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PART I:
INTRODUCTION

CHAPTER ONE
RECENT DEVELOPMENTS ON INTERNATIONAL
ECONOMICS
CARMEN DÍAZ-ROLDÁN* AND JAVIER PEROTE

The goal of this chapter is to offer a broad overview of the recent
developments on International Economics, both in the theoretical and
empirical areas. The recent financial and economic crisis raised questions
concerning the usefulness of several paradigms accepted by both academia
and the advising government institutions. In such a framework, new
theories and practical lessons stemming from empirical analyses are
revealed as useful tools for international policy recommendations.

1.1. Introduction
In a globalized world characterized by huge international capital
mobility, interest in International Economics has been renewed in
academic circles as well as in economic policy forums and supranational
institutions.
On one hand, capital markets have reached a remarkable development,
due to increasing financial innovations and the widespread liberalization
of capital movement. As a consequence, the evolution of the exchange rate
has come to depend more and more on the movement of capital instead of
on the international trade of goods. This greater reliance on capital
movements is reflected in the high volatility of the values reached by the
exchange rates.
On the other hand, the integration process evolution is quite complex
and, indeed, different worldwide. Examples provided by Latin-American
*
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countries contrast with the European case of the monetary union based on
a new currency, namely the euro. Integration processes are intended to
increase the flow of international trade and investment and, through a
more efficient use of resources, a favourable result in the evolution of
productivity and economic growth. As was the case for the credibility of
anti-inflationary policy, the elimination of transaction costs and exchange
rate uncertainty would be achieved much more clearly in a monetary union
than in a system of fixed exchange rates. But the recent financial and
economic crisis has cast doubt on the success of monetary unions, given
the lack of independent monetary and exchange rate policies.
With those considerations in mind, in this book we provide some
contributions with the intention of explaining the most recent
developments in International Economics.

1.2. Modelling International Economics
Developed economies are interrelated in international markets through
the interchange of goods and services, and the mobility flows of capital
and labour. It is well known that the increasing vulnerability of open
economies depends on the degree of openness of the country, as well as on
its size.
The literature on International Trade and Economic Integration states
that an open and large economy generates externalities on the outside
world. Those characteristics are precisely the ones which define
globalization, and the transmission and the effects of externalities depend
crucially on the particular economic framework of the involved countries.
Questions such as the exchange rate and the monetary regimes, the
development of the financial system, and the role played by institutions,
are not trivial.
After the Second World War, the international economic order
envisioned by the Bretton Woods Treaty gave way to the neo-liberal
economic order that remains prevalent today, promoting advancement
towards a close global economy. This phase was consolidated at the end of
the 20th century thanks to the gradually growing influence of the General
Agreement on Tariffs and Trade (GATT), the growing presence, at the
global level, of international companies that work as integrated production
systems, the expansion of high capital mobility and a noticeable tendency
towards the homogeneity of the models of development.
The Keynesianism that had led the economic policies of the 20th
century focused on the prominent role of the public sector. The oil crisis of
the 70’s, however, questioned not only Keynesian models but also the
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usefulness of economic policies in general. Nowadays, in the 21st century,
the recent problems generated by the economic and financial crisis have
triggered a debate on the role of economic policies. The question is to
what extent a specific monetary policy regime would impose a restriction
on policymakers; in particular, the cost of losing independence in the use
of exchange rates and monetary policy, and the restrictions derived from
the fiscal discipline required for supporting monetary agreements.
As an example, we can think about the expected success of the
European Economic and Monetary Union (EMU), which relates to the
benefits of the single currency, the higher degree of integration of financial
markets, and also to the sound public finances guaranteed by the set of
fiscal rules provided by the EMU. When signing the Stability and Growth
Pact (SGP), Member States committed themselves to reaching a mediumterm budgetary position close to balance. The Maastricht Treaty mainly
stresses that every Member State of the EMU should avoid excessive
deficits, and the reference values for deficit-to-GDP and debt-to-GDP
ratios have in fact worked as an explicit fiscal rule. But, in practice, the
policy orientation of the SGP has not been fully satisfied. This has opened
a debate about the utility and effectiveness of fiscal rules within the EMU,
and on their complementarities with discretionary fiscal policy measures
and automatic stabilisers to deal with short-run fluctuations. For these
reasons, it is useful to investigate how to deal with monetary (financial)
shocks in a monetary union following fiscal rules. The particular interest
here is in discovering interactions among those member countries showing
a relatively high level of public debt, and those that seem to follow a more
strict fiscal discipline.
