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PREFACE

The years since 1980 have brought a steady sequence of upheavals in economic relations
among countries. Newly industrializing developing countries have seized from developed
countries an important share of the world market for manufactured exports; a booming
international capital market has forged new links among the world’s financial centers but
also raised new unease about global financial stability; wide swings in exchange rates and
structural shifts in trade patterns have generated political pressures that gravely threaten the
open international trading system built up so painstakingly after World War II; and the
countries of the former Soviet bloc have shaken off communist rule, often establishing
market economies open to international flows of commodities and capital. Even in the
United States, which is more self-sufficient than nations with smaller economies, problems
of international economic policy have assumed primacy and moved decisively to the news-
papers’ front pages.

Recent general developments in the world economy raise concerns that have preoccu-
pied international economists for more than two centuries, such as the nature of the inter-
national adjustment mechanism and the merits of free trade compared with protection. As
always in international economics, however, the interplay of events and ideas has led to
new modes of analysis. Three notable examples of recent progress are the asset market
approach to exchange rates; new theories of foreign trade and industrial location based on
increasing returns and market structure rather than comparative advantage; and the
intertemporal analysis of international capital flows, which has been central both in refin-
ing the concept of “external balance” and in examining the determinants of developing
country borrowing and default.

The idea of writing this book came out of our experience in teaching international eco-
nomics to undergraduates and business students since the late 1970s. We perceived two
main challenges in teaching. The first was to communicate to students the exciting intel-
lectual advances in this dynamic field. The second was to show how the development of
international economic theory has traditionally been shaped by the need to understand the
changing world economy and analyze actual problems in international economic policy.

We found that published textbooks did not adequately meet these challenges. Too often,
international economics textbooks confront students with a bewildering array of special
models and assumptions from which basic lessons are difficult to extract. Because many of

. these special models are outmoded, students are left puzzled about the real-world relevance
of the analysis. As a result, many textbooks often leave a gap between the somewhat anti-
quated material to be covered in class and the exciting issues that dominate current research
and policy debates. That gap has widened dramatically as the importance of international
economic problems—and enrollments in international economics courses—have grown.

This book is our attempt to provide an up-to-date and understandable analytical frame-
work for illuminating current events and bringing the excitement of international eco-
nomics into the classroom. In analyzing both the real and monetary sides of the subject, our
approach has been to build up, step by step, a simple, unified framework for communicat-
ing the grand traditional insights as well as the newest finding and approaches. To help the
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student grasp and retain the underlying logic of international economics, we motivate the
theoretical development at each stage by pertinent data or policy questions.

THE PLACE OF THIS BOOK IN THE ECONOMICS
CURRICULUM

Students assimilate international economics most readily when it is presented as a method
of analysis vitally linked to events in the world economy, rather than as a body of abstract
theorems about abstract models. Our goal has therefore been to stress concepts and their
application rather than theoretical formalism. Accordingly, the book does not presuppose an
extensive background in economics. Students who have had a course in economic principles
will find the book accessible, but students who have taken further courses in microeco-
nomics or macioeconomics will find an abundant supply of new material. Specialized
appendices and mathematical postscripts have been included to challenge the most
advanced students.

We follow the standard practice of dividing the book into two halves, devoted to trade
and to monetary questions. Although the trade and monetary portions of international eco-
nomics are often treated as unrelated subjects, even within one textbook, similar themes and
methods recur in both subfields. One example is the idea of gains from trade, which is
important in understanding the effects of free trade in assets as well as free trade in goods.
International borrowing and lending provide another example. The process by which coun-
tries trade present for future consumption is best understood in terms of comparative advan-
tage (which is why we introduce it in the book’s first half), but the resulting insights deepen
understanding of the external macroeconomic problems of developing and developed
economies alike. We have made it a point to illuminate connections between the trade and
monetary areas when they arise.

At the same time, we have made sure that the book’s two halves are completely self-
contained. Thus, a one-semester course on trade theory can be based on Chapters 2 through
11, and a one-semester course on international monetary economics can be based on Chap-
ters 12 through 22. If you adopt the book for a full-year course covering both subjects, how-
ever, you will find a treatment that does not leave students wondering why the principles
underlying their work on trade theory have been discarded over the winter break.

