy a given amount 

of imports. It can also have a beneficial effect on domestic cost-push inflation as an 

improvement indicates falling import prices relative to export prices. 

 

Terms of trade (TOT) 

 

Improving TOT 

Rise in the standard of living  

but international competitiveness  

can be jeopardized (the exports are more expensive) 

 

 

 
Deteriorating TOT 

Fall in the standard of living  

but international competitiveness  

improves (the exports are cheaper) 
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Re-exportation 

Exports of a country consist of exports of domestic goods and exports of foreign 

goods (generally referred to as re-exports). 

Re-exports are exports of foreign goods in the same state as previously imported; 

they are to be included in the country exports. It is recommended that they be recorded 

separately for analytical purposes. 

Sale and export of previously imported goods abroad, which has not undergone 

any processing in the re-exporting country. 

Re-export operations can be carried out without importing goods into the country 

of the re-exporter.  

The transit of goods through the country is not considered as a re-export. 

Such operations, in fact, do not relate to the export or import of the country, 

although they are accounted for by customs statistics. 

 

Situations in which re-exports are used: 

When selling through international exchanges and auctions, the seller brings the 

goods to their country of location, then the goods are sold and re-exported to the 

counterpart from the third country. 

Forced re-export, when the goods delivered to another country can not be sold and 

the seller seeks to resell it to a third country. 

When constructing facilities abroad, the supplier can purchase component parts 

in third countries, which then re-exports as part of the complete equipment. 

Resale operations for profit through differences in prices for goods in different 

countries (large consignments are grupped into small ones). 

In order to save on transport costs when selling standard goods (especially raw 

materials) based on the purchase of goods in the regions close to the buyer. 

A re-exporting company can also profit from the transportation of re-exported 

goods, usually carried out with the help of its vehicles, from insurance, credit and other 

intermediary operations. 

A significant part of re-export operations are carried out in the territory of free 

economic zones: goods imported into the territory of these zones are not subject to 

customs duties and are released for the period of stay there and when they are re-

exported from duties, levies and taxes on import, circulation, production or 

consumption. 

Re-importation 

Re-imports are goods imported in the same state as previously exported. They are 

included in the country imports. It is recommended that they be recorded separately for 

analytical purposes.  

If any goods of a country is exported to another country and thereafter importing 

back the same goods, such goods are fell under re-imports. 

Operations related to the importation from abroad of previously exported 

domestic goods that were not processed there. 
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These operations include: return of goods rejected by the buyer, goods not sold 

at auctions, goods not sold through consignment warehouses, etc. 
Goods that return from exhibitions and fairs do not belong to re-import. 

In essence, re-import operations can not be called foreign trade operations, since 

no one specially prepares them. These are not export operations, although customs 

statistics take them separately. 

The sign of the re-import operation is the crossing of the country's borders by 

the domestic goods twice: when exporting and importing. 
 

Remarks 

Re-exported products are at least doubly counted in world trade figures. This 

international re-exports trend contributes to the fact that world trade volume is growing 

faster than the volume of world export production. 

Prices differ from one country to another that’s why a re-importer may purchase 

goods in another country where they are sold at a low price and re-import them in order 

to undercut the price at which the goods are being sold in the country to which they are 

imported (examples: drug industry, industries with high taxes (excise taxes, for 

instance)).  

1.1.5. The Specifics of the International Movement of Services 

Modes of international service transactions 

Distinctions among these modes are based on whether the service supplier and the 

consumer are present in the same country or different countries when 

the transaction occurs. 

Trade in services by mode of supply: 

1. Cross-border supply 

2. Consumption abroad 

3. Commercial presence 

4. Presence of natural persons 
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Mode 1: Cross-border supply 

Cross-border supply, takes place when a service is produced in one country but 

consumed in another one. Similar to traditional trade, when a good is delivered across 

a border both the supplier and the consumer remain in their respective countries.  

For example, a law firm may deliver legal advice by telephone or through the 

internet to a client overseas, or an individual from one country may purchase and 

download a computer game from a software firm residing in another country. 

Mode 2: Consumption abroad 

Consumption abroad, takes place when services are consumed in the country 

where they are produced. The consumer or his/her property are abroad when the service 

is supplied.  

For example, a tourist may visit a museum while abroad or the property of a 

consumer, such as a ship, may be sent abroad to be repaired. 

Mode 3: Commercial presence 

Commercial presence, takes place when a service supplier establishes a presence 

abroad in order to provide services.  

For example, a financial institution may open a branch in another country in order 

to provide financial services there. Transactions in services under mode 3 are not 

included in international trade in services estimates. The information on mode 3 is 

rather available through the Foreign Affiliate Trade Statistics (FATS) program. Sales 

of foreign-owned firms in the domestic economy (payments) and sales of domestic-

owned firms in foreign economies (receipts) are used as estimates for mode 3.  

These values are larger than the combined values of the three other modes of 

services imported and exported. However, revenues from FATS are not comparable to 

trade in services because they could include, for example, sales of goods for the 

wholesale and retail trade sectors or gross revenues rather than net revenues for the 

insurance sector. 

Mode 4: Presence of natural persons 

Presence of natural persons, takes place when an individual is present abroad in 

order to provide a commercial service. The service is produced in the country where it 

is consumed.  

For example, an engineering consultant may travel abroad to oversee aspects of a 

building project or an employee of a software firm may be sent abroad to deliver 

information technology services. 

Manual on Statistics of International Trade in Services 2010 
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This Manual has been developed and published jointly by the WTO, the European 

Commission, the IMF, the OECD, UNCTAD, the United Nations and the World 

Tourism Organization (UNWTO) 2. 

This Manual has sets out an internationally agreed framework for the compilation 

of statistics of international trade in services to meet the need for more comparable and 

comprehensive statistics on services trade.  

The recommendations in the Manual, which are promoted by the seven 

organizations, will enable countries to progressively expand and structure information 

on trade in services in an internationally comparable way. 

Balance of payments transactions cover modes 1, 2, and 4 

Therefore, theoretically, it is possible to derive information on services 

transactions by mode of supply from balance of payments services statistics. However, 

the challenge in applying the simplified allocation approach is that many categories of 

services in the balance of payments can be delivered through a number of modes. 

For example, an engineering firm can provide a design to its client over an email 

(mode 1) and then subsequently send an employee to assist with the implementation of 

the design (mode 4). In the current balance of payment statistics, both activities would 

be recorded under the same category of engineering services. When considering the 

allocation by mode of supply, additional information and analysis for these kinds of 

transactions are needed to determine how modes can be separated. 

While not perfect, the simplified allocation approach provides a guide on how 

service transactions could potentially be allocated to each mode (see Picture 4). 

  

                                                             
2 Manual on Statistics of International Trade in Services 2010 [Electronic resource] // United 

Nations. – Mode of access: https://unstats.un.org/home/. – Date of access: 09.09.2021. 

https://unstats.un.org/home/
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Picture 4 – Modes of supply overview 

 

The 12 major categories of services are: 

1. Business services.  

2. Communication services.  

3. Construction and related engineering services.  

4. Distribution services.  

5. Educational services.  

6. Environmental services.  

7. Financial services.  

8. Health-related and social services.  

9. Tourism and travel-related services.  

10. Recreational, cultural, and sporting services.  

11. Transport services.  

12. Other services not included elsewhere 
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According to the statistics the greatest share of trade accounts for mode 3  

(see Picture 5).  

 
Picture 5 – The examples of trade statistics by modes of supply 

 

It is also possible to consider Mode 5 under contemporary conditions  

(see Picture 6). 

 
Picture 6 – Mode 5 overview 
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1.2. International Trade: Theoretical and Practical Aspects 

1.2.1. Foreign Economic Policy. Foreign Trade Policy. Protectionism and 

Free Trade 

Foreign economic policy (FEP) includes purposeful actions of the state and its 

bodies to determine the regulation of foreign economic relations and optimize the 

country’s participation in the international division of labor. 

Foreign economic policy is a state policy in the field of export and import, customs 

duties, tariffs, restrictions, attraction of foreign capital and export of capital abroad, 

external loans, provision of economic assistance to other countries and implementation 

of joint economic projects. 

 Foreign economic policy regulates foreign trade, foreign investment, 

monetary and credit relations, transfer of new technologies, and labor migration. 

 Foreign economic policy comprises state measures aimed at developing 

and regulating economic relations with other countries.  

 In its most general form, one can say that the main task of foreign 

economic policy is the creation of favorable external conditions within the country, 

therefore foreign economic policy is always closely linked to domestic policy.  

Main goal of foreign economic policy is to ensure the well-being of people, the 

viable development of the individual, society and the state in the context of the diversity 

and unity of internal and external conditions. 

Main objectives 

ensuring the geographical balance of foreign economic transactions with 

individual states and regions,  

ensuring the economic security of the country; 

management of foreign economic activities. 

Foreign economic activities (FEA) of enterprises is the sphere of economic 

activity associated with international production and scientific and technical 

cooperation, export and import of products, the entry of the enterprise into the foreign 

markets with the aim of commercial profit. 

Two levels of foreign economic activities 

State power and administration (establishment of inter-state cooperation bases 

as well as creation of legal trade and political mechanisms that stimulate the 

development and enhancement of the economic relations of the country as a whole). 

Business entities (mutually beneficial and timely execution of the full amount of 

obligations taken by each counterparty in accordance with the law). 

The external economic complex of the country includes a set of economic entities 

that carry out foreign economic operations, the set of public authorities and 



29 
 

management as well as public organizations and associations that promote the 

development of foreign economic activities.  

Foreign trade policy of the country is a policy in the field of regulating access 

to the domestic market of foreign products, as well as ensuring the access of products 

of this country to foreign markets. 

Types of foreign economic policy: protectionism and free trade (see Table 4) 

Protectionism is a policy of protecting domestic producers from foreign 

competitors. 

Free trade policy is based on the principle of comparative advantages and aimed 

at enabling the world economy to achieve the more efficient allocation of resources 

and a higher level of well-being. 

Table 4 – Comparison between protectionism and free trade 

There are advantages and disadvantages in the policies of protectionism (see 

Table 5) and free trade. 

  

Comparison areas Protectionism Free trade 

Main objective Reducing foreign 

competition on the domestic 

market 

Removing obstacles to the 

competition of national goods in 

foreign markets; development of 

competition in the domestic market 

Main sphere of 

application 

Internal market Foreign markets and domestic market 

Operation mechanism Restricting access to the 

domestic market 

Measures to ensure the access to 

foreign markets 

Conditions for 

effective application 

Overall low competitiveness 

of the economy. Economic 

difficulties 

Favorable conditions for economic 

growth. Overall competitive economy 

Tools Trade restrictions (measures 

to regulate access to the 

domestic market) 

Bilateral and multilateral agreements 

to reduce trade restrictions 

The basis for policy-

making 

Politics is mostly 

autonomous in nature 

Generally carried out on the basis of 

bilateral or multilateral agreements 

and trade-offs 
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Table 5 – The analysis of protectionism 

for Protectionism 

 protection and stimulation of 

domestic production 

 protecting young industries 

 improving terms of trade 

 market regulation disadvantages 

 increasing the state budget 

revenues 

 improving the trade balance 

 against unfair trading partners 

 non-economic arguments 

(protection of security, defense, 

prestige, distinctive traditions, 

cultural heritage and other 

values) 

 

against Protectionism 

 negative impact of protectionism 

(slowing or decreasing growth) on 

welfare 

 negative impact on employment 

 deteriorating the balance of 

payments 

 the deterioration of cooperation 

and the risk of trade wars 

 

Contractual agreement: offer and acceptance 

Offer is an “expression of willingness to contract” on the exact terms with no 

other negotiation, so that an obligatory contract can be formed with acceptance only.  

Offer is a proposal made by the offeror on the specific terms with a promise to be 

bound by that proposal if the acceptance of stated terms is made by offeree. 

If an offer is truly made, the agreement is bound once offeree accepts. 

𝐎𝐟𝐟𝐞𝐫 +  𝐀𝐜𝐜𝐞𝐩𝐭𝐚𝐧𝐜𝐞 +  𝐂𝐨𝐧𝐬𝐢𝐝𝐞𝐫𝐚𝐭𝐢𝐨𝐧 = 𝐂𝐨𝐧𝐭𝐫𝐚𝐜𝐭 

An offer is an intention to be contractually bound upon the acceptance of another 

party. 

Consideration is when Person A makes a promise, Person B makes a promise in 

return.  The promise must be something of value and can take the form of money, 

action, abstaining from action, services, and other valuable aspects. Consideration is 

the value that induces the parties to enter into the contract. The existence of 

consideration distinguishes a contract from a gift.  

Example: 
Person A approaches Person B and states, “I’d like to rent your 300 acres to plant 

corn and I will pay 40% of the input costs and receive 40% of the profits.”  Person B 

agrees to Person A’s terms. 

The Person A makes the offer and Person B accepts the offer.  Person A’s 

consideration is that she will pay 40% of the input costs and 60% of the profits to 

Person B.  Person B’s consideration is agreeing to Person A renting his land and paying 

60% of the input costs. 

Counteroffer functions as both a rejection of an offer to enter into a contract, as 

well as a new offer that materially changes the terms of the original offer. This means 
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that the original offer can no longer be accepted (the original offer was rejected and 

replaced with another one). 

1.2.2. International Trade Theory 

 Theory of Absolute Advantage 

Adam Smith, in The Wealth of Nations, postulated that under free trade, each 

nation should specialize in producing those goods that it could produce most 

efficiently. Some of these would be exported to pay for the imports of goods that could 

be produced more efficiently elsewhere. 

Smith ridiculed the fear of trade by comparing nations to households. 

The theory of absolute advantage is based on the assumption that the nation 

is more efficient at production of certain goods than are its trading partners. Smith 

showed by his example of absolute advantage that both nations would gain from trade. 

 

 Mercantilism (A. Montchrestien, T. Mann) 

Mercantilism was the primary economic system of trade used from 

the 16th to 18th century.  

Mercantilist theorists believed that the amount of wealth in the world was 

static. Wealth is viewed as finite and trade as a zero-sum game. 

The system was based on the understanding that a nation's wealth and power were 

best served by increasing exports and collecting precious metals, such as gold and 

silver.  

Example: to grow its wealth, England introduced fiscal policies, including 

the Sugar Act and Navigation Act, to move colonists away from foreign products and 

create another incentive for buying British goods.  

The resulting favorable balance of trade was thought to increase national wealth. 

Because mercantilism was prevalent in Europe during the imperialistic era of 

the 16th to 18th centuries, it is often seen as the economic system that drives 

imperialism. 

 

Competition: definition 

 rivalry in which every seller tries to get what other sellers are seeking at 

the same time: sales, profit, and market share by offering the best practicable 

combination of price, quality and service.  

Where the market information flows freely, competition plays a regulatory 

function in balancing demand and supply. 

Competitiveness and competition: basics 

Scientific interest for the issue of competition has been intensified since 1990s 

when Michael Porter’s book “Competitive Advantage of Nations” was published.  

The book – which has shaped national policy in countries around the world and 

transformed thinking in states, cities, and regions – defines competitiveness based on 

the measure of productivity, and focuses on the microeconomic foundations of 

competitive advantage. 
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It is possible to consider the theory of Absolute Advantage and theory of 

Comparative Advantage using the production possibilities curves and opportunity costs 

(see Pictures 7 and 8). 

 

 
Picture 7 – The graphic representation of production possibilities curves 

 

 
Picture 8 – The graphic representation of production possibilities curves 

 

“Absolute advantage“: only one product is discussed. Canada has the absolute 

advantage in producing ice-cream. That’s because when both countries employ all their 

resources to produce only ice-cream, Canada can produce 30 tons, while Norway can 

only produce 10 tons. And when it comes to producing iPhones, Canada, again, has the 

absolute advantage for it can produce 40 batches of iPhones while Norway can only 
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produce 30 batches, if both countries choose to employ all their resources for the 

production of iPhones. 

So, is it reasonable for Canada to trade with Norway, since Canada has an absolute 

advantage? 

When Canada is utilizing all its resources to produce ice-cream, how many 

iPhones did it forsake? The answer is 40 batches.  

Thus, in Canada, the opportunity cost of producing every 1 ton of ice-cream is 

(40/30) = 1.33 batches of iPhone. But in Norway, the opportunity cost of producing 

one ton of ice-cream is (30/10) 3 batches of iPhone. 

The opportunity cost of (or the “loss” from) producing one more ton of ice-cream 

is so much greater in Norway than in Canada. Canada only loses 1.33, while Norway 

loses 3.  

Canada has a comparative advantage over Norway in producing ice-cream.  

In other words, Canada’s advantage over Norway in the production of ice-cream 

is that Canada incurs a smaller cost (namely, the loss of the opportunity to make 

iPhones) when it produces ice-cream, compared to Norway which incurs a greater cost. 

If we look at the opportunity cost of producing another batch of iPhones, we will 

see that in Canada for every batch of iPhones produced, 3/4 of a ton of ice-cream is not 

being produced. Or said in economic terminology, the opportunity cost of 1 batch of 

iPhones is 3/4 of a ton of ice-cream. In Norway, however, every batch of iPhones 

produced, she is not producing 1/3 of a ton of ice-cream. So, when it comes to 

producing iPhones, Norway has a smaller opportunity cost, and thus it has a 

comparative advantage in iPhones. 
Everyone stands to gain from trade. Even those who are disadvantaged at every 

task still have something valuable to offer.  

Those who have natural or learned absolute advantages can do even better for 

themselves by focusing on those skills and buying other goods and services from those 

who produce them at comparatively low cost. 

 

 Theory of Comparative Advantage 

David Ricardo, in 1817, postulated the principle of comparative advantage (as 

opposed to Smith's concept of absolute advantage). The theory of comparative 

advantage states that even if a country is able to produce all its good at lower costs than 

another country can, trade still benefits both countries, based on comparative costs. 