In this book, Chapters 2 and 3 are devoted to the analysis of the
extent to which the recent episodes affecting the global economy can be
explained by International Economics theories and models, paying special
attention to the particular macroeconomic framework of monetary unions.
As addressed by Krugman (1998), there is a new approach for studying
International Economics and International Trade. This new approach, the so
called New Economic Geography (NEG), emerges from the study of
geography itself and brings together disciplines such as urban, environmental,
ethnic and gender economics, as well as location, distribution and the
spatial organization of economic activities (see Krugman (1991), Krugman
and Venables (1995) as seminal contributions). The theoretical bases rely
on the same exploited by the “New Trade” and “New Growth” theories,
i.e., general equilibrium models that derive aggregate behaviour from
individual maximization. Stemming from economic growth, some NEG
models try to explain the long-term growth of labour productivity
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endogenously. These models incorporate the role of externalities
associated with the accumulation of capital and technological innovation
in the context of imperfect competition.
Some of these models show identification problems due to two types of
observational equivalence; the between-equivalence, which appears when
comparing the implications of NEG models with those of alternative
models, mainly based on technological externalities; and the withinequivalence, produced using the implications of NEG models based on
vertical linkages among firms, along with those of NEG models based on
factor mobility, are compared.
In Chapter 4, an analysis of the observational equivalence of NEG
theory is offered. In spite of the apparent empirical success of the NEG
wage equation, some authors have asserted its observational equivalence,
i.e., the consistency of those results with alternative frameworks, such as
Urban Economics theories. However, few efforts have been made to
empirically test this equivalence, with one reason possibly stemming from
the lack of a commonly accepted approach for doing so.
New empirical approaches propose a procedure for showing that many
empirical wage equations are actually proxying an underlying production
function, augmented with locational information about the economic scale
of the nearest neighbour(s). The method begins by presenting a NEG
setting with capital stock, which encompasses several wage equations
found in the literature. A baseline wage-type equation is then estimated by
redefining the key variables of the model in several ways which are
different from those that are commonly considered by the NEG empirical
literature. The findings are similar to those of a standard NEG wage
equation, which is the essence of the observational equivalence of NEG
theory.
Finally, in Chapter 5, a key question for macroeconomic modelling is
addressed. The proper inference of statistical parameters proves to be
crucial for the forecast of the evolution of macro variables, and according
to the Lucas critique, changes to the values of the parameters have serious
implications for the design and implementation of economic policies. In an
environment of growing economic interdependence and financial turmoil,
the behaviour of the series of inflation is not a trivial question. Therefore,
a new branch of econometric techniques is devoted to the analysis of the
quarterly behaviour of macro variable series.
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1.3. International Trade
Traditionally, classical theories of International Trade are designed to
answer two basic and closely related questions: What are the causes of
trade? Why do countries trade? In addition, questions also include: How
would countries import and export products in different industries? And
what are the effects of international trade on domestic production and
consumption? But, during the second half of the 20th century, the lines of
research have been widened, focusing on questions such as the role played
by the external aid that is provided by benefactor countries to developing
ones, relocation phenomena, or the sectorial differences produced by the
results of expenditure on research and development, and expenditure on
human capital. The reason behind the amplification of these fields of study
relies on the new ways of examining the performance of international
relationships, and the factors contributing to economic growth favoured by
the development of new technologies.
Among the observed stylized facts of the last decades, the Official
Development Assistance (ODA) flows have increased considerably.
Consequently, a new branch of the literature has been devoted to the study
of the impact of ODA on economic growth and the characteristics of
recipient countries and donors’ management practices, which influence its
effects. Chapter 6 analyzes new models, studying the impact of
international aid on economic growth and welfare relative to the
characteristics of recipient countries and donors’ management practices.
These new growth theories and studies take into account the endogeneity
of aid and other variables as well as time and individual fixed effects.