SOME DISTINCTIVE FEATURES OF
INTERNATIONAL ECONOMICS:
THEORY AND POLICY

This book covers the most important recent developments in international economics with-
out shortchanging the enduring theoretical and historical insights that have traditionally
formed the core of the subject. We have achieved this comprehensiveness by stressing how
recent theories have evolved from earlier findings in response to an evolving world econo-
my. Both the real trade portion of the book (Chapters 2 through 11) and the monetary portion
(Chapters 12 through 22) are divided into a core of chapters focused on theory, followed by
chapters applying the theory to major policy questions, past and current.
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In Chapter 1 we describe in some detail how this book addresses the major themes of
international economics. Here we emphasize several of the newer topics that previous
authors failed to treat in a systematic way.

Asset Market Approach to Exchange Rate Determination

The modern foreign exchange market and the determination of exchange rates by national
interest rates and expectations are at the center of our account of open-economy macro-
economics. The main ingredient of the macroeconomic model we develop is the interest
parity relation (augmented later by risk premiums). Among the topics we address using the
model are exchange rate “overshooting”; behavior of real exchange rates; balance-of-
payments crises under fixed exchange rates; and the causes and effects of central bank inter-

vention in the foreign exchange market.

Increasing Returns and Market Structure

After discussing the role of comparative advantage in promoting trade and gains from
trade, we move to the frontier of research (in Chapter 6) by explaining how increasing
returns and product differentiation affect trade and welfare. The models explored in this dis-
cussion capture significant aspects of reality, such as intraindustry trade and shifts in trade
patterns due to dynamic scale economies. The models show, too, that mutually beneficial
trade need not be based on comparative advantage.

Politics and Theory of Trade Policy

Starting in Chapter 3, we stress the effect of trade on income distribution as the key politi-
cal factor behind restrictions on free trade. This emphasis makes it clear to students why the
prescriptions of the standard welfare analysis of trade policy seldom prevail in practice.
Chapter 11 is focused on the popular notion that governments should adopt “strategic” trade
policies aimed at encouraging sectors of the economy seen as crucial. The chapter also
includes a theoretical discussion of strategic trade policy based on simple ideas from game
theory.

International Macroeconomic Policy Coordination

Our discussion of international monetary experience (Chapters 18, 19, 20, and 22) stresses
the theme that different exchange rate systems have led to different policy coordination
problems for their members. Just as the competitive gold scramble of the interwar years
showed how beggar-thy-neighbor policies can be self-defeating, the current float chal-
lenges national policymakers to recognize their interdependence and formulate policies
cooperatively. Chapter 19 presents a detailed discussion of this very topical problem of the
current system. )
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The World Capital Market and Developing Countries

A broad discussion of the world capital market is given in Chapter 21, which takes up the
welfare implications of international portfolio diversification as well as problems of pru-
dential supervision of offshore financial institutions. Chapter 22 is devoted to the long-term
growth prospects and to the specific macroeconomic stabilization and liberalization prob-
lems of industrializing and newly industrialized countries. The chapter reviews emerging
market crises and places in historical perspective the interactions among developing coun-
try borrowers, developed country lenders, and official financial institutions such as the
International Monetary Fund.

International Factor Movements

In Chapter 7 we emphasize the potential substitutability of international trade and interna-
tional movements of factors of production. A feature in the chapter is our analysis of inter-
national borrowing and lending as intertemporal trade, that is, the exchange of present con-
sumption for future consumption. We draw on the results of this analysis in the book’s
second half to throw light on the macroeconomic implications of the current account.

NEW TO THE FIFTH EDITION

For this fifth edition of International Economics: Theory and Policy, we have extensively
redesigned several chapters. These changes respond both to users’ suggestions and to some
important developments on the theoretical and practical sides of international economics.
The most far-reaching changes are the following:

Chapter 2, Labor Productivity and Comparative Advantage:
The Ricardian Model The basic Ricardian model in this chapter is based on a close
link between relative wages and relative labor productivities. Debates about foreign pro-
ductivity gains often reflect a fear that those gains will not be matched by wage increases,
thereby resulting in a long-run competitive advantage for foreign countries. Chapter 2 now
discusses additional empirical evidence that such fears are unfounded: long-run conver-
gence in productivity produces long-run convergence in wages.

Chapter 7, International Factor Movements The chapter’s focus remains on the
causes and effects of international factor movements, including the implications for income
distribution. A new feature is the coverage of the effects of the vast international migrations
prior to World War I in promoting international wage convergence.