His writings demonstrated what has become known as: “... the principle of 

comparative advantage: a nation, like a person, gains from the trade by exporting the 

goods or services in which it has its greatest comparative advantage in productivity and 

importing those in which it has the least comparative advantage.” 

Relativeness 

The key word is comparative, meaning relative and not necessarily absolute. 

There are gains from trade whenever the relative price ratios of two goods differ under 

international exchange for what would be under conditions of no trade. In addition, the 

theory of comparative advantage demonstrates that countries jointly benefit from trade 

(under the assumption of both goods). 
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Implications 

A person has a comparative advantage at producing something if he can produce 

it at lower cost than anyone else. 

Having a comparative advantage is not the same as being the best at something. 

In fact, someone can be completely unskilled at doing something, yet still have a 

comparative advantage at doing it!  

The concept of comparative advantage has its limitations 

A static concept based on inherited factor availability and it is usually 

characterized by diminishing returns. 

Yet, comparative advantage is based on the availability of production factors and 

has an intuitive attractiveness for many governments. It has played an important role 

in deciding on trade policies in many industries. Many governments base their 

competitiveness policy on the availability of their factors. 

 

Conclusions 

Someone who is the best at doing something is said to have an absolute 

advantage. 
Everyone always has a comparative advantage at something. 

To find people’s comparative advantages, do not compare their absolute 

advantages. Compare their opportunity costs. 
Someone may have an absolute advantage at producing every single thing, but he 

has a comparative advantage at many fewer things, and probably only one or two 

things. 

 

 
The trick to understanding comparative advantage is in the phrase “lower cost”. 

What it costs someone to produce something is the opportunity cost – the value of 

what is given up.  

Balassa Index (or Revealed Comparative Advantage, RCA) 

The idea to determine a country’s ‘strong’ sectors by analyzing the actual export 

flows was refined and popularized by Bela Balassa (1965, 1989) – the Balassa Index. 

Alternatively, as the actual export flows ‘reveal’ the country’s strong sectors it is also 

known as Revealed Comparative Advantage. 

If BIA
j >1, country A is said to have a revealed comparative advantage in 

industry j, since this industry is more important for country A’s exports than for the 

exports of the reference countries. 

Many countries are, for example, producing and exporting cars. To establish 

whether a country, say Japan, holds a particularly strong position in the car industry, 

Balassa argued that one should compare the share of car exports in Japan’s total exports 

with the share of car exports in a group of reference country’s total exports. The Balassa 
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index is therefore essentially a normalized export share. More specifically, if BIA
j is 

country A’s Balassa index for industry j, this is defined as to: 

  

𝐵𝐼𝑗
𝐴 =

𝑠ℎ𝑎𝑟𝑒 𝑜𝑓 𝑖𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝑗 𝑖𝑛 𝑐𝑜𝑢𝑛𝑡𝑟𝑦 𝐴 𝑒𝑥𝑝𝑜𝑟𝑡𝑠

𝑠ℎ𝑎𝑟𝑒 𝑜𝑓 𝑖𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝑗 𝑖𝑛 𝑟𝑒𝑓𝑒𝑟𝑒𝑛𝑐𝑒 𝑐𝑜𝑢𝑛𝑡𝑟𝑦 𝑒𝑥𝑝𝑜𝑟𝑡𝑠
  (5) 

 

Opportunity Costs Theory 

Haberler reformulated the doctrine of comparative costs in terms of opportunity 

costs (1993). 

According to Haberler, the ratio of prices in each country in isolation is a 

reflection not only of the money costs of production but more fundamentally of social 

opportunity costs. 

Opportunity cost refers to the cost of a commodity in terms of other commodity 

which must be foregone in order to obtain the first. 

Production possibilities curve (PPC) / production possibility frontier (PPF) 

The curve is a production frontier because it shows the limit of attainable 

outputs. To obtain the various combinations of goods on the production possibilities 

curve, society must achieve both full employment and productive efficiency. 

Moving from point B to point A, could eventually expand the frontier from G,G to 

H,H (see Picture 9). 

 

Picture 9 – The essence of production possibilities curve 
 

Description of the PPC 

Points lying inside of the curve are attainable, but they are inefficient and 

therefore are not as desirable as points on the curve. Points inside the curve imply that 
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the economy could have more goods if it achieved full employment and productive 

efficiency.  

Points lying outside of the production possibilities curve would represent a greater 

output than the output at any point on the curve. Such points, however, are unattainable 

with the current supplies of resources and technology. 

 

Features 

The production possibility frontier (PPF) is a curve depicting all maximum output 

possibilities for two goods at a given set of inputs consisting of resources and other 

factors. The PPF assumes that all inputs are used efficiently. 

The PPF indicates the production possibilities of two commodities when 

resources are fixed. This means that the production of one commodity can only increase 

when the production of the other commodity is reduced, due to the availability of 

resources. 

 

Understanding and Interpreting the PPF 

The idea is that opportunity costs normally come up when an economic 

organization with limited resources must decide between two alternatives. 

The PPF is depicted graphically as an arc (concave), with one commodity on the 

X axis and the other commodity on the Y access. At each point on the arc, there is an 

efficient number of the two commodities that can be produced with available resources. 

Therefore, it’s up to the organization to look at the PPF and decide what number of 

each commodity should be produced to maximize the overall benefit to the economy. 

 

Representation 

 PPC that is bowed outwards from the origin. 

 This is the standard concave production possibilities curve that reflects 

increasing opportunity cost.  

 Because it best reflects the economy, it is the one most commonly seen 

throughout the study of economics. 

Law of Increasing Opportunity Cost 

Because resources are scarce relative to the virtually unlimited wants they can be 

used to satisfy, people must choose among alternatives. The amount of other products 

that must be sacrificed to obtain one unit of a specific good is called the opportunity 

cost of that good. 

The answer is that resources are not completely adaptable to alternative 

uses. Many resources are better at producing one good than at producing others. This 

lack of perfect flexibility, or interchangeability, on the part of resources is the cause of 

increasing opportunity costs. 

Law of increasing opportunity costs. As the production of a good increases, the 

opportunity cost of producing an additional unit rises. 
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How the Law of Increasing Opportunity Cost determine the image of the PPC 

Increasing opportunity costs mean that the nation must give up more and more of 

one commodity to release just enough resources to produce each additional unit of 

another commodity (see Picture 10). Increasing opportunity costs result in a production 

frontier that is concave from the origin (rather than a straight line). 

 

 

Picture 10 – The form of production possibilities frontier 

Production Frontiers of Nation 1 and Nation 2 with Increasing Costs 

Concave production frontiers reflect increasing opportunity costs in each nation 

in the production of both commodities (see Picture 11).  

Thus, Nation 1 must give up more and more of Y for each additional batch of 20X 

that it produces. This is illustrated by downward arrows of increasing length. Similarly, 

Nation 2 incurs increasing opportunity costs in terms of forgone X (illustrated by the 

increasing length of the leftward arrows) for each additional batch of 20Y it produces. 
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Picture 11 – The production frontiers of Nation 1 and Nation 2 

 

The difference in the production frontiers of Nation 1 and Nation 2 is due to the 

fact that the two nations have different factor endowments or resources at their disposal 

and/or use different technologies in production. In the real world, the production 

frontiers of different nations will usually differ, since practically no two nations have 

identical factor endowments (even if they could have access to the same technology). 

As the supply or availability of factors and/or technology changes over time, a 

nation’s production frontier shifts. The type and extent of these shifts depend on the 

type and extent of the changes that take place.  

When choosing between the production of two goods, the more similar the 

resources needed to produce each good, the straighter the PPC will be.  

The less similar the resources needed to produce each good, the further the PPC 

will be bowed out from the origin. 

When the PPC is convex (bowed in), opportunity costs are decreasing. 

PPF can be convex to the origin if marginal rate of transformation (MRT) 3 is 

decreasing, i.e. less and less units of a commodity are sacrificed to gain an additional 

unit of another commodity. Such PPCs have diminishing opportunity costs because of 

increasing returns to scale (economies of scale): if we use many resources to produce 

a good, we can produce it at a lower cost. 

Community Indifference Curves 

A community indifference curve shows the various combinations of two 

commodities (X and Y ) that yield equal satisfaction to the community or nation (see 

Picture 12).  

                                                             
3 The marginal rate of transformation (MRT) is the number of units or amount of a good that must 

be forgone to create or attain one unit of another good.  
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Picture 12 – Community Indifference Curves 
 

Higher curves refer to greater satisfaction, lower curves to less satisfaction.  

Community indifference curves are negatively sloped and convex from the 

origin. To be useful, they must not cross (individual indifference curves are almost 

completely analogous to community indifference curves). 

The declining slope of the curve reflects the diminishing marginal rate of 

substitution (MRS) 4 of X for Y in consumption (see Picture 13). 

 

 

Picture 13 – Community indifference curves for Nation 1 and Nation 2 

 

The marginal rate of substitution (MRS) of X for Y in consumption refers to the 

amount of Y that a nation could give up for one extra unit of X and still remain on the 

                                                             
4 The marginal rate of substitution (MRS) is the rate at which a consumer can give up some amount 

of one good in exchange for another good while maintaining the same level of utility. 
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same indifference curve. This is given by the (absolute) slope of the community 

indifference curve at the point of consumption and declines as the nation moves down 

the curve. For example, the slope, or MRS, of indifference curve I is greater at point N 

than at point A. Similarly, the slope, or MRS, of indifference curve I is greater at point 

A than at R. 

Production Functions, Isoquants, Isocosts, and Equilibrium 

A production function gives the maximum quantities of a commodity that a firm 

can produce with various amounts of factor inputs. This purely technological 

relationship is supplied by engineers and is represented by isoquants. 

An isoquant is a curve that shows the various combinations of two factors, say, 

capital (K) and labor (L), that a firm can use to produce a specific level of output.  

Higher isoquants refer to larger outputs and lower ones to smaller outputs. 

Isoquants have the same general characteristics as indifference curves. They are 

negatively sloped, convex from the origin, and do not cross. (However, isoquants give 

a cardinal measure of output, while indifference curves give only an ordinal measure 

of utility.) 

Isoquants are negatively sloped because a firm using less K must use more L to 

remain on the same isoquant. The (absolute) slope of the isoquant is called the marginal 

rate of technical substitution (MRTS) 5 of labor for capital in production and measures 

how much K the firm can give up by increasing L by one unit and still remain on the 

same isoquant. 

As a firm moves down an isoquant and uses more L and less K, it finds it more 

and more difficult to replace K with L. That is, the MRTS of L for K (or slope of the 

isoquant) diminishes. This makes the isoquant convex from the origin. 

Finally, isoquants do not cross because an intersection would imply the same level 

of output on two isoquants, which is inconsistent with their definition. 

An isocost is a line that shows the various combinations of K and L that a firm 

can hire for a given expenditure, or total outlay (TO), at given factor prices.  

The isocost line represents all possible combinations of labor and capital that may 

be purchased for a given total cost. If input prices are fixed, then the ratio of these 

prices is clearly fixed and the isocost line is straight. 

An isoquant shows all combination of factors that produce a certain output. 

An isocost show all combinations of factors that cost the same amount. 

Isocosts and isoquants can show the optimal combination of factors of 

production to produce the maximum output at minimum cost. 

Isoquants 1X and 2X give the various combinations of K and L that the firm can 

use to produce one and two units of X, respectively. Isoquants are negatively sloped, 

convex, and do not cross (see Picture 14).  

An isocost shows the various amounts of K and L that a firm can hire with a given 

total outlay (TO). The lines from 3K to 6L and from 6K to 12L are isocosts. The 

                                                             
5 The marginal rate of technical substitution (MRTS) is the rate at which one factor must decrease so 

that the same level of productivity can be maintained when another factor is increased. 
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(absolute) slope of the isocost measures PL / PK. Equilibrium is at points A1 and A2, 

where the firm reaches the highest isoquant possible for a given TO (see Picture 2.7).  

At A2 the firm produces twice as much output and uses twice as much K and L 

as at A1. The straight line through the origin joining A1 and A2 is the expansion path 

and gives the constant K /L = 1/4 ratio in producing 1X and 2X (see Picture 2.7). 

 

 

Picture 14 – Isoquants and isocosts 

 

1.2.3. Economies of Scale, Imperfect Competition, and the Features of 

International Trade 

Limitations 

With the theory of absolute advantage, Ricardo’s theory of comparative advantage 

does not answer why production cost differ within each country and also no 

consideration is given to the possibility of producing the same goods with different 

combinations of factors. 

The leading theory of what determines nations’ trade patterns was presented 

by Eli Heckscher in 1919 and a clear overall explanation was developed and publicized 

in the 1930s by Heckscher’s student, Bertil Ohlin. 

 

 Heckscher-Ohlin theory 

The Heckscher-Ohlin theory states that international and interregional differences 

in production costs occur because of differences in the supply of production factors. 

These simple statements lead to an important conclusion: under free trade, 

countries export the products that use their scarce factors intensively and imports the 

products using their scarce factors intensively. 
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Abundance of factors 

A country is labor-abundant if it has a higher ratio of labor to other factors. A 

product is labor-intensive if labor costs are a greater share of its value than are of the 

value of other products. 

Those goods that require a large amount of the abundant – and thus less costly – 

factor will have lower production costs, enabling them to be sold for less in 

international markets. 

For example, India, which is relatively well endowed with labor compared to 

Switzerland, ought to concentrate on producing labor-intensive goods; Switzerland 

with relatively more capital than labor, should specialize in capital-intensive products. 

The Heckscher-Ohlin theory explains some trade patterns quite well, but recent 

trends hint that the industrial countries are becoming more similar in their endowments, 

suggesting that this theory, which emphasizes international contrasts in endowments, 

may become less relevant. 

In the 1980s, the shortcomings of the Heckscher-Ohlin theory became particularly 

evident. A number of new phenomena emerged in the international economy that could 

not be explained by the Heckscher-Ohlin theory. 

There are a number of new phenomena in the international economy that are not 

explained by the theory. 

1) Changes in relative availability of production and comparative advantage were 

not always at the same level.  

2) There was a convergence in the availability of capital, skilled labour and 

scientific potential between developed and emerging economies, but there is a 

convergence in terms of capital, skilled labour and scientific capability in industrialized 

countries. This, however, leads to an increase, not decrease, in trade. 

3) The Heckscher-Ohlin theory does not explain intra-industry trade - why exports 

of the same product categories such as cars, electrical machinery, etc. increase from 

one developed country to another, etc. 

Leontief Paradox 

Leontief pointed out, though the United States has more capital than most other 

nations, the majority of its exports were of labour-intensive goods.  

The Heckscher-Ohlin theory states that each country exports the commodity 

which intensively uses its abundant factor. 

Leontief tried to explain his findings along two different lines: 

 in terms of differences in labour productivity: Leontief argued that 

American labour could not really be compared to labour in other countries, because the 

productivity of an American worker is substantially higher (three times higher, 

suggested Leontief) than that of foreign workers; 

 the only two factors explicitly taken into account are labour and capital, 

but Leontief notes additional set of factors determining this country’s productive 

capacity and, in particular,  natural resources, agricultural lands, forests rivers and 

other rich mineral deposits. 
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 Stolper-Samuelson theorem 

If the price of a good rises (falls) then the price of the factor used intensively in 

that industry will also rise (fall) while the price of the other factor will fall (rise). 

The magnification effect states that an increase in the price of the labor (capital)-

intensive good increases wages (rent) more than proportionately. 

 

 Dutch disease 

The term “Dutch disease” was coined by The Economist magazine in 1977. The 

magazine was analyzing a crisis taking place in the Netherlands following discoveries 

of vast natural gas deposits in the North Sea in 1959.  

The newfound wealth and massive exports of oil caused the Dutch guilder to rise 

sharply, making exports of all non-oil products less competitive on the world market. 

Unemployment rose from 1.1% to 5.1%, and capital investment in the country dropped. 

Examples of Dutch disease 

In the 1970s, the same economic condition occurred in Great Britain, when the 

price of oil quadrupled, and it became economically viable to drill for North Sea Oil 

off the coast of Scotland. By the late 1970s, Britain had become a net exporter of oil; 

it had previously been a net importer. The pound soared in value, but the country fell 

into recession when British workers demanded higher wages and exports became 

uncompetitive. 

In 2014, economists in Canada reported that the increased influx of foreign capital 

related to the exploitation of the country's oil sands may have led to an overvalued 

currency and a decreased competitiveness in the manufacturing sector. At the same 

time, in Russia, the ruble had greatly appreciated for similar reasons. 

In 2016, the price of oil dropped significantly, and both the Canadian dollar and 

the Russian ruble returned to lower levels, easing the concerns of Dutch disease in 

these countries. 

Rybczynski Theorem predicts that in two sector economy an increase in one of 

the factor endowments not only would increase the output of industry using it 

intensively, but also decreases the output of the other industries.  

Discovery of oil in Netherlands increased the production of Shell and other Dutch 

oil companies, while it decreased the production of non-oil Dutch companies. The 

increase in one of the factor endowments, increases the relative advantage of the 

country in the industry using it intensively. Then in order to expand that industry it not 

only has to increase factor which has now expanded, but also the other factor of 

production. Hence there would be less factors available for the other industry(s). 

Paradox 

Dutch disease became widely used in economics to describe the paradoxical 

situation where seemingly good news, such as the discovery of large oil reserves, turns 

out to have a negative impact on a country's broader economy. 

Dutch disease is an economics term that refers to the negative consequences 

arising from large increases in the value of a country’s currency. It is primarily 

associated with a natural resource discovery but can result from any large influx of 
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foreign currency into a country, including foreign direct investment, foreign aid or a 

substantial increase in natural resource prices. 

 

 The Linder hypothesis: overlapping demand 

Deviating from the supply-side explanations of the pattern of trade in the 

literature, an alternate explanation of the pattern of trade was offered in 1964 in terms 

of “overlapping demand” by a Swedish economist, Staffan Linder (1961).  

To produce and trade, representative demand in the respective countries needs to 

have an overlapping zone in terms of the range of goods that are produced and 

consumed in common.  