Results confirm the effectiveness of foreign aid in promoting economic
growth, though it presents diminishing marginal returns. Furthermore, its
effectiveness decreases if the country has recently been involved in armed
conflicts, which probably reflects the lower quality of the institutions in
such situations. On the other hand, aid fragmentation is found to have a
positive effect on growth. In conclusion, aid has proved to be effective in
encouraging economic growth, though there needs to be further
consideration of aid heterogeneity and its impact on other aspects of
development.
As a complement to foreign aid, and with regard to relocation
phenomena, the process of globalization stimulates the availability of
resources; foreign direct investment, and the outsourcing and offshoring
methods of relocation; greater economic integration; and even the
development of stronger social cohesion. In most of the cases, the increase
in trade appears to be the result of offshoring, with manufacturing
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becoming fragmented across borders because firms benefit from
comparative cost advantages, the underlying economic logic being the
reduction in cost. Through the relocation of economic activities, there is a
transfer of jobs to other countries, if services are contracted with foreign
companies or establish a base in sites outside the country of origin.
Traditionally, relocation from one country to another was based on the
production process (manufacturing or even accounting). But nowadays, it
is also related to the supply of technical and administrative services.
In particular, the increase of offshoring – or, in other words, the
relocation of some processes – of the production of a firm has not yet
received the attention it deserves. Of equal importance to the first goal of
reducing costs, there are several consequences of offshoring that are
changing the traditional patterns of production. One of the most important
is related to the reduction of the cost of labour units and its implications
for productivity and employment. Within the study of the subject of
offshoring and productivity, Chapter 7 proposes a simple framework for
estimating the contribution of offshoring strategies to the growth rate of
labour productivity from a time series perspective. This framework is
useful to assess the impact of offshoring on skill upgrading and the labour
share. Both empirical questions are quite relevant and need to be
answered, especially considering the recent years of slow growth. The
results would suggest that offshoring can improve labour productivity in
industry. Moreover, offshoring is found to be the source of important
changes among industries with different skills (skill upgrading) and an
important factor behind the fall of the labour share.
As stated before, the classical theory of International Trade explains
inter-industrial trade; that is, how countries import and export products in
different industries. However, the classical theory does not take into
account intra-industry trade, which occurs when a country exports and
imports products which belong to the same sector or industry, and it also
does not consider the weight of multinationals. On the contrary, the new
theories on International Trade incorporate intra-industry trade, trade
between similar countries, economies of scale and product differentiation,
and also the role played by firm heterogeneity in the overall performance
of International Trade.
The literature on heterogeneous firms states that when there are fixed
costs of exporting, only the most productive firms export (extensive
margin) and the export intensity (intensive margin) changes with the
variable costs of exporting for those firms. On the other hand, the literature
on gender, entrepreneurship and firm performance has found that women
are less likely to become entrepreneurs, and, after having entered the
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market, firms where one of the owners is a woman show a weaker
performance (measured, among other variables and also by productivity).
Related to that, the new theories of endogenous growth have
emphasized the role of externalities derived from the accumulation of
capital. Endogenous growth models have assumed that knowledge spillovers come from expenditure on research and development, and from
expenditure on education and the training of workers, what is known as
human capital. Summing up, it seems that women used to be less skilled
workers than men, and putting together the contributions from both strands
of literature, the role of the firm’s decision-maker’s gender in determining
sectorial differences in export performance (propensity and intensity) turns
out to be a new branch of research.
Chapter 8 studies the role of the decision-maker’s gender in export
performance when there are sectorial differences. The gender dummy is
defined for firms where women are either the firm’s top manager or the
firm’s sole owner. In general, it is found that there are significant
differences at several levels between firms managed and owned by either
gender, but these differences depend on firm size (correlated with
productivity) and the sector in which the firm operates. Moreover, the
gender differences across sectors are not always negative. After having
controlled for firm size and sector of activity, women present a greater gap
in the amount of sales they allocate to foreign markets (export intensity)
rather than in deciding to start exporting (propensity to export), so the
variable costs of exporting may be a greater constraint relative to the fixed
costs.
From another point of view, Chapter 9 is also devoted to analysing the
impact of gender. Nowadays, a recent approach when studying
International Trade analyses the impact of gender on tariffs, Foreign
Direct Investment (FDI) and regulatory barriers’ liberalization using
computable general equilibrium models. FDI and facilitation of the new
entry of domestic firms proves to be more important for workers than
trade. This process is less beneficial for women because the less skilled
workers and the ones that are more involved in the contracting agriculture
sector used to have a lower salary.