This is used in explaining intra-industry trade, product differentiation (or 

“sophistication” as Linder puts it). 

 

H-O and returns to scale 

One of the assumptions of the H–O model was that both commodities were 

produced under conditions of constant returns to scale in the two nations. With 

increasing returns to scale, mutually beneficial trade can take place even when the two 

nations are identical in every respect. This is a type of trade that the H–O model does 

not explain. 

Increasing returns to scale refers to the production situation where output grows 

proportionately more than the increase in inputs or factors of production. That is, if all 

inputs are doubled, output is more than doubled. If all inputs are tripled, output is more 

than tripled. 

Increasing returns to scale 

Increasing returns to scale may occur because at a larger scale of operation a 

greater division of labor and specialization becomes possible.  

That is, each worker can specialize in performing a simple repetitive task with a 

resulting increase in productivity. Furthermore, a larger scale of operation may permit 

the introduction of more specialized and productive machinery than would be feasible 

at a smaller scale of operation. 

Increase in international trade 

Since the early 1980s, there has been a sharp increase in international trade in 

parts and components through outsourcing and offshoring, and these are the source of 

new and significant international economies of scale. 

Outsourcing refers to the purchase by a firm of parts and components abroad in 

order to keep its costs down. 

Offshoring refers, instead, to a firm producing in its own plants abroad some of 

the parts and components that it uses in its products.  

New international economies of scale 

Firms must constantly explore sources of cheaper inputs and overseas production 

in order to remain competitive in our rapidly shrinking world. 

Indeed, this process can be regarded as manufacturing’s new international 

economies of scale in today’s global economy. 
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International economies of scale 

While outsourcing and offshoring lead to international economies of scale, they 

also lead to complaints that a significant number of high-paying jobs are transferred 

abroad. 

These new international economies of scale are likely to become even more 

important in the future as we move closer and closer to a truly global economy. 

Economies of scale 

Economies of scale explains how running a bigger business can increase the 

profit. Economies of scale are when some of the costs can be spread out through all of 

the units that are sold, such as fixed costs  things one has to pay for whether you make 

anything or not.  

Advertising works this way: if you pay for advertising you have the same problem 

at low levels of sales and the same advantage at high levels of sales. 

Software has enormous economies of scale, because once the money has been 

spent to develop the software (eg. programmer time) the marginal costs per unit 

sold are relatively low.  

Marginal cost means “how much more it costs to provide one more unit”. 

Economies of scope 

 is a similar but different concept: it’s not about making a lot or a little of 

the same product, but about making different but compatible products. 

 you can probably use a lot of the same equipment, so you save money per 

unit because you’re increase the scope (range of products) within similar categories.  

 customer already trusts the firm so is more likely to buy other products 

from the same company: expanding the range of products is successful as long as they 

stick to new products that can leverage their existing resources (eg. use the same 

factories, marketing methods, distribution channels, retailer relationships) and appeal 

to the same customer base. 

 it’s probably a bad idea to expand the business with a product where there 

aren’t economies of scope.  

Economies of scope are relevant to entrepreneurs both when deciding whether or 

not a second product or product line makes sense, and also in deciding whether a 

business idea is viable. 

If the first product of a business naturally leads to other related products with good 

economies of scope, that can have a positive effect on economies of scale. 

Economies of diversification 

Economies of scope often result from a related diversification strategy and may 

even be termed “economies of diversification”: 

 diversification as their corporate-level strategy in an attempt to exploit 

economies of scope between their various business units; 
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 cost-savings result when a business transfers expertise in one business to 

a new business: operational skills and know-how in manufacturing or even plant 

facilities, equipment, or other existing assets, including intangible assets like expertise 

or a corporate core competence. 

The experience curve 

The experience curve (see Picture 15) is an idea developed by the Boston 

Consulting Group (BCG) in the mid-1960s.  

 

 
Picture 15 – The experience curve 

 

Working with a leading manufacturer of semiconductors, the consultants noticed 

that the company’s unit cost of manufacturing fell by about 25% for each doubling of 

the volume that it produced.  

This relationship they called the experience curve: the more experience a firm has 

in producing a particular product, the lower are its costs. Costs decline by 20  30% 

in real terms each time accumulated experience doubles.  

There is no fundamental economic law that can predict the existence of the 

experience curve, even though it has been shown to apply to industries across the board. 

And if it is true in service industries such as investment banking or legal advice, the 

lower costs are clearly not passed on to customers.  
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The learning curve 

 
 

Picture 16 – The learning curve 

 
The learning curve (see Picture 16) is also referred to as the experience curve, the 

cost curve, the efficiency curve or the productivity curve. There is a reduction in 

the average cost of production of a particular product, as the consequence of an 

increase in the firm’s experience. 

The higher the cumulative volume of production, the lower the direct cost per new 

unit produced. Therefore, the experience curve as well as the learning curve will be 

convex and have a downward slope, as shown in Pictures 15 and 16. 
Cumulative output increase 

The time and cost of producing a unit of output will be reduced, as learning 

economies, economies of scale, economies of scope, etc. appear due to the cumulative 

output increase.  

If direct costs decrease as the cumulative output increases, this will mean that 

firms that have been producing more and for a longer period, will have lower direct 

costs per unit and thus dominate the market. 

The difference between learning curves and experience curves (see Table 6) 

 learning curves only consider time of production (only in terms of labour 

costs); 

 experience curve is a broader phenomenon related to the total output of 

any function such as manufacturing, marketing, or distribution. 
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Table 6 – The difference between learning curves and experience curves 

 Learning curve Experience curve 

Conception: microeconomics macroeconomics 

Origins: 
Theodore P. Wright, 

1936 

Bruce D. Henderson, mid-

1960s 

Variable 

considered: 

average time (labour 

cost) per unit 

direct costs: production, 

labour, distribution, etc. 

(includes learning curve 

effects) 

Measures: labour productivity total efficiency 

 

Differentiated products 

A large portion of the output of modern economies today involves differentiated 

rather than homogeneous products. Thus, a Chevrolet is not identical to a Toyota, a 

Volkswagen, a Volvo, or a Renault. 

As a result, a great deal of international trade can and does involve the exchange 

of differentiated products of the same industry or broad product group. That is, a great 

deal of international trade is intra-industry trade in differentiated products, as opposed 

to inter-industry trade in completely different products. 

 

Intra-industry trade 

Intra-industry trade arises in order to take advantage of important economies of 

scale in production. That is, international competition forces each firm or plant in 

industrial countries to produce only one, or at most a few, varieties and styles of the 

same product rather than many different varieties and styles. This is crucial in keeping 

unit costs low. 

The gains from trade resulting from making available to consumers a much larger 

variety of each type of good are much greater for developing countries that only 

recently opened up more widely to international trade. 

Measuring Intra-Industry Trade 

The level of intra-industry trade can be measured by the intra-industry trade index 

(T): 

𝑇 = 1 −
|𝑋−𝑀|

𝑋+𝑀
,      (6) 

where X and M represent, respectively, the value of exports and imports of a 

particular industry or commodity group and the vertical bars in the numerator of 

Equation denote the absolute value. The value of T ranges from 0 to 1. T = 0 when a 
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country only exports or only imports the good in question (i.e., there is no intra-industry 

trade). On the other hand, if the exports and imports of a good are equal,  

T = 1 (i.e., intra-industry trade is maximum). 

Inter- and intra-industry trade 

The tentative conclusion that can be reached, therefore, is that comparative 

advantage seems to determine the pattern of inter-industry trade, while economies of 

scale in differentiated products give rise to intra-industry trade. Both types of 

international trade occur in today’s world. The more dissimilar are factor endowments 

(as between developed and developing countries), the more important are comparative 

advantage and inter-industry trade.  

On the other hand, intra-industry trade is likely to be dominant the more similar 

are factor endowments broadly defined (as among developed countries). 

 

The importance of intra-industry trade 

The importance of intra-industry trade became apparent when tariffs and other 

obstructions to the flow of trade among members of the European Union, or Common 

Market, were removed in 1958.  

Balassa found that the volume of trade surged, but most of the increase involved 

the exchange of differentiated products within each broad industrial classification. 

That is, German cars were exchanged for French and Italian cars, French washing 

machines were exchanged for German washing machines, Italian typewriters for 

German and French typewriters, and so on. 

Monopolistic competition is the form or market organization where (as in this 

case) there are many firms selling a differentiated product and entry into or exit from 

the industry is easy is called monopolistic competition. 

Technological gap. Technology gap theory is a model developed by 

M.V. Posner in 1961, which describes an advantage enjoyed by the country that 

introduces new goods in a market. 

Foreign reaction lag. The time required for the innovative firms to produce the 

products with new technology, and these products will later be exported to external 

countries. 

Domestic reaction lag. The time taken by all domestic firms to continue producing 

relatively newer versions of products as to retain their shares in the global market, 

before they realize the threat of the new products imported. Within the period, there is 

also an imitation lag, which suggests the time the local entrepreneurs need to learn to 

adopt the new technology to make and sell substitutes. 

Demand lag. The time that the domestic consumers need to acquire or adapt their 

tastes for the new products. 

Product life cycle theory 
The product life cycle theory is an economic theory that was developed 

by Raymond Vernon in response to the failure of the Heckscher-Ohlin model to 

explain the observed pattern of international trade. 

Raymond Vernon divided products into three categories based on their stage in 

the product life cycle and how they behave in the international trade market: 
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 new product, 

 maturing product, 

 standardized product. 

There are five stages in a product's life cycle in respect to the product life cycle 

theory: 

 introduction, 

 growth, 

 maturity, 

 saturation, 

 abandonment. 

International product life cycle theory 
According to International product life cycle theory there are five phases which 

describe how a product matures and declines as a result of internationalization: 

 local innovation, 

 overseas innovation, 

 maturity, 

 world-wide imitation, 

 reversal. 
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1.3. The Regulation of International Trade 

Barriers to trade 

Tariff barriers 

 Official constraints on the import of certain goods 

 

Non-tariff barriers 

 Indirect measures, that are more difficult to measure than official tariffs.  

 Subsidies (financial benefits provided by a government which gives an 

unfair advantage to a specific industry, business or even individual). 

 Licenses (documents which are issued by a national government allowing 

the importation of certain goods into its area). 

 Import quotas and “voluntary” export restraints (government-imposed 

trade restriction that limits the number, or monetary value, of goods that can be 

imported or exported during a particular time period. 

 Local content requirements, technical standards. 

 Administrative trade policies (bureaucratic hurdles). 

 Access to local channel and supply chain network. 

 

1.3.1. Customs and Tariff Regulation 

Customs and tariff regulation is a method of state regulation of foreign trade in 

goods carried out by establishing, introducing, changing and terminating customs 

duties on goods crossing the customs border. 

Customs duty is a compulsory payment to the national budget collected by 

customs authorities in connection with the movement of goods across the customs 

border. Some of the types of customs duties are presented in Picture 17. 

 

Picture 17 – Main types of customs duties 
  

Main types of customs duties

Export customs duties Import customs duties
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Import customs duties 

The application of import customs duties on imported goods is one of the main 

tools of the trade policy of any state.  

The rates of import customs duties of the Common Customs Tariff of the Eurasian 

Economic Union (CCT of the EAEU) 6 that were approved by the Decision of the EEC 

Council of July 16, 2012 № 54 (with amendments and additions) are applied to goods 

imported to the Republic of Belarus from third countries.  

The customs tariff is a list of customs duties, ranked according to the commodity 

nomenclature. A tariff is an tax imposed on the import or export of goods. 

Tax base and tax rates 
Import duty is the most common tax on imports and is calculated on the basis of: 

 the classification of the goods for the purposes of the customs tariff; 

 the source or origin of the goods; 

 their value. 

Customs duties 

Customs duty is a tax imposed on imports and exports of goods.  

A customs duty or due is the indirect tax levied on the import or export of goods 

in international trade. In economic sense, a duty is also a kind of consumption tax.  

A duty levied on goods being imported is referred to as an import duty. Similarly, 

a duty levied on exports is called an export duty.  

In the case of indirect tax, the burden of tax can be shifted by the taxpayer to 

someone else. Indirect tax has the effect to raising the price of the products on which 

they are imposed.  

Direct taxes. A direct tax is paid directly by an individual or organization to an 

imposing entity. 

Tariffs have three primary functions: 

 to serve as a source of revenue (fiscal function), 

 to protect domestic industries (protectionist function), and  

 to remedy trade distortions (punitive function). 

The main objectives of the CCT of the EAEU are: 

 enabling efficient integration of the Union into the global economy;  

 streamlining the commodity structure for goods imported into the customs 

territory of the Union;  

 maintaining a rational correlation between export and import of goods on 

the customs territory of the Union;  

 enabling progressive changes in the structure of production and 

consumption of goods within the Union;  

 supporting for various economy sectors of the Union. 

  

                                                             
6 The Common Customs Tariff of the Eurasian Economic Union [Electronic resource] // Eurasian 

Economic Commission. – Mode of access: 

http://www.eurasiancommission.org/ru/act/trade/catr/ett/Pages/default.aspx. – Date of access: 

11.09.2021. 

http://www.eurasiancommission.org/ru/act/trade/catr/ett/Pages/default.aspx
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Main principles of tariff formation 

In the member states of the Union, as in most other countries, the CCT of the 

EAEU is created in accordance with the principles of tariff escalation and effective 

tariff protection.  

In practice this is reflected in the establishment of the lowest duty rates on raw 

materials and the highest – for finished products and highly processed products.  

Tariff escalation 

Higher import duties on semi-processed products than on raw materials, and even 

higher on finished products. This practice protects domestic processing industries and 

discourages the development of processing activity in the countries where raw 

materials originate (see Table 7). 

Table 7 – The examples of tariff escalation 

 

Effective rate of protection (ERP) and nominal tariff 

In economics, the ERP is a measure of the total effect of the entire tariff structure 

on the value added per unit of output in each industry, when both intermediate and final 

goods are imported. 

The effective rate of tariff establishes a relationship between the tariff and the 

domestic value added. 

The nominal tariff rate can be expressed through the following formula: 

 

H = (P’ – P) / P,       (7) 

 

where H is the nominal tariff rate. P is the world price in the absence of tariff and 

P’ is the domestic price of the final commodity including tariff. 

Nominal rate of tariff 

Until the early 1960’s, the official rate of tariff was intended to discourage the 

import of final product and to promote the domestic production in the protected 

industry.  Higher the rate of nominal tariff, it was assured, higher would be the degree 

of protection and vice-versa. In other words, the nominal rate of tariff was used to be 

regarded as a measure of the degree of protection. 

B. Balassa, W. Corden and H.G. Johnson suggested that the nominal rate of tariff 

was not the appropriate measure of the degree of protection. According to them, the 
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concept of nominal rate of tariff had a serious flaw that it considered only the effect of 

tariff on final imported product. 

Effective tariff protection 

 Calculation of ERP (Way I) 

𝐸𝑅𝑃 =
𝑉𝐴′−𝑉𝐴

𝑉𝐴
    (8) 

VA – value added with free trade 

VA' – value added under protection 

 

 Calculation of ERP (Way II) 

ERP =
𝑡𝑗−∑ 𝑎𝑖𝑗

𝑁
𝑖=1 𝑡𝑖

1−∑ aij
N
i=1

    (9) 

𝑎𝑖𝑗 – the free-trade value of input 𝑖 as a percentage of the free-trade value of the 

final good 𝑗; 

𝑡𝑖 – the tariff rate on input 𝑖; 
𝑡𝑗 – the tariff rate on the final good 𝑗; 

∑ 𝑎𝑖𝑗
𝑁
𝑖=1  – summing over 𝑁 inputs. 

 

Optimal tariff 

 Terms-of-trade argument (the optimal tariff theory) refers that a country 

with market power can gain national welfare when they impose a tariff for foreign 

exports and generate welfare at the expense of foreign trade partners. This argument 

has been long-term applied as an assumption in many theoretical trade models.  

 The optimal tariff is equal to the inverse of export supply elasticity faced 

by the importing country. 

 

Optimal tariff theory 

The tariff rate that maximizes national welfare is called optimum / optimal tariff.  

At point A the corresponding tariff rate is optimum tariff, whereas at point B, the 

welfare curve levels off because the tariff rate “completely prohibits trade leaves the 

country worse off than with free trade” and the rate beyond this prohibitive tariff rate 

have no impact on trade and welfare (see Picture 18). 
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Picture 18 – Optimal / optimum tariff 

 

Balance between protective and prohibitive tariffs 

Protective tariffs are tariffs that are enacted with the aim of protecting a 

domestic industry. They aim to make imported goods cost more than equivalent goods 

produced domestically, thereby causing sales of domestically produced goods to rise; 

supporting local industry. 

A prohibitive tariff is one so high that no one imports any of that item. The 

distinction between protective and revenue tariffs is subtle: protective tariffs in 

addition to protecting local producers also raise revenue; revenue tariffs produce 

revenue but they also offer some protection to local producers. 

 

Main principles within the EAEU 

Thus, incentives are created for the importation of necessary raw materials and 

components. At the same time, tariff protection for finished products and highly 

processed products is increasing, what creates incentives for the development of 

manufacturing industry within the EAEU members.  

 

There are some types of import customs duties rates which are applied in the CCT 

of the EAEU: 

 ad valorem (in percentage of the customs value of imported goods);  

 specific (charged for a unit of imported goods); 

 combined (combination of aforesaid types).  

 

The import customs duties rates of the CCT of the EAEU are applied in relation 

to goods imported on the customs territory of the EAEU members and originated from 

any country (including the origin of which is not determined), excepting cases of 

granting tariff preferences as well as cases of application of free trade regime.  
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Types of customs duties 

99% of duties or taxes levied on imported goods are ad valorem.  

An ad valorem duty or tax is charged as a percentage of the value for duty of goods 

imported. The value for duty of goods imported is the customs value.  

The other one percent (1%) levied are specific duties or taxes. A specific duty or 

tax is assessed on items of a given kind at a flat rate per unit of quantity e.g. litres 

(wines), gallons (spirits), piece (cigarettes). 

Mixed (compound) duties: combinations of ad valorem and specific duties. 

Export duties 

Export duties consist of general or specific taxes on goods or services that become 

payable when the goods leave the economic territory or when the services are delivered 

to non-residents; profits of export monopolies and taxes resulting from multiple 

exchange rates are excluded. 

There are some legal acts in the Republic of Belarus that set rates of export 

customs duties on exporting goods from the territory of the Republic of Belarus outside 

the customs territory of the EAEU members: 

 potash fertilizers (Decree of the President of the Republic of Belarus of 

September 5, 2013 №400);  

 seeds of rape (Decree of the President of the Republic of Belarus of May 

21, 2010 №272); 

 timber (Decree of the President of the Republic of Belarus of October 9, 

2010 №522);  

 rawhides, tanned skins (Decree of the President of the Republic of Belarus 

of February 1, 2011 №40);  

 oil and oil products (Agreement of December 9, 2010 on the procedure of 

paying and calculating of export customs duties (other duties, taxes and charges that 

have similar effect) when exporting crude oil and certain categories of products that 

are produced from oil from the territory of the Republic of Belarus outside the Customs 

Union’s territory, Decree of the President of the Republic of Belarus of December 31, 

2010 № 716, Decree of the Council of Ministers of the Republic of Belarus of 

December 31, 2010 № 1932).  
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1.3.2. The Effects of Customs Tariffs 

Costs and benefits of tariffs 

The costs of a tariff come from the higher price to consumers, but this is partly 

offset by the tariff revenue that goes to the government. 

This tariff revenue is a benefit and can be redistributed to consumers or spent on 

goods from which consumers derive a benefit. 

But there are also efficiency costs associated with tariffs—deadweight losses, as 

we call them.  

These are the real costs of the tariff, and they arise because the marginal cost of 

production does not equal the marginal benefit to the consumer (see Pictures 19 and 

20).  

Import tariffs: small country welfare effects 

 

Picture 19 – A small country’s welfare effects of import tariffs 

 

Picture 20 – The calculation of a small country’s welfare effects  

of import tariffs  
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When a specific tariff is implemented by a small country, it will raise the domestic 

price by the full value of the tariff. 

Whenever a small country implements a tariff, national welfare falls. The higher 

the tariff is set, the larger will be the loss in national welfare. 

The tariff causes a redistribution of income. Producers and the recipients of 

government spending gain, while consumers lose. 

Because the country is assumed to be small, the tariff has no effect on the price 

in the rest of the world; therefore, there are no welfare changes for producers or 

consumers there. Even though imports are reduced, the related reduction in exports by 

the rest of the world is assumed to be too small to have a noticeable impact. 

Tariff effects on the importing country’s consumers. Consumers of the product in 

the importing country are worse off as a result of the tariff. The increase in the domestic 

price of both imported goods and the domestic substitutes reduces consumer surplus in 

the market. 

Tariff effects on the importing country’s producers. Producers in the importing 

country are better off as a result of the tariff. The increase in the price of their product 

increases producer surplus in the industry. The price increases also induce an increase 

in the output of existing firms (and perhaps the addition of new firms), an increase in 

employment, and an increase in profit, payments, or both to fixed costs. 

Tariff effects on the importing country’s government. The government receives 

tariff revenue as a result of the tariff. Who will benefit from the revenue depends on 

how the government spends it. These funds help support diverse government spending 

programs; therefore, someone within the country will be the likely recipient of these 

benefits. 

Tariff effects on the importing country. The aggregate welfare effect for the 

country is found by summing the gains and losses to consumers, producers, and the 

government. The net effect consists of two components: a negative production 

efficiency loss (B) and a negative consumption efficiency loss (D). The two losses 

together are typically referred to as “deadweight losses.” 

Because there are only negative elements in the national welfare change, the net 

national welfare effect of a tariff must be negative. This means that a tariff implemented 

by a small importing country must reduce national welfare. 

Import tariffs: large country welfare effects 

Generally speaking, 

1) whenever a “large” country implements a small tariff, it will raise national 

welfare (see Pictures 21 and 22); 

2) if the tariff is set too high, national welfare will fall and 

3) there will be a positive optimal tariff that will maximize national welfare. 
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Picture 21 – A large country’s welfare effects of import tariffs

 

Picture 22 – The calculation of a large country’s welfare effects of import tariffs 

The effects of tariffs for different country groups 

Importing country 
Importing country consumers. Consumers of the product in the importing country 

suffer a reduction in well-being as a result of the tariff. The increase in the domestic 

price of both imported goods and the domestic substitutes reduces the amount of 

consumer surplus in the market.  

Importing country producers. Producers in the importing country experience an 

increase in well-being as a result of the tariff. The increase in the price of their product 

on the domestic market increases producer surplus in the industry. The price increases 

also induces an increase in output of existing firms (and perhaps the addition of new 

firms), an increase in employment, and an increase in profit and/or payments to fixed 

costs.  

Importing country government. The government receives tariff revenue as a result 

of the tariff. Who benefits from the revenue depends on how the government spends it. 

Typically the revenue is simply included as part of the general funds collected by the 

government from various sources. In this case it is impossible to identify precisely who 

benefits. However, these funds help support many government spending programs 
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which presumably help either most people in the country, as is the case with public 

goods, or is targeted at certain worthy groups. Thus, someone within the country is the 

likely recipient of these benefits.  

Importing country. The aggregate welfare effect for the country is found by 

summing the gains and losses to consumers, producers and the government. The net 

effect consists of three components: a positive terms of trade effect (G), a negative 

production distortion (B), and a negative consumption distortion (D).  

Because there are both positive and negative elements, the net national welfare 

effect can be either positive or negative. The interesting result, however, is that it can 

be positive. This means that a tariff implemented by a “large” importing 

country may raise national welfare. 

 

Exporting country 

Exporting country consumers. Consumers of the product in the exporting country 

experience an increase in well-being as a result of the tariff. The decrease in their 

domestic price raises the amount of consumer surplus in the market.  

Exporting country producers. Producers in the exporting country experience a 

decrease in well-being as a result of the tariff. The decrease in the price of their product 

in their own market decreases producer surplus in the industry. The price decline also 

induces a decrease in output, a decrease in employment, and a decrease in profit and/or 

payments to fixed costs.  

Exporting country government. There is no effect on the exporting country 

government revenue as a result of the importer’s tariff. 

Exporting country. The aggregate welfare effect for the country is found by 

summing the gains and losses to consumers and producers. The net effect consists of 

three components: a negative terms of trade effect (g), a negative consumption 

distortion (f), and a negative production distortion (h).  

Since all three components are negative, the importer’s tariff must result in a 

reduction in national welfare for the exporting country. However, it is important to 

note that a redistribution of income occurs, i.e., some groups gain while others lose. In 

this case the sum of the losses exceeds the sum of the gains. 

 

World welfare 

The effect on world welfare is found by summing the national welfare effects in 

the importing and exporting countries. 

By noting that the terms of trade gain to the importer is equal to the terms of trade 

loss to the exporter, the world welfare effect reduces to four components: the importer’s 

negative production distortion (B), the importer’s negative consumption distortion (D), 

the exporter’s negative consumption distortion (f), and the exporter’s negative 

production distortion (h). 

Since each of these is negative, the world welfare effect of the import tariff is 

negative. The sum of the losses in the world exceeds the sum of the gains. In other 

words, we can say that an import tariff results in a reduction in world production and 

consumption efficiency. 
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1.3.3. Non-Tariff Barriers to Trade 

The importance of tariffs has declined in modern times because modern 

governments usually prefer to protect domestic industries through a variety of non-

tariff barriers, such as import quotas (limitations on the quantity of imports) and export 

restraints (limitations on the quantity of exports – usually imposed by the exporting 

country at the importing country’s request). 

Non-tariff barriers to trade (NTBs) or sometimes called “Non-Tariff 

Measures (NTMs)” are trade barriers that restrict imports or exports of goods or 

services through mechanisms other than the simple imposition of tariffs.  
According to the World Trade Organisation, non-tariff barriers to trade include 

import licensing, rules for valuation of goods at customs, pre-shipment inspections, 

rules of origin ('made in'), and trade prepared investment measures. 

NTMs / NTBs classification 

The first category includes methods to directly import restrictions for protection 

of certain sectors of national industries: licensing and allocation of import quotas, 

antidumping and countervailing duties, import deposits, so-called voluntary export 

restraints, countervailing duties, the system of minimum import prices, etc.  

Under second category follow methods that are not directly aimed at restricting 

foreign trade and more related to the administrative bureaucracy, whose actions, 

however, restrict trade, for example: customs procedures, technical standards and 

norms, sanitary and veterinary standards, requirements for labeling and packaging, 

bottling, etc.  

The third category consists of methods that are not directly aimed at restricting 

the import or promoting the export, but the effects of which often lead to this result. 

 

There are several different variants of division of non-tariff barriers. Some 

scholars divide between internal taxes, administrative barriers, health and sanitary 

regulations and government procurement policies. Others divide non-tariff barriers into 

more categories such as specific limitations on trade, customs and administrative entry 

procedures, standards, government participation in trade, charges on import, and other 

categories 

The non-tariff barriers can include wide variety of restrictions to trade. Here are 

some example of the popular NTBs. 

 Tariff quotas 

As for the agricultural products originating from third countries it is allowed to 

establish tariff-rate quotas (TRQ) for their import, provided that similar products are 

produced (mined, grown) on the customs territory. Different customs duties (in-quota 

or out-of-quota) are applied to such goods.  

Terms and mechanisms of TRQ are defined by Annex 6 to the Treaty on the 

EAEU. Information on the distribution of tariff quotas in the EAEU can be found here. 

The distribution of tariff quotas in the Republic of Belarus for poultry meat and pork 
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is carried out on the basis of the Government’s decision by the Ministry of Agriculture 

and Food, for rice – by the Ministry of Antimonopoly Regulation and Trade 

 Export subsidies 

An export subsidy is a payment to a firm or individual that ships a good abroad. 

Like a tariff, an export subsidy can be either specific (a fixed sum per unit) or ad 

valorem (a proportion of the value exported). When the government offers an export 

subsidy, shippers will export the good up to the point at which the domestic price 

exceeds the foreign price by the amount of the subsidy. 

In the exporting country, consumers are hurt, producers gain, and the government 

loses because it must expend money on the subsidy. 

In addition, and in contrast to a tariff, the export subsidy worsens the terms of 

trade because it lowers the price of the export in the foreign market. 

 Import quotas 

An import quota is a direct restriction on the quantity of some good that may be 

imported. The restriction is usually enforced by issuing licenses to some group of 

individuals or firms. 

It is important to avoid having the misconception that import quotas somehow 

limit imports without raising domestic prices. The truth is that an import quota always 

raises the domestic price of the imported good. When imports are limited, the 

immediate result is that at the initial price, the demand for the good exceeds domestic 

supply plus imports. 

Tariffs and and quotas: comparison 
The difference between a quota and a tariff is that with a quota, the government 

receives no revenue. When a quota instead of a tariff is used to restrict imports, the 

sum of money that would have appeared with a tariff as government revenue is 

collected by whoever receives the import licenses. License holders are thus able to buy 

imports and resell them at a higher price in the domestic market.  

The profits received by the holders of import licenses are known as quota rents. 

In assessing the costs and benefits of an import quota, it is crucial to determine who 

gets the rents. When the rights to sell in the domestic market are assigned to 

governments of exporting countries, as is often the case, the transfer of rents abroad 

makes the costs of a quota substantially higher than the equivalent tariff. 

 Voluntary export restraints 

A variant on the import quota is the voluntary export restraint (VER), also 

known as a voluntary restraint agreement (VRA). A VER is a quota on trade imposed 

from the exporting country’s side instead of the importer’s. The most famous example 

is the limitation on auto exports to the United States enforced by Japan after 1981. 

Voluntary export restraints are generally imposed at the request of the importer 

and are agreed to by the exporter to forestall other trade restrictions. Certain political 

and legal advantages have made VERs preferred instruments of trade policy in some 

cases.  

From an economic point of view, however, a voluntary export restraint is exactly 

like an import quota where the licenses are assigned to foreign governments and is 

therefore very costly to the importing country. 
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A VER is always more costly to the importing country than a tariff that limits 

imports by the same amount. The difference is that what would have been revenue 

under a tariff becomes rents earned by foreigners under the VER, so that the VER 

clearly produces a loss for the importing country. 

 Local content requirements 

A local content requirement is a regulation that requires some specified fraction 

of a final good to be produced domestically. In some cases, this fraction is specified in 

physical units, like the U.S. oil import quota in the 1960s. In other cases, the 

requirement is stated in value terms by requiring that some minimum share of the price 

of a good represent domestic value added. Local content laws have been widely used 

by developing countries trying to shift their manufacturing base from assembly back 

into intermediate goods.  

From the point of view of the domestic producers of parts, a local content 

regulation provides protection in the same way an import quota does. From the point 

of view of the firms that must buy locally, however, the effects are somewhat different. 

 Embargo 

Embargo is a specific type of quotas prohibiting the trade. As well as quotas, 

embargoes may be imposed on imports or exports of particular goods, regardless of 

destination, in respect of certain goods supplied to specific countries, or in respect of 

all goods shipped to certain countries. Although the embargo is usually introduced for 

political purposes, the consequences, in essence, could be economic. 

 Standards 

Standards take a special place among non-tariff barriers. Countries usually impose 

standards on classification, labeling and testing of products in order to be able to sell 

domestic products, but also to block sales of products of foreign manufacture. These 

standards are sometimes entered under the pretext of protecting the safety and health 

of local populations. 

 Administrative and bureaucratic delays at the entrance 

Among the methods of non-tariff regulation should be mentioned administrative 

and bureaucratic delays at the entrance, which increase uncertainty and the cost of 

maintaining inventory.  

 Other trade policy instruments 

1. Export credit subsidies. This is like an export subsidy except that it takes the 

form of a subsidized loan to the buyer. The United States, like most other countries, 

has a government institution, the Export-Import Bank, devoted to providing at least 

slightly subsidized loans to aid exports. 

2. National procurement. Purchases by the government or strongly regulated 

firms can be directed toward domestically produced goods even when these goods are 

more expensive than imports. The classic example is the European telecommunications 

industry. The nations of the European Union in principle have free trade with each 

other. The main purchasers of telecommunications equipment, however, are phone 

companies – and in Europe, these companies have until recently all been government-

owned. These government-owned telephone companies buy from domestic suppliers 
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even when the suppliers charge higher prices than suppliers in other countries. The 

result is that there is very little trade in telecommunications equipment within Europe. 

3. Red-tape barriers. Sometimes a government wants to restrict imports without 

doing so formally. Fortunately or unfortunately, it is easy to twist normal health, safety, 

and customs procedures in order to place substantial obstacles in the way of trade. The 

classic example is the French decree in 1982 that all Japanese videocassette recorders 

had to pass through the tiny customs house at Poitiers (an inland city nowhere near a 

major port) – effectively limiting the actual imports to a handful. 

It is possible to consider some effects of tariff and non-tariff measures (see 

Table 8). 

Table 8 – The effects of tariff and non-tariff measures 

 
 

Specific / particular types of duties 

 Dumping 

 Countervailing 

 Special 

Dumping 

Dumping occurs when a foreign producer or exporter sells a product at a price 

that is below “normal value.”  Normal value may be the price at which the foreign 

producer sells the merchandise in its own domestic market or a third-country market, 

or may be a constructed value based on its production costs plus an amount for 

profit.  A separate methodology is used to establish normal values for non-market 

economies.   

This entails valuing the non-market economy producer’s factors of production 

using prices or costs from one or more surrogate market economy countries considered 

to be (1) at a level of economic development comparable to that of the non-market 

economy country of the producer and (2) a significant producer of comparable 

merchandise. 

Countervailing 

Governments subsidize enterprises or industries when they provide financial 

assistance to benefit the production, or exportation of goods through, e.g., direct cash 

payments, credits against taxes, and loans at terms that do not reflect market 

conditions.   

To be countervailable a subsidy must involve a government financial contribution 

that confers a benefit that is specific to a certain enterprise, industry or region in that 
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country or that is contingent upon export or the use of domestic goods over imported 

goods in production. 

Antidumping and countervailing duties (AD/CVD) 

Antidumping and countervailing duties are intended to offset the value of 

dumping and/or subsidization, thereby leveling the playing field for domestic 

industries injured by such unfairly traded imports. 

An anti-dumping duty is a customs duty on imports providing a protection against 

the dumping of goods at prices substantially lower than the normal value.  

Countervailing duty is a customs duty on goods that have received government 

subsidies in the originating or exporting country. 

Special duties 

A special duty acts as a safeguard measure when goods are imported into the 

importing country in quantities and under conditions which cause or threaten to cause 

injury to domestic producers of like or directly competitive goods, as well as in 

response to discriminatory and other actions prejudicial to the importing country's 

interests by other States or their unions 

Why are tariffs and trade barriers used? 

Tariffs are often created to protect infant industries and developing economies but 

are also used by more advanced economies with developed industries. Here are five 

of the top reasons tariffs are used. 

1. Protecting domestic employment 

The levying of tariffs is often highly politicized. The possibility of increased 

competition from imported goods can threaten domestic industries. These domestic 

companies may fire workers or shift production abroad to cut costs, which means 

higher unemployment and a less happy electorate. The unemployment argument often 

shifts to domestic industries complaining about cheap foreign labor, and how poor 

working conditions and lack of regulation allow foreign companies to produce goods 

more cheaply. In economics, however, countries will continue to produce goods until 

they no longer have a comparative advantage. 

2. Protecting consumers 

A government may levy a tariff on products that it feels could endanger its 

population. For example, South Korea may place a tariff on imported beef from the 

United States if it thinks that the goods could be tainted with disease. 