1.4. Macroeconomic Aspects of International Trade
and Finance
In the last years, capital markets have reached a remarkable level of
development, due to increasing financial innovation and a widespread
liberalization of the movement of capital. Consequently, nowadays the
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exchange rate is more linked to the movement of capital than it is to the
international trade of goods and services. This evidence has resulted in a
sharp increase of the volatility of exchange rates.
One of the main issues, especially controversial and unresolved within
the international context, is the choice of the optimal exchange rate
regime. A system of flexible exchange rates ensures the existence of
external balance. This, in turn, would allow the government to focus on
achieving their internal goals. In addition, it would tend to insulate the
economy from the effects of external shocks – particularly those affecting
trade balance – and also guarantees greater autonomy with regard to
monetary policy.
On the contrary, a system of fixed exchange rates imposes greater
discipline for the authorities: the fixed exchange rate would act as an
“anchor” to gain credibility and would lead to an anti-inflationary policy.
However, in recent years, fixed exchange rates have proved to be
extremely fragile and difficult to maintain. The final reason is the
extraordinary development experienced by the international capital
markets, which makes the system of fixed exchange rates highly
vulnerable to speculative attacks on a massive scale.
The classical Mundell-Fleming model follows the so-called impossible
trinity. This concept refers to the impossibility of simultaneously
maintaining the following options: fixed exchange rates, monetary
autonomy, and open capital markets, leading to the bipolar view (Obstfeld
and Rogoff, 1995). This trilemma concludes that given a high mobility of
capital and being more exposed to financial markets, there are only
feasible corner solutions, i.e. hard peg regimes (dollarization, currency
unions and currency boards) and free floating regimes.
To shed light on those questions, Chapter 10 surveys the theoretical
and empirical literature on exchange-rate regimes and also summarizes the
main consensus available regarding the categorization of de iure and de
facto exchange rate regimes.
One of the theoretical explanations of exchange rate movements is
based on the expectations about the behaviour of the government.
According to this theory, the exchange rate moves from one equilibrium to
another depending on how agents formulate their expectations. But the
role played by expectations is not only a useful tool for analysing
exchange rate movements; on the contrary, it is one of the most studied
issues, both from the theoretical and empirical viewpoint, when trying to
explain a wide range of economic phenomena. Nowadays, this issue has
acquired a renewed interest in policy circles, given that agents’
expectations are one of the explanatory variables of the current economic
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and financial crisis. The aim of Chapter 11 is to shed further light on the
determinants of individuals’ expectations with respect to household
finances and the general economic situation. The empirical study is
performed relating to the case of Spain. This peripheral European country
is of particular interest, since, in spite of the lower level of development in
the Spanish economy, it has experienced a remarkable process of growth
since its integration with the EU. But the trade deficits involved because of
the increase in external openness has represented an unassailable obstacle
to recovery after the current financial and economic crisis.
In the model proposed in this chapter, individual prospects regarding
personal situations are simultaneously determined with people’s opinions
for the future economic situation, and also expectations for the general
economy are an endogenous variable in the equation of expectations for
personal financial situations. According to the results, it seems that
families tend to believe that their personal financial situation is going to be
better than forthcoming general economic conditions, and that general
economic expectations are more sensitive to changes in economic growth
rather than to contractions of the labour market.
In addition to the evolution of the exchange rate and the role played by
expectations, International Trade developments are also highly dependent
on the development of international agreements, usually leading to
strengthened economic linkages and, consequently, promoting a deeper
integration between countries.
Keeping in mind the European integration process, there have been
several attempts to promote economic integration among the Latin
American countries. Although the proposals have been mainly based on
the creation of a common market, aimed to favour competitiveness and
economic convergence, they have also served to renew interest in
analysing the convenience of a monetary union. Nevertheless, there has
been no explicit proposal for forming a monetary union similar to the
EMU.
In practice, the discussions on the creation of a monetary union have
been more academic than political, because it does not seem that there are
enough arguments to support the creation of a single common currency, or
even to adopt another country’s currency. Theoretically, according to the
analysis initiated in Mundell (1961), countries interested in sharing a
common currency should form an Optimum Currency Area (OCA), i.e., a
region characterized not only by trade integration, but also by price and
wage flexibility, similar inflation rates and factor mobility among
countries; and also by the mirroring of the external shocks the area would
have to deal with. However, the Latin American countries would be far
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from satisfying most of the criteria for establishing a currency area − see
Edwards (2006) for a review.