3. Infant industries 

The government of a developing economy will levy tariffs on imported goods in 

industries in which it wants to foster growth. This increases the prices of imported 

goods and creates a domestic market for domestically produced goods while protecting 

those industries from being forced out by more competitive pricing. It decreases 

unemployment and allows developing countries to shift from agricultural products to 

finished goods. 

4. National security 

Barriers are also employed by developed countries to protect certain industries 

that are deemed strategically important, such as those supporting national security. 

Defense industries are often viewed as vital to state interests, and often enjoy 
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significant levels of protection. For example, while both Western Europe and the 

United States are industrialized, both are very protective of defense-oriented 

companies. 

5. Retaliation 

Countries may also set tariffs as a retaliation technique if they think that a trading 

partner has not played by the rules.  

1.3.4. Classification of Goods Crossing the Border: the Examples of the 

EAEU and EU 

First of all, let’s consider the example of Harmonised System (HS) classification 

of goods crossing the border (see Picture 23). 

 

Picture 23 – Example of HS Classification: parts of vacuum cleaners,  

HS code 850870 

On January 26, 1953, the World Customs Organization was established as an 

international organization that united customs services of various countries.  

Its main purposes included: classifying goods, assessment of customs value, 

verification of the origin of goods, stipulation of customs duties, simplification of 

international trade procedures, reinforcement of corruption intolerance, etc. 
As a result of WCO’s work, the International Convention on the Harmonised 

Commodity Description and Coding System was developed.  

Since the HS was adopted, a number of major changes have taken place. As of 

today, five revisions of the HS have been approved: in 1996, 2002, 2007, 2012 and 

2017. 

The EAEU HS 

Classification of goods crossing the border of any country is based on customs 

codes directories which provides all the goods with special codes in order to identify 

them, calculate customs duties, consider applying licenses, and perform other 

important actions.  

  



67 
 

In the EAEU since January 1, 2017 the EAEU HS 7 is used instead of the outdated 

HS of the Customs Union. 

The EAEU HS is a classifier of goods created for the customs services and 

importers’ use to identify the products, charge duties and facilitate automated 

processing of customs declarations. 

Common Customs Tariff (CCT) 
All EU member states apply the same CCT. 

Under the CCT, different rates of duty apply to different products, depending on 

their nature, source or origin and their economic sensitivity. 

The CCT therefore applies to the import of goods across the external borders of 

the EU. 

The tariff is therefore the name given to the combination of the nomenclature (or 

classification of goods) and the duty rates which apply to each class of goods. In 

addition, the tariff contains all other Community legislation that has an effect on the 

level of customs duty payable on a particular import, for example country of origin. 

The integrated Tariff of the European Union is called TARIC. 

Through the tariff, the Community applies the principle that domestic producers 

should be able to compete fairly and equally on the internal market with manufacturers 

exporting from other countries. 

Classification of goods 

The term ‘tariff classification of goods’ is defined in Article 57 of the Union 

Customs Code (UCC) 8. 

It means determining the subheadings or further subdivisions of the Combined 

Nomenclature (CN) under which the goods will be classified. 

Purposes 

 Classification is not just used to determine the customs duty rate for a 

specific subheading. 

 It is also used to apply non-tariff measures. 

So, even if all goods were zero-rated for customs purposes, classifications could 

still be necessary if you need to: 

 apply for an import or export licence, 

 find out if import or export restrictions apply, 

 issue a certificate of origin, 

 claim an export refund or similar, 

 determine whether or not a product is liable to excise duty, 

 find out if a reduced value-added tax rate applies (insofar as the CN is 

used as a basis of reference). 

                                                             
7 Classification of Goods according to the FEACN of the CU Electronic resource] // Eurasian 

Economic Commission. – Mode of access: 

http://www.eurasiancommission.org/en/act/tam_sotr/departament/KlassPoTNVED_TS/Pages/defau

lt.aspx. – Date of access: 11.09.2021. 

8 The Union Customs Code [Electronic resource] // Official Journal of the European Union. – Mode 

of access: http://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32013R0952&rid=1. – 

Date of access: 11.09.2021. 

http://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32013R0952&rid=1
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Structure 9 

The structure of the EU Integrated Customs Tariff (TARIC) as well as the 

Combined Nomenclature (CN) are presented in Table 9. 

Table 9 – The structure of CN and TARIC 

The EU classification system has 2 elements: 

1. The Combined Nomenclature (CN) – the EU’s 8-digit coding 

system. It is based on the Harmonized Commodity Description and 

Coding System (HS) – developed by the World Customs 

Organisation (WCO). 

 

The CN is used for the EU’s common customs tariff. It is also used 

to provide EU trade statistics. 

2. The Integrated Tariff (TARIC) provides information on all trade 

policy and tariff measures that apply to specific goods in the EU 

(e.g. temporary suspension of duties, antidumping duties). 

 

It is made up of the 8-digit code of the CN plus 2 extra 

digits (TARIC subheadings). 

Combined Nomenclature 

The Combined Nomenclature (CN) is a tool for classifying goods, set up to meet 

the requirements both of the Common Customs Tariff and of the EU’s external 

trade statistics. The CN is also used in intra-EU trade statistics. 

It is a further development (with special EU-specific subdivisions) of the World 

Customs Organization’s Harmonized System nomenclature. The example of 

commodities applied by most trading nations (and also used for international trade 

negotiations) are presented in Table 10. 

  

                                                             

9 Classification of goods [Electronic resource] // European Commission. – Mode of access: 

https://ec.europa.eu/taxation_customs/business/calculation-customs-duties/customs-

tariff/classification-goods_en. – Date of access: 11.09.2021. 

http://www.wcoomd.org/
http://www.wcoomd.org/
http://www.wcoomd.org/
https://ec.europa.eu/taxation_customs/business/calculation-customs-duties/customs-tariff/classification-goods_en
https://ec.europa.eu/taxation_customs/business/calculation-customs-duties/customs-tariff/classification-goods_en
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Table 10 – The classification of commodities based on the HS 

Chapter in the 

Harmonized 

System (HS)  

2 digits 

e.g. ‘Chapter 18 Cocoa and Cocoa Preparations’ 

HS heading 4 digits 
e.g. ‘1806 Chocolate and other food preparations 

containing cocoa’ 

HS 

subheading 
6 digits 

e.g. ‘1806 10 — Cocoa powder, containing added 

sugar or sweetening matter’ 

CN 

subheading 
8 digits 

e.g. ‘1806 10 15 — — Containing no sucrose or 

containing less than 5 % by weight of sucrose 

(including invert sugar expressed as sucrose) or 

isoglucose expressed as sucrose’ 

 

TARIC 10 

TARIC, the integrated Tariff of the European Union, is a multilingual database in 

which are integrated all measures relating to EU customs tariff, commercial and 

agricultural legislation.  

By integrating and coding these measures, the TARIC secures their uniform 

application by all Member States and gives all economic operators a clear view of all 

measures to be undertaken when importing into the EU or exporting goods from the 

EU. It also makes it possible to collect EU-wide statistics for the measures concerned. 

European Union’s Generalised System / Scheme of Preferences (GSP) 11 

The EU’s GSP removes import duties from products coming into the EU market 

from vulnerable developing countries. This helps developing countries to alleviate 

poverty and create jobs based on international values and principles, including labour 

and human rights. 

Almost 50 years ago, the United Nations Conference on Trade and Development 

asked developed countries to help developing countries integrate into the world 

economy. The Generalised Scheme of Preferences (GSP) was born and today, about a 

dozen countries have GSP mechanisms in place.  

                                                             
10 TARIC [Electronic resource] // European Commission. – Mode of access: 

https://ec.europa.eu/taxation_customs/business/calculation-customs-duties/what-is-common-

customs-tariff/taric_en. – Date of access: 11.09.2021. 
11 Generalised Scheme of Preferences (GSP) // European Commission. – Mode of access: 
http://ec.europa.eu/trade/policy/countries-and-regions/development/generalised-scheme-of-

preferences/. – Date of access: 11.09.2021. 

https://ec.europa.eu/taxation_customs/business/calculation-customs-duties/what-is-common-customs-tariff/taric_en
https://ec.europa.eu/taxation_customs/business/calculation-customs-duties/what-is-common-customs-tariff/taric_en
http://ec.europa.eu/trade/policy/countries-and-regions/development/generalised-scheme-of-preferences/
http://ec.europa.eu/trade/policy/countries-and-regions/development/generalised-scheme-of-preferences/
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1.3.5. Customs Valuation: Main Principles 

The general overview of the methods of determining customs value and their 

application is presented in Picture 24. 

 

 
 

 

Picture 24 – The determinination of customs value of goods 

Customs Valuation: methods 

1. Transaction Value. Importers should use this method when 

determining the value for duty on the price paid or payable for imported goods with 

consideration to certain adjustments. This method is the most commonly used.  

2. Transaction Value of Identical Goods. When you cannot use transaction 

value, you must use an established value for duty of identical goods. Identical goods 

are considered the same in all respects as the goods being appraised.  

3. Transaction Value of Similar Goods. When you cannot use transaction 

and identical goods, you must use an established value for duty of similar goods. For 

goods to qualify, the value of goods must be: 

 closely resembling the similar goods, 

 capable of performing the same function, 

 commercially interchangeable, 

 produced in the same country and by the same manufacturer as the similar 

goods. 

4. Deductive Method of Valuation. If none of the above methods apply, the 

deductive value method is the next method to consider. The basis of this method is on 

the most common selling price (per unit) of the goods sold to customers. 

You must consider these methods in sequence, beginning with 

Transaction Value and moving through the remaining 5, ruling 

them out one by one, until use of a method that suits the goods 

is appropriate. 
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5. Computed Method of Valuation. The computed value is the cost of 

production, profit and general expenses of the imported goods. These must be realized 

by producers in the exporting country when selling the same type of goods to importers. 

6. Residual (Fallback or Flexible) Method of Valuation. The residual 

method does not identify specific requirements for determining a value for duty. 

Instead, the value is based on one of the other methods (considered in sequence). In 

determining Customs value under this method, no arbitrary, fictitious or prohibited 

methods of valuation are to be used. The Customs value should be fair, reasonable, 

uniform and neutral, and should reflect commercial reality to the extent possible. 

 

Country of origin (COO) is the country of manufacture, production, or growth 

where an article or product comes from.  

There are differing rules of origin under various national laws and international 

treaties.  

Rules of origin are the criteria needed to determine the national source of a 

product. Their importance is derived from the fact that duties and restrictions in several 

cases depend upon the source of imports. 

Rules of origin are used 12: 

 to implement measures and instruments of commercial policy such as anti-

dumping duties and safeguard measures; 

 to determine whether imported products shall receive most-favoured-

nation (MFN) treatment or preferential treatment; 

 for the purpose of trade statistics; 

 for the application of labelling and marking requirements; 

 for government procurement. 

There are 2 main categories of origin in the rules: 

 goods wholly obtained or produced in a single country 

 goods whose production involved materials from more than one country 

This second category is the more complex as there are several criteria to consider 

the origins of the materials, the country in which the final substantial production phase 

took place and the value the working and processing in each country has added. 

 Origin criteria 

 Wholly obtained criterion 

 Substantial / sufficient transformation criterion 

 Wholly obtained goods 

Wholly obtained goods are goods naturally occurring; or live animals born and 

raised in a given country; or plants harvested in a given country; or minerals extracted 

or taken in a single country.  

The definition of wholly obtained also covers goods produced from wholly 

obtained goods alone or scrap and waste derived from manufacturing or processing 

operations or from consumption 

                                                             
12 Technical Information on Rules of Origin [Electronic resource] // World Trade Organization. – 

Mode of access: https://www.wto.org/english/tratop_e/roi_e/roi_info_e.htm. – Date of access: 

11.09.2021. 

https://www.wto.org/english/tratop_e/roi_e/roi_info_e.htm
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Substantial/sufficient transformation 

There are three major criteria to express a substantial/sufficient transformation. 

a. A criterion of a change in tariff classification 

A good is considered substantially transformed when the good is classified in a 

heading or subheading (depending on the exact rule) different from all non-originating 

materials used. 

b. A criterion of value added (ad valorem percentages) 

Regardless a change in its classification, a good is considered substantially 

transformed when the value added of a good increases up to a specified level expressed 

by ad valorem percentage. The value added criterion can be expressed in two ways, 

namely a maximum allowance for non-originating materials or a minimum requirement 

of domestic content. 

c. A criterion of manufacturing or processing operations (technical requirement)  

Regardless a change in its classification, a good is considered substantially 

transformed when the good has undergone specified manufacturing or processing 

operations. 

Reduced or zero rate _ Why is it important to know the country of origin? 

Products from countries with which the EU has concluded a free trade 

agreement are subject to import duty at a reduced or zero rate. 

Special rates for products from developing countries 

Under the Generalised System of Preferences (GSP), some goods imported from 

developing countries are subject to import duty at a reduced or zero rate. To claim the 

reduced or zero rate, it is usually necessary to be able to show a certificate of origin 

form or invoice declaration. 
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1.4. The International Monetary System:  

Past, Present, and Future 

1.4.1. Currency: Concept and Types. Currency Values. Offshore Banking 

Currency is the monetary unit of a country used to measure the value of goods.  
The concept of currency has three meanings: 

 the monetary unit of a given country used in foreign economic relations 

and international settlements with other countries (national currency) 

 the currency of foreign countries (foreign currency) as well as credit and 

payment documents denominated in foreign currencies used in international payments  

 the international (regional) currency unit of account and means of 

payment.  

The classification of currencies according to affiliation: 
 national currency; 

 foreign currency; 

 international (regional) currency; 

 reserve currency. 

The classification of currencies according to their scope and mode of 

application: 
 freely convertible currency; 

 partially convertible currency; 

 non-convertible currency / “blocked currency”. 

Classification according to the functional role 

The currency of the price (transaction) is usually agreed between the exporter 

and the importer and is fixed in the foreign trade contract. 

The currency of payment is the currency in which the actual payment for the 

goods in the foreign trade transaction or the repayment of an international loan takes 

place. The currency of payment may coincide with the currency of the transaction, but 

it may also differ from the latter. In the latter case, the contract stipulates the procedure 

for converting the transaction currency into the currency of payment.  

The currency of credit indicates the monetary unit in which export credits are 

granted.  

The clearing currency is used in the implementation of intergovernmental 

agreements on the compulsory set-off of counterclaims and obligations arising from 

the cost equality of goods deliveries and services rendered (clearing). In clearing 

settlements, the currency of payment is the same as the currency of clearing. 

The currency of the bill of exchange is the currency unit in which the bill of 

exchange is denominated.  

Currency values 
 foreign currency; 
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 securities in foreign currency – payment documents (cheques, bills of 

exchange, letters of credit, etc.), stocks (shares and bonds) and other debt obligations 

issued in foreign currency; 

 precious metals: gold, silver, platinum and platinum group metals 

(palladium, iridium, ruthenium and osmium) in any form and state, except for jewelry 

and other household items as well as the scrap of such items; 

 natural gems: diamonds, rubies, emeralds, sapphires, etc. in raw and cut 

state, as well as pearls, except for jewelry and other household items made of these 

stones as well as the scrap of such items.  

 

Offshore banking 

The term offshore banking is used to describe the business that banks’ foreign 

offices conduct outside of their home countries. Banks may conduct foreign business 

through any of three types of institutions: 

1. An agency office located abroad, which arranges loans and transfers funds but 

does not accept deposits. 

2. A subsidiary bank located abroad. A subsidiary of a foreign bank differs from 

a local bank only in that a foreign bank is the controlling owner. Subsidiaries are 

subject to the same regulations as local banks but are not subject to the regulations of 

the parent bank’s country. 

3. A foreign branch, which is simply an office of the home bank in another 

country. Branches carry out the same business as local banks and are usually subject 

to local and home banking regulations. Often, however, branches can take advantage 

of cross-border regulatory differences. 

The growth of offshore currency trading has gone hand in hand with that of 

offshore banking.  

An offshore deposit is simply a bank deposit denominated in a currency other than 

that of the country in which the bank resides – for example, yen deposits in a London 

bank or dollar deposits in Zurich. 

Many of the deposits traded in the foreign exchange market are offshore deposits. 

Offshore currency deposits are usually referred to as Eurocurrencies, which is 

something of a misnomer since much Eurocurrency trading occurs in such non-

European centers as Singapore and Hong Kong. Dollar deposits located outside the 

United States are called Eurodollars. Banks that accept deposits denominated in 

Eurocurrencies (including Eurodollars) are called Eurobanks. 

Eurocurrency is currency held on deposit outside its home market, i.e., held in 

banks located outside of the country which issues the currency. For example, a deposit 

of US dollars held in a bank in London, would be considered eurocurrency, as the US 

dollar is deposited outside of its home market. 

The Euro- prefix does not refer exclusively to the “euro” currency or the 

“eurozone”, as the term predates the creation of the euro. Instead, it can be applied to 

any combination of deposits in a foreign bank outside of its home market, e.g. a deposit 

denominated in Japanese yen held in a Swiss bank is a Euroyen deposit. 
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1.4.2. Exchange Rates: Concept and Main Types. PPP. The Fisher Effect. 

The Big Mac Index 

An exchange rate between two currencies is the rate at which one currency can 

be exchanged for another.  

That is, the exchange rate is the price of a country’s currency in terms of 

another currency. 

Exchange rates is an amount of the domestic (national) currency you will have to 

pay to obtain a unit of a foreign currency. 

 

To calculate the nominal exchange rate, simply measure how much of 

one currency is necessary to acquire one unit of another.  

The real exchange rate is the nominal exchange rate times the relative prices 

of a market basket of goods in the two countries. 

The real exchange rate is a bit more complicated than the nominal exchange rate.  

While the nominal exchange rate tells how much foreign currency can be 

exchanged for a unit of domestic currency, the real exchange rate tells how much the 

goods and services in the domestic country can be exchanged for the goods and services 

in a foreign country. 

The real exchange rate is represented by the following equation:  

real exchange rate = (nominal exchange rate X domestic price) / (foreign 

price). 

 

Real Exchange Rate (RER) 

RER seeks to measure the value of a country's goods against those of another 

country, a group of countries, or the rest of the world, at the prevailing nominal 

exchange rate. 

The RER between two currencies is the product of the nominal exchange rate (the 

dollar cost of a euro, for example) and the ratio of prices between the two countries.  

The core equation is RER=eP*/P, where e is the nominal dollar-euro exchange 

rate, P* is the average price of a good in the euro area, and P is the average price of the 

good in the United States. 

One can measure the real exchange rate between two countries in terms of a single 

representative good – say, the Big Mac, the McDonald’s sandwich of which a virtually 

identical version is sold in many countries.  

 

Real exchange rate = 𝑁𝑜𝑚𝑖𝑛𝑎𝑙 𝑒𝑥𝑐ℎ𝑎𝑛𝑔𝑒 𝑟𝑎𝑡𝑒⋅× 𝐷𝑜𝑚𝑒𝑠𝑡𝑖𝑐 𝑝𝑟𝑖𝑐𝑒 𝑖𝑛𝑑𝑒𝑥

𝐹𝑜𝑟𝑒𝑖𝑔𝑛 𝑝𝑟𝑖𝑐𝑒 𝑖𝑛𝑑𝑒𝑥
  (10) 

 
If a country’s real exchange rate is rising, it means its goods are becoming more 

expensive relative to its competitors. An increase in the real exchange rate means 

people in a country can get more foreign goods for an equivalent amount of domestic 

goods.  
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Real effective exchange rate 

Real depreciation is an increase in the real exchange rate indicator. It can come 

from a nominal depreciation of the national currency.  

In practice, the term “real effective exchange rate” is often used.  

Its calculation takes the rate of change in the real exchange rate over a given 

period for the currencies of major trading partners, then weights these figures by the 

share of the respective trading partner to arrive at the real effective exchange rate.  

 

The nominal exchange rate (NER) is the amount of domestic currency needed 

to purchase foreign currency. 

The nominal effective exchange rate (NEER) is an unadjusted weighted 

average rate at which one country's currency exchanges for a basket of multiple foreign 

currencies.  

In economics, the NEER is an indicator of a country’s international 

competitiveness in terms of the foreign exchange (forex) market. Forex traders 

sometimes refer to the NEER as the trade-weighted currency index. 

 

The NEER only describes relative value; it cannot definitively show whether a 

currency is strong or gaining strength in real terms. 

It only describes whether a currency is weak or strong, or weakening or 

strengthening, compared to foreign currencies.  

As with all exchange rates, the NEER can help identify which currencies store 

value more or less effectively.  

Exchange rates influence where international actors buy or sell goods. 

 

The NEER may be adjusted to compensate for the inflation rate of the home 

country relative to the inflation rate of its trading partners. The resulting figure is the 

real effective exchange rate (REER). 

The real effective exchange rate (REER) is the weighted average of a country’s 

currency in relation to an index or basket of other major currencies. The weights are 

determined by comparing the relative trade balance of a country’s currency against 

each country within the index. 

This exchange rate is used to determine an individual country’s currency value 

relative to the other major currencies in the index. 

 

The real effective exchange rate (REER) compares a nation's currency value 

against the weighted average of a basket of other major currencies. 

Countries with the largest trading relationships would typically have the largest 

weightings in this comparative index, while countries with small trading relationships 

would have smaller weightings in the basket of currencies. 

REER is used to evaluate how a currency is fluctuating against many others at 

once, and is also used in international trade assessments. 
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The Fisher effect 
All else equal, a rise in a country’s expected inflation rate will eventually cause 

an equal rise in the interest rate that deposits of its currency offer. Similarly, a fall in 

the expected inflation rate will eventually cause a fall in the interest rate. 

This long-run relationship between inflation and interest rates is called the Fisher 

effect. The Fisher effect states that the real interest rate equals the nominal interest 

rate minus the expected inflation rate. 

 

The Big Mac index 

The big mac index was invented by The Economist in 1986 as a lighthearted guide 

to whether currencies are at their “correct” level. It is based on the theory of 

purchasing-power parity (PPP), the notion that in the long run exchange rates should 

move towards the rate that would equalise the prices of an identical basket of goods 

and services (in this case, a burger) in any two countries. 

Burgernomics was never intended as a precise gauge of currency misalignment, merely 

a tool to make exchange-rate theory more digestible. Yet the Big Mac index (see 

Picture 25) has become a global standard, included in several economic textbooks and 

the subject of dozens of academic studies. 

 

 

Picture 25 – The Big Mac index overview 

The GDP-adjusted index addresses the criticism that you would expect average 

burger prices to be cheaper in poor countries than in rich ones because labour costs are 

lower. 

PPP signals where exchange rates should be heading in the long run, as a country 

like China gets richer, but it says little about today's equilibrium rate.  

The relationship between prices and GDP per person may be a better guide to the 

current fair value of a currency. 

In the long run, the law of purchasing power parity (PPP) applies, according to 

which in the long run the prices of goods intended for international exchange, 

calculated in the same currency and cleared of taxes and tariffs, should be the same.  

It follows that in the long run the real exchange rate should be constant. This is 

ensured by changes in the nominal exchange rate. 
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The theory of purchasing power parity states that the exchange rate between two 

countries’ currencies equals the ratio of the countries’ price levels. 

The PPP theory therefore predicts that a fall in a currency’s domestic purchasing 

power (as indicated by an increase in the domestic price level) will be associated with 

a proportional currency depreciation in the foreign exchange market. Symmetrically, 

PPP predicts that an increase in the currency’s domestic purchasing power will be 

associated with a proportional currency appreciation. 

The basic idea of PPP was put forth in the writings of 19th-century British 

economists, among them David Ricardo (the originator of the theory of comparative 

advantage). Gustav Cassel, a Swedish economist writing in the early 20th century, 

popularized PPP by making it the centerpiece of a theory of exchange rates. While 

there has been much controversy about the general validity of PPP, the theory does 

highlight important factors behind exchange rate movements. 

To express the PPP theory in symbols, let PUS be the dollar price of a reference 

commodity basket sold in the United States and PE the euro price of the same basket in 

Europe. (Assume for now that a single basket accurately measures money’s purchasing 

power in both countries.)  

Then PPP predicts a dollar/euro exchange rate of 

 

𝐸𝑈𝑆𝐷/𝐸𝑈𝑅 =
𝑃𝑈𝑆

𝑃𝐸⋅
       (11) 

 

The statement that exchange rates equal relative price levels is sometimes referred 

to as absolute PPP.  

Absolute PPP implies a proposition known as relative PPP, which states that the 

percentage change in the exchange rate between two currencies over any period equals 

the difference between the percentage changes in national price levels.  

Relative PPP thus translates absolute PPP from a statement about price and 

exchange rate levels into one about price and exchange rate changes. It asserts that 

prices and exchange rates change in a way that preserves the ratio of each currency’s 

domestic and foreign purchasing powers. 

The law of one price is an economic concept that states that the price of an 

identical asset or commodity will have the same price globally, regardless of location. 

The law of one price takes into account a frictionless market, where there are no 

transaction costs, transportation costs, or legal restrictions, the currency exchange 

rates are the same, and that there is no price manipulation by buyers or sellers. 

 

There are several contradictions in the PPP theory of exchange rates, which are 

based on the law of one price: 

1. Contrary to the assumption of the law of one price, transport costs and 

restrictions on trade certainly do exist. These trade barriers may be high enough to 

prevent some goods and services from being traded between countries. 

2. Monopolistic or oligopolistic practices in goods markets may interact with 

transport costs and other trade barriers to weaken further the link between the prices of 

similar goods sold in different countries. 
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3. Because the inflation data reported in different countries are based on different 

commodity baskets, there is no reason for exchange rate changes to offset official 

measures of inflation differences, even when there are no barriers to trade and all 

products are tradable. 

1.4.3. International Monetary Systems: Classification, Evolution and 

Current State 

International monetary system refers to the system and rules that govern the use 

and exchange of money around the world and between countries. Each country has its 

own currency as money and the international monetary system governs the rules for 

valuing and exchanging these currencies. 

An international monetary system (sometimes referred to as an international 

monetary order or regime) refers to the rules, customs, instruments, facilities, and 

organizations for effecting international payments.  

International monetary systems can be classified according to the way in which 

exchange rates are determined or according to the form that international reserve assets 

take.  

Under the exchange rate classification, we can have: 

 a fixed exchange rate system with a narrow band of fluctuation about a 

par value,  

 a fixed exchange rate system with a wide band of fluctuation,  

 an adjustable peg system,  

 a crawling peg system,  

 a managed floating exchange rate system, or  

 a freely floating exchange rate system.  

Under the international reserve classification, we can have 

 a gold standard (with gold as the only international reserve asset), 

 a pure fiduciary standard (such as a pure dollar or exchange standard 

without any connection with gold), or 

 a gold-exchange standard (a combination of the previous two). 

 

Main objectives of international monetary system: 
 ensuring an effective international division of labour, 

 maximising total global production and employment, 

 the optimization of the level of welfare of countries and populations. 

 

International monetary system evolution 
 The gold standard system (Paris-Genoa system) 

 Bretton Woods system of fixed exchange rates 

 Jamaican floating exchange rate system 

 

International Macroeconomic Policy under the Gold Standard, 1870–1914 

The gold standard operated from about 1880 to 1914. Under this standard, each 

nation defined the gold content of its currency and passively stood ready to buy or sell 
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any amount of gold at that price. Since the gold content in one unit of each currency 

was fixed, exchange rates were also fixed. This was called the mint parity 

(precious metal content of coinage established by law). 

The exchange rate could then fluctuate above and below the mint parity (i.e., 

within the gold points) by the cost of shipping an amount of gold equal to one unit of 

the foreign currency between the two monetary centers. 

 

Gold standard 
The gold standard system was first established at the end of the 18th century in 

Great Britain. The gold standard was based on 1 troy ounce of gold, equal to 31.1 g. 

The gold standard later became widespread at the end of the 19th century, when a more 

or less modern view of the industrial economy emerged. 

Reestablishing the gold standard today without at the same time recreating the 

conditions that ensured its smooth operation during the 30 years or so before World 

War I would certainly lead to its collapse.  

Nevertheless, the period of the gold standard is surrounded by an aura of 

nostalgia about “the good old days” that is difficult to dispel and that to some extent 

lingers on even today. However, it is improbable that the gold standard or anything 

closely resembling it will be reestablished in the foreseeable future. 

Paris monetary system 

The first world monetary system was the Paris monetary system. It was legalized 

by international agreement at a conference in Paris in 1867.  

The base of the monetary system was a gold-coin (gold) standard: gold was 

recognized as the only form of world money. According to the gold content of 

currencies, their gold parities were established (ratio of currency units of different 

countries on their gold content). In other words, according to the system of “gold 

standard”, all national currencies had the fixed content of gold.  

At the beginning of World War I, the gold standard collapsed because of the 

impossibility to respond to expanded scopes of both economic relations and conditions 

of regulating of the market economy. 

The gold standard was the system of hard currency, as it was based on the 

direct connection with gold. According to this system: 

 currencies are freely convertible into gold; 

 gold bullion freely exchanged for coins; 

 gold freely exported, imported and sold in the international markets, that 

is gold markets and currency markets were interdependent; 

 all countries maintained strict correlation between their gold reserves and 

the amount of money in circulation. 
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Genoese monetary system 

In 1922, the second world currency system (the Genoese monetary system) was 

legally formalized due to the interstate agreement at the Genoa conference. It was based 

on a gold-exchange standard, which was based on gold and on the leading currencies 

convertible into gold.  

There are following characteristics of the Genoese monetary system: 

 gold and exchange instruments (paper exchange) were in the basis of the 

system; the monetary systems of 30 countries were based on the gold exchange 

standard; as an international payment and reserve funds were used national credit 

money; none of currency had the status of reserve currency in the inter-war period; 

 gold parities were saved; currency conversion into gold was carried out 

through foreign currency; 

 freely fluctuating of exchange rates; 

 the exchange regulation was in the form of international conferences and 

meetings. 

The global economic crisis of 1929 – 1933 
From 1922 to 1928 the relative exchange rate stabilization was observed in the 

world, but it has been undermined by the global economic crisis of 1929 – 1933. Due 

to the crisis the gold-exchange standard has collapsed. 

The exchange rate of several currencies decreased by 50 – 84%, the accumulation 

of gold by individuals increased, external payments stopped, a lot of “hot” money, 

which spontaneously move from one country to another in order to obtain profits, were 

formed. It caused the currency war, where the currency intervention, the currency 

dumping, currency restrictions and currency blocks were used. 

There were a new economic crisis and a mass devaluation of currencies in 1937. 

There was none of a stable currency before the Second World War. 

The essence of the Bretton Woods Monetary System 

At the international conference in Bretton Woods in 1944, leading Western 

countries agreed on the main principles of the Bretton-Woods monetary system.  

The International Monetary Fund (IMF) was established, the “duty” of which is 

to ensure the proper functioning of the system and compliance with the principles of 

the general international agreement. 

The United States was to maintain the price of gold fixed at $35 per ounce and be 

ready to exchange on demand dollars for gold at that price without restrictions or 

limitations. 

Basic principles of currency relations management according to the Bretton 

Woods monetary system are: 

1) the Bretton Woods system was based on the gold-exchange standard, the 

foundation of which was gold and two currencies - the U.S. dollar and the pound 

sterling, which were considered as the equivalent to gold in international payments and 

can function as a reserve currency; 

2) the establishment of fixed parities agreed under the IMF on the basis of which 

the currencies were compared and exchanged. 
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To provide the correspondence between the real exchange rate of the currency and 

the announced parity, each country could: 

 or guarantee the convertibility of their currencies into gold at the official 

parity (this option was selected by the U.S., by establishing in 1945 the following 

parity: $ 35 for an ounce of gold); 

 or maintain market rate of its currency in relation to other ones within the 

oscillation maximum of 1% of its parity (this option was selected by other countries). 

Exchange rates fluctuated significantly from their parities, as they were under the 

state and interstate influence. The IMF controlled the mechanism of international 

payments, resorting to currency interventions, mainly in U.S. dollars. At the 

fundamental disequilibrium, by agreement with the IMF, the devaluation and 

revaluation of currencies of the developed countries were carried out. 

3) convertibility of currencies, freedom and versatility of payments on current 

account transactions. 

The Bretton Woods system: problems 

The Bretton Woods system functioned for nearly 30 years. It was the time of 

economic recovery in Western Europe and Japan, the "economic miracle" and the 

relatively moderate inflation in the industrial countries. 

However, the Bretton Woods monetary system satisfied the needs of the 

international trade and capital flows less and less due to the growth of the world 

economy, the competition increasing and the inflation increasing, a sharp increase in 

the volume of financial transactions not related to a specific trade transactions, as well 

as in connection with the crisis of the key currency of the system – the U.S. dollar. 

The fact is that the inequalities of currencies had place within the Bretton Woods 

system. The U.S. dollar took a privileged position. This allowed the U.S. to cover the 

current account deficit is largely due to short-term liabilities of U.S. banks to foreign 

government agencies and individuals. The U.S. became a debtor.  

Investment balance (the capital flow balance) also was not in favor of the U.S. 

There was an outflow of capital, and as a result, a negative balance of payments was 

formed. Chronic deficit of the balance of payments had meant that the amount of 

dollars abroad far exceeded the U.S. gold reserve.  

There was a lack of confidence in the dollar and the desire to exchange dollars for 

gold. U.S. began to lose its dominant position in the global production and international 

trade. 

The role of EU, Japan and other countries grew up due to the positive balance of 

payments. In this situation, to overcome U.S. current account deficit would reduce 

international liquidity, which would impede the international payments.  

U.S. faced a choice: to incur large costs or change all the rules of the currency 

system. U.S. chose to change the rules by breaking the connection between dollar and 

gold in 1968 and then by implementing of floating rate of the dollar in 1971. 

Furthermore, the principles of the Bretton Woods system undermined the development 

of the Euromarkets and Eurodollar markets, on which a lot of dollars circulated, 

which, in turn, almost fell out of the regime of restrictions imposed by the national 

currency authorities and the IMF. 
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All this factors created a favorable environment for currency speculations. Under 

such conditions, the system of fixed exchange rates could not function effectively 

enough. Afterwards, it was started the transition to the new monetary system, known 

as “the Jamaica one” as the name of the country where the basic principles of the 

system were created. 

The Specificity of the Jamaica Monetary System 
In March 1973 floating exchange rates were introduced. 

Since 1974, all major currencies (the dollar, the pound sterling, the German mark, 

the yen and the French franc) floated freely in relation to each other. In the same year, 

“Special Drawing Rights” (the “SDR basket”) has become the new standard of value 

of the currency.  

In 1976, the IMF decided not to fix the official price of gold by ceasing operations 

on it within the IMF, giving the right to national monetary authorities to manage their 

own gold of their own free choice.  

Finally, in 1978, the charter of the IMF has fixed the rejection of the fixed parities 

and the Jamaica monetary system was officially launched. 

The main differences between the Jamaica monetary system and the Bretton 

Woods monetary system are as follows. 
1. The carrier of world money has changed. If the Bretton Woods system used 

gold and reserve currencies as a final means of payment, then the new currency system 

bases on both the SDR (the collective currency of the IMF) and the ECU (the collective 

currency of the EU). These currencies have become an element in the structure of 

international liquidity. 

2. The new currency system allows both fixed and floating exchange rates or their 

mixed version. 

3. The presence of closed currency blocs, which, on one hand, are members of the 

world monetary system, and on the other hand, have special relationships between the 

member countries within them. The most typical example is the European Monetary 

System (EMS), which is a product of the EEC. 

4. In the Jamaica monetary system the IMF’s rights to oversee the exchange rates 

are extended. The IMF has developed the basic principles to be followed by the 

member countries during the exchange rate policy, so that the world monetary system 

as a whole functions effectively.  