Given that a common market requires some degree of macroeconomic
harmonization among the involved economies, this harmonization process
usually leads to a deeper economic integration that also contributes to
achieving a greater economic convergence. Moreover, when the countries
which belong to an OCA are exposed to similar external shocks, there
would be no serious reason to use the exchange rate policy to increase
competitiveness. This argument has been exposed as one of the potential
benefits of forming a monetary union, since unexpected exchange rate
fluctuations would hurt the integration process. In this sense, as pointed
out by Eichengreen (1998, p. 7), “…Whether or not exchange rate
movements threaten regional integration depends on two things: the depth
of that integration and the source of the disturbances in response to which
exchange rate moves”.
Chapter 12 briefly describes the trade dynamism of the four founding
members of the Southern Common Market (MERCOSUR) during 19912012 in order to present a comprehensive picture of the current state of
regional integration. The trade openness ratio, the intraregional trade index
and the Herfindahl-Hirschmann index show that the countries reached
higher levels of openness during 2002-2012, intraregional trade was more
intense in the first decade than in the second, and the diversification of
exports by country of destination has increased since 2001. The
assessment is completed with the exploration of the determinants of tariff
and non-tariff barriers. The use of pre- and post-2008 crisis trade and
protection data reveals that discriminatory measures implemented by
Argentina and Brazil do not provide a better treatment for their
MERCOSUR partners, but quite the opposite. To preview the chapter’s
conclusion: MERCOSUR is not passé, but it has somewhat shifted from
its optimum path to success.
Among the implications of any integration process, we found changes
in the macroeconomic framework of reference. Consequently, changes in
the performance and implementation of economic policies should be taken
into account. As has been addressed in the Introduction, a debate on the
role of economic policies has been opened following the financial and
economic crisis. It is well known that the success of particular policies
depends not only on the improvement of macroeconomic indicators, but
also on macroeconomic conditions such as monetary and fiscal policy
regimes, and also the exchange rate adjustment adopted. The economic
framework characteristics are particularly relevant in monetary unions,
where fiscal policy is the only demand policy aimed at achieving the
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stabilization goal, and monetary autonomy is obtained at the cost of losing
direct control over the exchange rates. In the EMU, the fiscal policy is
oriented to achieve output stabilization in the short-run, through the use of
the public deficit and automatic insurance mechanisms. In the long-run,
the fiscal policy should guarantee the sustainability of public finances, and
it should also contribute to economic growth through the structure of
revenues and expenditures, and public investment in physical and human
capital (European Central Bank, 2004).
Keeping these points in mind, recent research contributions consider
the impact of fiscal policies that have been implemented in recent years
(see for instance, Barrios et al. (2010), Riguzzi (2011), and Karras (2012),
among others). Some of these studies analyse times of growth and times of
recession to determine, through comparative analyses between the two
periods, the degree of effectiveness of the instruments of fiscal policy. In
the case of fiscal policy, many questions arise relating to its behaviour and
effectiveness, especially in times of recession. For example, what are the
effects of a tax cut on the economy? How much does it matter whether
they are financed by corresponding spending cuts or by corresponding
increases in public debt, compared to the scenario of not implementing a
tax cut? (Mountford and Uhlig, 2009) How persistent should spending cuts
or tax increases be? What degree of fiscal stimulus should be considered?
(Parker, 2011) Chapter 13 attempts to answer all of these questions in the
scenario of the current crisis, where both fiscal consolidations and the
increase of economic growth are needed.

1.5. International Factor Movements and International
Business
The 2007 financial crisis spread into a global economic shock and it
was transmitted to the EMU. In fact, in 2009, there was negative growth in
the Eurozone. In an attempt to restore trust in the financial system and
recover growth rates, the macroeconomic policies in most economies
focused mainly on short-term actions such as the bailout of banks and
insurance companies, expanding money supplies and implementing large
fiscal stimulus packages. Both the United States Federal Reserve and the
European Central Bank have undertaken the largest monetary policy
action in world history. Regarding the reforms and long-term responses,
no significant measure has been implemented. In particular, the lack of
fundamental changes in the banking and financial markets is one of the
main concerns of some contributions to the International Monetary Fund’s
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publications (see Blanchard and Milesi-Ferreti (2009) and Merrouche and
Nier (2010), among others).