The essence of these principles is as follows: 

 the exchange rate should be economically justified. Countries should 

avoid manipulating exchange rates in order to avoid the need to regulate the balance of 

payments or gain an unfair competitive advantage; 

 to intervene in order to smooth short-term significant chaotic currency 

fluctuations; 

 to consider the interests of other countries during the interventions. The 

main criteria for determining whether a country satisfy these principles were 

developed. 
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The Jamaica system: results 

The Jamaica system provides the abolition of gold as an official international 

means of payment and a measure of value. The official price of gold has been abolished 

and demonetization of gold has begun, that is gold loses the function of money. Gold 

could be the national reserves, but all payments between the IMF and national 

monetary institutions are implemented only in SDR. 

The principle of exchange rates regulation by market forces (supply and demand) 

was proclaimed as the theoretical basis of the Jamaica system. However, the free float 

(under the influence of market forces only) exchange rates were no longer able to 

function, as the integration process has led to entwinement of national reproduction 

processes; to an increasing subordination of national economies to the laws of the 

world economy; to the dependence on the processes occurring in the world economy, 

as well as in the monetary sphere. 

Despite the fact that the Jamaica monetary system has a number of negative 

aspects, its operation has a significant impact on accelerating the pace of development 

of industrialized countries and many developing countries in the direction of further 

social and economic integration. 

Washington Consensus (1973 – Present) 
The consensus as originally stated by Williamson included ten broad sets of 

relatively specific policy recommendations. 

1. Fiscal policy discipline, with avoidance of large fiscal deficits relative to 

GDP. 

2. Redirection of public spending from subsidies (“especially indiscriminate 

subsidies”) toward broad-based provision of key pro-growth, pro-poor services like 

primary education, primary health care and infrastructure investment. 

3. Tax reform, broadening the tax base and adopting moderate marginal tax 

rates. 

4. Interest rates that are market determined and positive (but moderate) in 

real terms. 

5. Competitive exchange rates. 

6. Trade liberalization: liberalization of imports, with particular emphasis on 

elimination of quantitative restrictions (licensing, etc.); any trade protection to be 

provided by low and relatively uniform tariffs. 

7. Liberalization of inward foreign direct investment. 

8. Privatization of state enterprises. 

9. Deregulation: abolition of regulations that impede market entry or restrict 

competition, except for those justified on safety, environmental and consumer 

protection grounds, and prudential oversight of financial institutions. 

10. Legal security for property rights. 

The Evolution of the Euro (1972 – Present) 
Germany and several other European nations created a new system in 1972 

dubbed the “Snake in the Tunnel”, under which their currencies were kept within +/- 

2.25% of each other and a band of 4.5% against the dollar.  
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The European Monetary System (EMS) was created by France and Germany in 

1979 to resolve these deficiencies. Participating currencies were still held within their 

bilateral margins of +/- 2.25% but were now accompanied by capital controls to allow 

a degree of monetary policy autonomy. More importantly, a new entity – the European 

Monetary Fund – was established to provide credits known as ecus to members 

experiencing balance of payment problems. 

In March 1979, the European Monetary System (EMS) was formed and in January 

1999, the European Monetary Union (EMU) came into existence with the creation of 

the euro (which began actual circulation at the beginning of 2002) and the European 

Central Bank (ECB) beginning operation. 

Bretton Woods II (2000 – Present) 

At the turn of the millennium a new system was emerging, dubbed Bretton Woods 

II. A savings glut in the Middle East and the Far East was superimposed on a US 

savings drought, resulting in chronic US current account deficits. 

From the late 1990s, China grew at a phenomenal rate, fuelled by investment of 

over 40% of GDP. National saving was even higher at 50% of GDP. Middle Eastern 

oil exporters and other ASEAN countries also had savings gluts. 

1.4.4. The Balance of Payments. The J-Curve Effect. Monetary Policy 

The balance of payments is composed of two main aspects: 

 Current account 

 Financial/capital account 
If a country has a deficit on the current account, it needs a surplus on the financial 

account. 

 

The main components of the current account are: 

 Trade in goods (visible balance) 

 Trade in services (invisible balance), e.g. insurance and services 

 Investment incomes, e.g. dividends, interest and migrants remittances 

from abroad 

 Net transfers – e.g. International aid. 

A deficit on the current account means that the value of imports is greater than 

the value of exports. 

A surplus on the current account means that the value of imports is less than 

the value of exports. 

The structure of the Balance of payments is presented in Picture 26. 
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Picture 26 – The Balance of payments structure (example) 

If imports are greater than exports, expenditure is leaving the economy to buy 

imports. 

Current account deficit may cause depreciation as there is greater demand for 

imports and foreign currency. 

A current account deficit is financed by attracting capital inflows, e.g. foreigners 

buying domestic assets. This means foreigners hold a greater claim on assets and 

dividends.  

A current account deficit may be a sign the economy is uncompetitive. Consumers 

prefer to buy cheaper imports than domestic goods. 

The benefit of a current account deficit is that it allows higher levels of domestic 

consumption than otherwise possible because we are buying from abroad (see 

Picture 27). 
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Picture 27 – Effects of a current account deficit 

A trade deficit refers to just the balance of trade on visible goods. This trade deficit 

is a component of the current account. A country might often run a deficit on the trade 

account, but run a surplus on services. 

A deficit financed by long-term capital investment is more sustainable than a 

deficit financed by borrowing. 

A deficit may occur due to high growth and strong consumer spending – rather 

than uncompetitiveness. 

Some countries like US and UK run current account deficits, but they have many 

foreign assets. 

Other countries like Russia and Venezuela have experienced a balance of 

payments crisis because they have been adversely affected by a fall in the price of oil 

which damages export revenue very quickly and developing countries more vulnerable 

to international investors withdrawing. 

A devaluation in the exchange rate could restore competitiveness and improve 

current account.  

Problems associated with a current account deficit 

The exchange rate could fall – causing inflationary pressures. This is more of a 

problem when a country follows some kind of exchange rate target, e.g. the UK in 1976 

crisis. 

A deficit financed by financial flows could be vulnerable to capital flight if 

foreign investors decide to sell assets and return the money. This is a problem for 

developing economies who become seen as a risky place to invest. 

In the Euro, large current account deficits of Spain, Greece and Portugal were a 

sign of an uncompetitive economy. In the Euro, they couldn’t devalue to restore 
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competitiveness leading to lower economic growth because of depressed export 

demand. 

With current account deficit, foreigners have an increased claim on domestic 

assets. 

However, other economists suggest that concerns over current account deficits are 

misplaced – so long as the deficit is ‘manageable’ and financed by sustainable capital 

flows. 

UK and US have run persistent current account deficits for long periods without 

any adverse impact. 

Current account deficits financed by capital flows mean the country is attracting 

Foreign Direct Investment (FDI) – which is increasing domestic productive capacity. 

How to reduce a current account deficit? There are three main policies. 

1. Devalue the exchange rate – cheaper exports and more expensive 

imports should improve the current account. 

This assumes demand for exports and imports is relatively price elastic. 

2. Reduce consumer spending – tight fiscal/monetary policy will lead to a 

slowdown in consumer spending – reducing imports and improving the current 

account. Export demand will be unaffected by domestic monetary policy. Also, lower 

domestic demand should reduce inflation. Lower inflation should improve the 

competitiveness of exports 

But, this will conflict with objectives of higher economic growth. 

3. Supply-side policies – in the long term, efforts to improve productivity 

can improve the competitiveness of exports. 

Some of the differences and results of balance of payments deficit and surplus are 

presented in Table 11. 

Table 11 – The results of Balance of payments deficit and surplus 

Balance of payments deficit Balance of payments surplus 

The country imports more goods, 

services and capital than it exports. 

It must borrow from other countries to 

pay for its imports. 

In the short-term, this fuels economic 

growth. 

In the long-term, it will have to go into 

debt to pay for consumption. 

The country exports more than it 

imports. 

The country provides enough capital to 

pay for all domestic production. 

A surplus boosts economic growth in 

the short term. 

In the long-term, it becomes too 

dependent on export-driven growth. 

 

In an open economy, macroeconomic policy has two basic goals, internal balance 

(full employment with price stability) and external balance (avoiding excessive 

imbalances in international payments). 

 

The J-Curve effect 
Because a country cannot alter its international payments position without 

automatically causing an opposite change of equal magnitude in the payments position 
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of the rest of the world, one country’s pursuit of its macroeconomic goals inevitably 

influences how well other countries attain their goals. 

The J-Curve effect: a depreciation in the exchange rate can cause a deterioration of the 

current account in the short-term (because demand is inelastic). However, in the long-

term, demand becomes more price elastic and therefore, the current account begins to 

improve (see Picture 28). 

 

Picture 28 – The J-Curve effect 

The J-Curve is an example of how time lags can affect economic policy. It also 

shows the link between microeconomic principles (elasticity) and macroeconomic 

outcomes (current account). 

 

Monetary trilemma 
The world economy has evolved through a variety of international monetary 

systems since the 19th century.  

The insight we will rely on is that policy-makers in an open economy face an 

inescapable monetary trilemma in choosing the currency arrangements that best 

enable them to attain their internal and external balance goals. 

The trilemma is an economic theory, which posits that countries may choose from 

three options when making fundamental decisions about their international monetary 

policy agreements. 

However, only one option of the trilemma is achievable at a given time, as the 

three options of the trilemma are mutually exclusive. 
Today, most countries favor free flow of capital and autonomous monetary policy. 

It is impossible for a country to have more than two items from the following list: 

1) exchange rate stability; 

2) monetary policy oriented toward domestic goals; 

3) freedom of international capital movements. 
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Because this list contains properties of an international monetary system that most 

economists would regard as desirable in themselves, the need to choose only two is a 

trilemma for policy regimes.  

It is a trilemma rather than a dilemma because the available options are three:  

1 and 2, 1 and 3, or 2 and 3 (see Picture 29). 

 

 

Picture 29 – Monetary trilemma 

Picture 4.4 shows the preceding three desirable properties of an international 

monetary regime schematically as the vertices of a triangle. Only two can be reached 

simultaneously. Each edge of the triangle represents a policy regime consistent with 

the two properties shown at the edge’s end points. 
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2. PRACTICAL SECTION 

Seminars 1-2. Introduction to International Economics 

1. International economy and International economics 

2. World Bank country groups 

3. Demand and supply in an open economy. AD and AS 

4. Main features of the world market and the international movement of 

goods 

5. The specifics of the international movement of services 

 

Creative task 

Economic essay on the topic “The topical international economic problems” 

Analytical task 

Consider the articles: “Re-Export Trade for the Netherlands and Singapore” and 

“Drug re-importation practices in the United States”  

 

Discussion: “Re-exportation and re-imporatation: trends and prospects” 

1. What is re-import / re-export? 

2. When is it applied? 

3. What advantages does it bring? 

4. Some features in the countries analysed 

5. Problems  

 

Seminars 3-4. International Trade: Theoretical and Practical Aspects 
1. Foreign economic policy. Foreign trade policy. Protectionism and free 

trade 

2. International trade theory (Absolute and Comparative Advantage, 

Mercantilism and Imperialism, Heckscher-Ohlin theory, Leontief paradox, Stolper-

Samuelson theorem, Rybczynski theorem) 

3. Opportunity costs. Production possibility curve (PPC) / Production 

possibility frontier (PPF). Indifference curves, isoquants and isocosts 

4. Overlapping demand. Increasing returns to scale. Economies of scale. 

5. The features of international trade. Offer and acceptance. Balassa Index 

6. Economies of scale and economies of scope. The experience and learning 

curves 

7. Differentiated products. Inter- and intra-industry trade. Monopolistic 

competition 

8. Technological gap. Product life cycle theory 

9. The types of the terms of trade 

 

Discussion 1: “Protectionism vs free trade” 

Consider developing and developed countries. Add statistics and examples 

Which policy is better for Belarus? Try to confirm your point of view 



92 
 

Discussion 2: “What Is the difference between Mercantilism and Imperialism?” 

 

Discussion 3: “Competitiveness and competition under current conditions” 

 

Discussion 4: “Absolute and Comparative Advantages as well as Opportunity 

Costs” 

How is it possible that someone is completely unskilled at doing something and 

still has a comparative advantage at doing it? 

 

Discussion 5: “PPC / PPF, Isoquants and Isocosts” 

Can the PPC be straight or convex? Why? 

 

Analytical task 

Consider the article: “The Dutch Disease” 

 

Discussion 6: “The Dutch Disease” 

Which factors of production do you know? 

Which consequences do increases in the value of a country’s currency have? 

 

Seminars 5-6. The Regulation of International Trade 

1. Customs and tariff regulation. Main principles of tariff formation. Types 

of import customs duties. 

2. The effects of customs tariffs.  

3. Non-tariff barriers to trade: classification, examples, effects, etc. 

Specific / particular types of duties. 

4. Classification of goods crossing the border (the examples of the EAEU, 

EU, etc.). 

5. Customs valuation: main principles, examples, etc.  

 

Analytical task 

Analyse the CCT of the EU  
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Consider the list of measures in the EAEU 13 

 

Which types of duties and measures are applied? 

Which types of duties are more effective? Which types of duties are used in the 

majority of cases? Why? 

 

 

Discussion: “Tariff and non-tariff barriers to trade” 

Which barriers are more effective and why? 

Advantages and disadvantages of tariff and non-tariff barriers 

  

                                                             
13 Measures to protect the internal market in the EAEU// Eurasian Economic Commission. – Mode 

of access: http://www.eurasiancommission.org/ru/act/trade/podm/investigations/Measures.aspx. – 

Date of access: 11.09.2021. 

http://www.eurasiancommission.org/ru/act/trade/podm/investigations/Measures.aspx
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Seminars 7-8: The International Monetary System: Past, Present and Future 

1. Currency: concept and types. Currency values. Offshore banking 

2. Exchange rates: concept and main types. PPP. The Fisher effect. The Big Mac 

index 

3. International monetary systems: classification, evolution and current state 

4. The balance of payments. The J-Curve Effect. Monetary policy 

 

Analytical task 

Consider and compare the Big Mac Index (raw and GDP-adjusted) 14. Make 

conclusions 

 

 

                                                             
14 The Big Mac index [Electronic resource] // The Economist. – Mode of access: 

https://www.economist.com/big-mac-index. – Date of access: 11.09.2021. 
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Creative task 

Creating a mind map:  

“Contemporary international monetary system”,  

“How to reduce a current account deficit?” or  

“The monetary trilemma under contemporary conditions”. 

 

 

 

 

 

 

 

The tasks and materials are available at: 

http://sbcde.by/course/view.php?id=852 
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3. KNOWLEDGE CONTROL SECTION 

3.1. Guided independent work 1: essay “Porter’s Diamond Model 

as the tool for assessing international competitiveness” 

Consider the materials, find some additional information and prepare an essay (1-

2 pages) on the topic “Porter’s Diamond Model as the tool for assessing international 

competitiveness”. The objective is not only to cite some of the materials regarding 

PDM, but to present the results of the analysis (using articles, statistics, etc.). 

 

 

1. Factor conditions 
Consistent with the factor proportions theory (Hecksher-Ohlin Theory), every 

country has a relative abundance of certain factor endowments.  

In his diamond model, Porter distinguishes between basic factors and advanced 

factors. Basic factors: land, climate, natural resources or demographics,  while 

advanced factors relate to more sophisticated factors, including, for example, the 

nation’s stock of knowledge resources (e.g. scientific, technical or market knowledge), 

the transportation and communication infrastructure or a sophisticated and skilled 

labour force. 

The advanced factors are regarded as most significant for competitive advantage 

and can be created through training, research and innovation (product of investment by 

individuals, companies or government). The basic assumption is that a nation must 

continually upgrade or adjust its factor conditions. 
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The basic factors provide the country with an initial advantage that subsequently 

can be reinforced by investing in advanced factors. Disadvantages in basic factors 

entail that countries need to invest in advanced factors. 

 

2. Related and supporting industries 

The success of a market also depends on the presence of suppliers and related 

industries within a region. Competitive suppliers and related organizations reinforce 

innovation and internationalization. 

If an organization is successful this could be beneficial for related or supporting 

organizations. They can benefit from each other’s know-how and encourage each other 

by producing complementary products. 

A (geographical) concentration of companies, suppliers and supporting firms at a 

particular location is labelled an industrial cluster. 

 

3. Home demand conditions 

Demand conditions refer to the nature and the size of the home demand for an 

industry’s products and services. Here, the main characteristics of ist nature are the 

strength and sophistication of domestic customers’ demand. Porter argues that 

companies are most sensitive to the needs of their closest customers. 

The size of the home market is important as it enables companies to achieve 

economies of scale and experience curve advantages. 

There always exists an interaction between economies of scale, transportation 

costs and the size of the home market. Efficient firms are often forced to look for 

international opportunities at stages when their early large home market becomes 

saturated. In addition, the question can be asked: what impact does this have on the 

pace and direction of innovation and product development? 

 

4. Strategy, structure and rivalry 
This factor is related to the way in which a company is organised and managed 

(managerial system, its corporate objectives and the measure of rivalry within its own 

organisational culture. 

It focuses on the conditions in a country that determine where a company will be 

established. Cultural aspects play an important role in this. Regions, provinces and 

countries may differ greatly from one another and factors like management, working 

morale and interactions between companies are shaped differently in different cultures. 

These differences lead to dissimilar international strategies of the firms. 

According to Michael Porter domestic rivalry (local competitors) and the 

continuous search for competitive advantage within a nation can help organizations 

achieve advantages on an international scale: the high pressure in a competitive home 

market leads to selection processes and leaves only the most efficient firms as survivors 

(continuous pressure on companies to innovate and to improve). 
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5. Government 

Governments can play a powerful role in encouraging the development of 

industries and companies both at home and abroad. Governments finance and construct 

infrastructure (roads, airports) and invest in education and healthcare. 