One of the main concerns regarding financial markets is that the
volatility in these markets has experienced a dramatic increase during the
subprime and sovereign debt crises. Nevertheless, despite the well-known
fact of the non-normality of asset returns in these scenarios, most financial
institutions still report value at risk (VaR) measures based on the Gaussian
distribution and thus underestimate their risk exposition. Chapter 14
revises the main empirical features of high frequency financial data and
studies the relative VaR performance of the methodologies based on either
Normal or Student’s t distributions. The analysis shows a clear
outperformance of the latter that is found, in particular, in the context of
high volatility scenarios such as the recent financial crises. The empirical
analyses in this chapter focus on stock indices, but the results may be
extended to other variables such as interest rates or exchange rates.
Since the 1970s, capitalism has undergone profound changes following
a new wave of technological innovations and changes in social
organization, with the result being the configuration of a new economic
model. One of the peculiarities of this new economic model concerns the
growing prominence of financial activities, which increase their
importance in the direct production of goods and services, and set the
standard level of return on capital for all economic activities, including the
non-financial sector. The new model has been accompanied by a rapid
removal of trade barriers and the free movement of capital around the
world, which has contributed to the expansion of financial activities.
This process has accelerated the speed of investment flows, changing
the strategic decisions of companies that are particularly oriented to
meeting the expectations of their investors, which are focused on
immediate short-term interests – trying to ensure the profitability of their
investments, compromising the investment and production decisions of the
firms in the long-term. This evidence has direct effects on the development
of the labour market. In this new scenario, labour suffers increasing
pressure to improve its productivity, which is achieved by greater
flexibility conditions, in order to adapt the labour to increasingly
competitive market conditions. This process tends to worsen working
conditions, in order to keep labour costs adequate and increase production
efficiency, i.e. the efficiency measure that ensures the profitability of the
shareholders’ investment.
In chapter 15, an empirical analysis is performed to assess some of the
impacts of economic financialization on labour relations for a sample of
developed countries. The empirical results seem to establish a negative
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and significant relationship between the advance of economic
financialization, and some key aspects concerning the equilibrium in the
labour market – unemployment and labour compensation – and income
distribution.
Finally, we cannot forget to mention the emerging markets phenomenon.
In recent years, several large economic areas have experienced a rapid
industrialization process and sustained growth. The most remarkable
characteristic is that those economies have reached a considerable positive
growth differential over the OECD average, due to the lower cost of their
production processes and, in some cases, the rapid accumulation of
technologies or even the catching-up phenomenon. For that reason they
have been called the emerging markets: the ASEAN (Association of South
East Asian Nations), the BRIC countries (Brazil, Russia, India and China),
as well as Mexico, Indonesia and Turkey (see Hanson (2012) for an
analysis).
The shift of international capital from the west to the east has
configured a new set of actors in the international economy. The
consequences of the rebalanced economic power implied by the shifting
wealth process are wide and intense (OECD, 2011). The effects in terms of
trade, financial flows and the catch-up of new technologies are impressive.
But also, there are gains in growth, economic convergence and social
cohesion. The countries involved are mainly large emerging economies,
particularly China, which has been a strong worldwide competitor for
years. Moreover, new multinational enterprises (MNEs), rooted in Asia
and Latin America, are the new corporate giants at the expense of western
and Japanese MNEs. China’s companies have shifted to deliver complete
high-end products.
To illustrate the phenomena, Chapter 16 examines foreign direct
investment (FDI) diversion, in particular the impact of firm-level foreign
investments in China on FDI inflows into Asia. FDI in high performing
recipients has mixed effects on its neighbours. FDI agglomeration around
certain areas may divert new FDI from similar surrounding countries.
However, MNEs seeking to expand their international production might
spill-over FDI to border regions with favourable endowments. By means
of the gravity equation, this research estimates the diversion of FDI
extensive margin and aggregate flows in Asia due to greenfield
investments and re-investments in China during 2003-2009. Results show
that while new foreign projects in China deter FDI, re-investments expand
FDI in Asia.
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