They can encourage companies to use alternative energy or alternative 

environmental systems that affect production. This can be effected by granting 

subsidies or other financial incentives. 

 

6. Chance events 

Michael Porter also indicates that in most markets chance plays an important role. 

This provides opportunities for innovative companies that are not afraid to start up new 

operations. 

Entrepreneurs usually start their companies in their homeland, without this having 

any economic advantages, whereas a similar start abroad would provide more 

opportunities. 

 

Businesses create jobs and wealth, not governments (in the diamond model is that 

“firms, not nations, compete in international markets”). Understanding the way the 

elements in the business environment fit together and interact is critical for improving 

productivity. Locations compete to offer the most productive environment for business. 

The Global Competitiveness Report 15series has since its first edition aimed to 

prompt policy-makers beyond short term growth and to aim for long-run prosperity. 

The Global Competitiveness Report series has since its first edition aimed to prompt 

policy-makers beyond short term growth and to aim for long-run prosperity. The 2020 

special edition is dedicated to elaborating on the priorities for recovery and revival, 

and considering the building blocks of a transformation towards new economic systems 

that combine “productivity”, “people” and “planet” targets. Please consider the 

Global Competitiveness Index (it will help you to prepare an essay). 

  

                                                             
15 The Global Competitiveness Report 2020: How Countries are Performing on the Road to Recovery 

[Electronic resource] // World Economic Forum. – Mode of access: http://www3.weforum.org/. – 

Date of access: 01.10.2021. 
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3.2. Guided independent work 2: practical tasks 

Please complete the following practical tasks 

 

Practical task 1 

For the Countries A and B all the assumptions of the Ricardian model of 

international trade are fulfilled. 

The only two commodities produced are the sausages and cheese, and their output 

is represented by the following data: 

 

 Costs (in man-hours) for 

the production of 

1 kg sausage 

Costs (in man-hours) for 

the production of 

1 kg cheese 

Country A 75 100 

Country B 50 50 

 

1) Does the Country A have an absolute advantage in the production of sausages? 

Cheese? 

2) Does the Country A have a comparative advantage in the production of 

sausages? Cheese? 

3) Which product would each country export? 

 

Practical task 2 
Country X uses the currency 1 (c1) and Country Y uses the currency 2 (c2). The 

exchange rate is 1 c1 = 3 c2. Determine how much a product would cost in Country Y, 

if it costs 600 c1 in Country X. 

 

Practical task 3 

Country A has an annual inflation rate of 20%, while Country B has an annual 

inflation rate of 15%. How much will the exchange rate of country A increase / 

decrease, if at the beginning of the year it was 1 currency unit of country B = 5 currency 

units of country A? 
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Practical task 4 

DVD players are a relatively labour-intensive commodity, requiring 20 hours of 

labour and 4 hectares of land to produce and selling for $60 each. Potato is a relatively 

land-intensive commodity. It takes 1 hour of labour and 4 hectares of land to produce 

1 ton of potato, and 1 ton of potato can be sold for $4. 

 

Based on the data, answer the following questions. 

a) If Country A has 120 million workers and 200 million hectares of land and 

Country B has 40 million workers and 50 million hectares of land, what is the ratio of 

trade in the two commodities between the Countries A and B? 

b) Why is it possible that the specialisation in real trade is quite different from 

what Heckscher–Ohlin theory suggests? 

 

Practical task 5 
The Country’s government imposes an import duty at a rate of 25% on imported 

refrigerators competing with those of domestic manufacturers. 

A year later, the import duty was raised up to 30%. 

The following is the summary of the impact of these measures on the Country:  

 

 Under the 

conditions of 

free trade 

With a 25% 

import duty 

With a 30% 

import duty  

The price of a 

refrigerator on the 

domestic market, USD 

800 1000 1040 

Domestic production of 

refrigerators 

Refrigerators, thousand 

items per year 

100 300 340 

Domestic consumption of 

refrigerators, thousand 

items per year 

1500 1000 900 

 

Based on the linearity of the supply and demand functions for refrigerators, 

present a graph of the country’s domestic market for this product, show the effects of 

foreign trade policy measures taken by the government and use it to calculate the 

following values (per year): 

1) the loss for domestic refrigerator consumers due to the increase in import 

duties; 

2) the gains for domestic refrigerator producers due to the increase in import 

duties; 

3) the change in the country’s state budget revenue due to the increase in import 

duties. 



101 
 

The Country is regarded as a small open economy. Use the following graph in 

your analysis:  
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3.3. Guided independent work 3: project 

Please prepare the project (presentation and essay / report) on the topic  

“The Republic of Belarus in the system of international economy”.  

The presentation should contain 10-20 slides.  

The report (essay) should act as some supplementary materials to your 

presentation. 

The project should contain statistical materials, comparisons, analytical 

comments and conclusions. 

 
The tasks and materials are available at: 

http://sbcde.by/course/view.php?id=852 
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3.4. The list of recommended tools of diagnostics and formation of 

the final mark for the course 

1. Oral form: 

1.1 Interviews. 

1.2 Discussions. 

1.3 Seminar (practical) presentations. 

1.4 Situation tasks. 

1.5 Q&A. 

2. Written form: 

2.1. Control polls. 

2.2. Tasks. 

2.3. Abstracts. 

2.4. Case-method assessment. 

2.5. Current and final control tests. 

2.6. Mind maps. 

2.7. Essays. 

3. Oral and written form: 

3.1. Projects with their oral defence. 

3.2 Assessment based on the module-rating system. 

3.3. Assessment by credit. 

4. Technical form: 

4.1 Technical means of simulating real-life situations 

When forming the final mark for the course rating system is used. The mark for 

the course is based on several elements:  

- reports and presentations, Q&A, completing the tasks and participation in the 

discussions during the seminars – 50 %; 

- essay – 10%; 

- practical tasks – 10%; 

- project – 10%; 

- control work (test) – 20 %. 
 

  



104 
 

3.5. Preliminary list of questions for the exam 

1. International microeconomics and macroeconomics. The content of the 

concept of “international economy”. Objects and subjects of the international economy. 

2. International economy and international economics.  

3. The groups of countries in the international economy. World Bank country 

groups.  

4. Open economy: the essence, indicators, and factors, which influence the 

degree of openness of the economy. 

5. Demand and supply in an open economy. Small open economy. Autarky. 

6. Main features of the world market and the international movement of 

goods. 

7. Terms of trade: essence, main indicators and role. 

8. Re-exportation and re-importation: essence, application and role. 

9. The specifics of the international movement of services. 

10. Mercantilism and Imperialism. 

11. Absolute advantage theory. 

12. Comparative advantage theory.  

13. Heckscher-Ohlin theory.  

14. Leontief paradox. The Stolper-Samuelson theorem. Johns’ amplification 

effect.  

15. The standard model of international trade (in partial and general 

equilibrium). Gains from international trade. The impact of changes in the structure of 

supply and demand on international trade. Linder’s demand hypothesis.  

16. Export-oriented and import-substituting growth. Rybczynski theorem. 

“Dutch disease”. “Disruptive growth” of the factors of production. 

17. International trade in R. Vernon’s theory of the product life cycle. 

18. The theory of the technological gap by M. Posner.  

19. M. Porter’s theory of competitive advantage. Balassa Index (revealed 

comparative advantage). 

20. Foreign economic policy. Foreign trade policy.  

21. Protectionism and free trade.  

22. The foreign economic and foreign trade policy of the Republic of Belarus. 

23. Opportunity costs theory. Law of increasing opportunity costs. PPC / PPF.  

24. Community indifference curves. Isoquants and Isocosts. 

25. The economies of scale: essence, examples and role.  

26. The economies of scale as an independent source of international trade. 

International economies of scale. 

27. The economies of scope: essence, examples and role. The economies of 

diversification. 

28. The experience curve and the learning curve. The difference between 

learning curves and experience curves. 

29. Differentiated products. Monopolistic competition. 



105 
 

30. Inter- and intra-industry trade. Measuring intra-industry trade. 

31. Technological gap. Product life cycle theory. International product life 

cycle theory. 

32. Barriers to trade: essence and classification. 

33. Customs and tariff regulation: essence, role and tools. 

34. The concept and types of customs duties.  

35. The customs tariff. The Common Customs Tariff of the Eurasian 

Economic Union (CCT of the EAEU): main objectives. 

36. Customs duties as taxes. Tax base and tax rates. 

37. The functions of tariffs. 

38. The main principles of tariff formation: tariff escalation and effective tariff 

protection. 

39. ERP. Nominal rate of tariff. Optimal tariffs. Protective and prohibitive 

tariffs. 

40. The types of customs duties rates. 

41. The costs and benefits of tariffs: main issues. The influence of tariffs on 

world welfare. 

42. Import tariffs: small country welfare effects. 

43. Import tariffs: large country welfare effects. 

44. Exporting country: tariff welfare effects. 

45. Non-tariff barriers to trade: importance and classification. 

46. Non-tariff barriers to trade: main types and examples. 

47. Effects of tariff and non-tariff measures. 

48. Antidumping, countervailing and special duties 

49. Barriers to trade: reasons for usage. 

50. The classification of goods crossing the border. Harmonised Commodity 

Description and Coding System. 

51. The Common customs tariff (CCT) of the EU. TARIC. GSP. 

52. Customs value. Customs valuation: methods. 

53. Country of origin. Origin criteria. 

54. Balance of payments: concept, principles of composition.  

55. Balance of payments theory. Standard and analytical presentation of 

balance of payments articles.  

56. Current account, capital and financial instruments account. Capital and 

credit balance as the reflection of a country’s international economic relations. 

57. General balance of payments. Factors influencing the balance of 

payments.  

58. Balance of payments regulation. 

59. The balance of payments of the Republic of Belarus. 

60. Monetary system: concept and forms.  

61. National, international (regional) and global monetary systems, their 

characteristics and elements.  

62. The evolution of the global monetary system. 
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63. Currency: concept and types. Currency convertibility (convertible 

currency): concept and types. Freely (fully) convertible currencies. 

64. Exchange rate: concept, types, functions, procedure for setting. Quotation 

of currencies.  

65. Factors influencing the exchange rate. Nominal and real exchange rates. 

Exchange rate regimes (fixed and floating). 

66. Currency parity. The theories of exchange rates. Purchasing power parity 

theory of currencies (PPP).  

67. Relationship between nominal exchange rate, PPP and real exchange rate.  

68. Foreign exchange market: concept, functions, institutional structure, types 

and features. 

69. The international regulation of global monetary and credit system. 

70. The monetary system and monetary policy of the Republic of Belarus. 
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4. SUPPORTING SECTION 

4.1. List of basic coursebooks 

1. Krugman, P. International Economics: Theory and Policy / 

P. R. Krugman, Maurice Obstfeld ; 11th Edition. – New York : Pearson Publishing. – 

2017.  

2. Salvatore, D. International Economics / D. Salvatore ; 13th edition. – New 

York : Wiley, 2019. – 720 p. 

3. Shengelia, T. World Economy and International Economic Relations: 

Training manual / Y. Kozak, T. Shengelia. – Edited by Y. Kozak, T. Shengelia. – 

Tbilisi : PH «UNIVERSAL», 2016. – 223 p.  

4.2. Supplementary coursebooks 

4. Feenstra, R. C. International Macroeconomics / R. C. Feenstra,  

A. M. Taylor ; 2nd edition. – N.Y. : Worth Publishers, 2011. – 1056 p. 

5. Shengelia, T. An Introduction to International Economic Relations /  

Y. Kozak, T. Shengelia. – Edited by Yuriy Kozak, Temur Shengelia. – Tbilisi : 

Publishing House „ Universal“, 2014. – 224 p. 

 

Websites and links (articles for consideration, information and statistics) 

6. World Bank Country and Lending Groups [Electronic resource]. – Mode of 

access: https://datahelpdesk.worldbank.org/knowledgebase/articles/906519-world-

bank-country-and-lending-groups/. – Date of access: 27.09.2021. 

7. Trade openness index [Electronic resource] // United Nations Conference on 

Trade and Development. – Mode of access: 

https://stats.unctad.org/handbook/MerchandiseTrade/Indicators.html. – Date of 

access: 25.09.2021. 

8. Freely convertible currency list 2021 [Electronic resource] // FiFi Finance – 

Mode of access: https://fififinance.com/us/freely-convertible-currencies. – Date of 

access: 11.09.2021. 

9. Manual on Statistics of International Trade in Services 2010 [Electronic 

resource] // United Nations. – Mode of access: https://unstats.un.org/home/. – Date of 

access: 09.09.2021. 

10. Strategic Analysis for Growth & Development [Electronic resource] // 

International Economics. – Mode of access: https://www.tradeeconomics.com/. – Date 

of access: 11.09.2021. 

https://datahelpdesk.worldbank.org/knowledgebase/articles/906519-world-bank-country-and-lending-groups/
https://datahelpdesk.worldbank.org/knowledgebase/articles/906519-world-bank-country-and-lending-groups/
https://stats.unctad.org/handbook/MerchandiseTrade/Indicators.html
https://fififinance.com/us/freely-convertible-currencies
https://unstats.un.org/home/
https://www.tradeeconomics.com/
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11. The Common Customs Tariff of the Eurasian Economic Union [Electronic 

resource] // Eurasian Economic Commission. – Mode of access: 

http://www.eurasiancommission.org/ru/act/trade/catr/ett/Pages/default.aspx. – Date of 

access: 11.09.2021. 

12. Measures to protect the internal market in the EAEU// Eurasian Economic 

Commission. – Mode of access:  

http://www.eurasiancommission.org/ru/act/trade/podm/investigations/Measures. 

aspx. – Date of access: 11.09.2021. 

13. TARIC [Electronic resource] // European Commission. – Mode of access: 

https://ec.europa.eu/taxation_customs/business/calculation-customs-duties/what-is-

common-customs-tariff/taric_en. – Date of access: 11.09.2021. 

14. Technical Information on Rules of Origin [Electronic resource] // World 

Trade Organization. – Mode of access: 

https://www.wto.org/english/tratop_e/roi_e/roi_info_e.htm. – Date of access: 

11.09.2021. 

15. Classification of goods [Electronic resource] // European Commission. – 

Mode of access: https://ec.europa.eu/taxation_customs/business/calculation-customs-

duties/customs-tariff/classification-goods_en. – Date of access: 11.09.2021. 

16. Generalised Scheme of Preferences (GSP) // European Commission. – Mode 

of access: http://ec.europa.eu/trade/policy/countries-and-

regions/development/generalised-scheme-of-preferences/. – Date of access: 

11.09.2021. 

17. The Union Customs Code [Electronic resource] // Official Journal of the 

European Union. – Mode of access: http://eur-lex.europa.eu/legal-

content/EN/TXT/PDF/?uri=CELEX:32013R0952&rid=1. – Date of access: 

11.09.2021. 

18. Classification of Goods according to the FEACN of the CU Electronic 

resource] // Eurasian Economic Commission. – Mode of access: 

http://www.eurasiancommission.org/en/act/tam_sotr/departament/KlassPoTNVED_T

S/Pages/default.aspx. – Date of access: 11.09.2021. 

19. The Big Mac index [Electronic resource] // The Economist. – Mode of 

access: https://www.economist.com/big-mac-index. – Date of access: 11.09.2021. 

20. The Global Competitiveness Report 2020: How Countries are Performing on 

the Road to Recovery [Electronic resource] // World Economic Forum. – Mode of 

access: http://www3.weforum.org/. – Date of access: 01.10.2021. 

 

Websites of international organisations 

21. World Bank [Electronic resource] – Mode of access: 

https://www.worldbank.org/en/home. – Date of access: 15.09.2021. 

22. World Trade Organization [Electronic resource]. – Mode of access: 

https://www.wto.org/. – Date of access: 15.09.2021. 

23. World Customs Organization [Electronic resource]. – Mode of access: 

http://www.wcoomd.org/. – Date of access: 15.09.2021. 

http://www.eurasiancommission.org/ru/act/trade/catr/ett/Pages/default.aspx
http://www.eurasiancommission.org/ru/act/trade/podm/investigations/Measures.aspx
http://www.eurasiancommission.org/ru/act/trade/podm/investigations/Measures.aspx
https://ec.europa.eu/taxation_customs/business/calculation-customs-duties/what-is-common-customs-tariff/taric_en
https://ec.europa.eu/taxation_customs/business/calculation-customs-duties/what-is-common-customs-tariff/taric_en
https://www.wto.org/english/tratop_e/roi_e/roi_info_e.htm
https://ec.europa.eu/taxation_customs/business/calculation-customs-duties/customs-tariff/classification-goods_en
https://ec.europa.eu/taxation_customs/business/calculation-customs-duties/customs-tariff/classification-goods_en
http://ec.europa.eu/trade/policy/countries-and-regions/development/generalised-scheme-of-preferences/
http://ec.europa.eu/trade/policy/countries-and-regions/development/generalised-scheme-of-preferences/
http://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32013R0952&rid=1
http://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32013R0952&rid=1
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24. International Monetary Fund [Electronic resource]. – Mode of access: 

https://www.imf.org/en/Home. – Date of access: 15.09.2021. 

25. International Chamber of Commerce [Electronic resource]. – Mode of 

access: https://iccwbo.org/. – Date of access: 15.09.2021. 

26. European Commission [Electronic resource]. – Mode of access: 

https://ec.europa.eu/info/index_en. – Date of access: 15.09.2021. 

27. Eurasian Economic Commission [Electronic resource]. – Mode of access: 

http://www.eurasiancommission.org/en/Pages/default.aspx. – Date of access: 

15.09.2021. 

28. Eurasian Economic Union [Electronic resource]. – Mode of access: 

http://www.eaeunion.org/?lang=en. – Date of access: 15.09.2021. 

29. National Statistical Committee of the Republic of Belarus [Electronic 

resource]. – Mode of access: https://www.belstat.gov.by/en/. – Date of access: 

15.09.2021. 

https://www.imf.org/en/Home
https://iccwbo.org/
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