Chapter 15, Price Levels and the Exchange Rate in the Long Run A new
appendix explores in detail a topic that has confused students in the past, the relationship
linking expected inflation, nominal interest rates, and the exchange rate in the flexible-price
monetary model. A new diagrammatic tool clarifies all the forces that are simultaneously at
work when expected inflation rises.
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Chapter 17, Fixed Exchange Rates and Foreign Exchange Intervention
The Asian economic crisis of the late 1990s and the subsequent crises in Brazil and Russia
have revived thinking on the theory of balance of payments crises. Many observers have
become convinced that no single theory can account for the diversity (and abundance) of
examples seen in the 1990s. This chapter’s discussion of balance-of-payments crises there-
fore has been broadened substantially to cover alternative theories. We now focus on the
distinction between models based entirely on bad economic fundamentals and those in
which self-fulfilling market expectations also play a role in generating crises.

Chapter 20, Optimum Currency Areas and the European Experience As
the fourth edition of this book was being written (1995-1996), Europe’s vision of econom-
ic and monetary union (EMU) looked to us like a distant and possibly unattainable goal.
Somewhat unexpectedly for most observers, EMU is a reality—euro, European Central
Bank, and all—as this fifth edition appears. Chapter 20 has been extensively revised to
cover the story of how EMU was attained, the institutional structure of monetary policy in
EMU, and the major policy problems that are now coming into focus. Incidentally, in line
with the new reality in Europe, the entire exposition in the monetary half of the book
downplays the role of the 11 national “legacy currencies” (which will be phased out by
2002) and instead uses the euro in examples.

Chapter 22, Developing Countries: Growth, Crisis, and Reform This chap-
ter has essentially been rewritten from scratch. It now addresses issues of long-run growth
and convergence in developing countries, reform and liberalization, macroeconomic stabi-
lization, exchange rate regimes, and redesign of the international financial “architecture.”
The discussions in earlier editions of pre-1945 history and the 1980s debt crisis have been
compressed in favor of a more thorough treatment of the recent emerging markets crisis that
started in Thailand in July 1997. Analytical lessons are distilled from these experiences, and
the chapter also extends the theory of exchange rate collapse from Chapter 17 to incorporate
interactions with banking and national solvency crises. For this edition we have dropped the
old Chapter 23 covering the former Soviet bloc economies. After a decade of transition
from socialism to capitalism, the problems of these countries look qualitatively similar to
those of other developing countries; we therefore saw little justification for retaining a
special chapter. The new Chapter 22 does contain a brief discussion of the record of transi-
tion, however, contrasting the Polish and Russian experiences since the early 1990s as a
background for a description of Russia’s 1998—1999 default crisis.

In addition to these structural changes, we have updated the book in other ways to
maintain current relevance. Thus we discuss the “mystery of the missing trade” in empiri-
cal assessment of the Heckscher-Ohlin trade model (Chapter 4); we examine the relevance
of the transfer problem in understanding the effects of the recent economic crisis in Asia
(Chapter 5); and we recount a failed Clinton administration flirtation with strategic trade
policy (Chapter 11). We look at the effect of Korea’s 1998 won devaluation on its trade bal-
ance (Chapter 16), describe the near failure of long-term capital management (Chapter 21),
and discuss the appeal of dollarization for some developing countries (Chapter 22).
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LEARNING FEATURES

This book incorporates a number of special learning features that will maintain students’
interest in the presentation and help them master its lessons.

Case Studies

Theoretical discussions are often accompanied by case studies that perform the threefold
role of reinforcing material covered earlier, illustrating its applicability in the real world,
and providing important historical information.

Special Boxes

Less central topics that nonetheless offer particularly vivid illustrations of points made in
the text are treated in boxes. Among these are the political backdrops of Ricardo’s and
Hume’s theories (pp. 58 and 542); the surprising potential importance of NAFTA’s effect on
California’s demand for water (p. 228); the astonishing ability of disputes over banana
trade to generate acrimony among countries far too cold to grow any of their own (p. 244);
the story of the Bolivian hyperinflation (p. 386); and the 1994 speculative attack on the
Mexican peso (p. 506).

Captioned Diagrams

More than 200 diagrams are accompanied by descriptive captions that reinforce the dis-
cussion in the text and will help the student in reviewing the material.

Summary and Key Terms

Each chapter closes with a summary recapitulating the major points. Key terms and phras-
es appear in boldface type when they are introduced in the chapter and are listed at the end
of each chapter. To further aid student review of the material, key terms are italicized when
they appear in the chapter summary.

Problems

Each chapter is followed by problems intended to test and solidify students’ comprehension.
The problems range from routine computational drills to “big picture” questions suitable for
classroom discussion. In many problems we ask students to apply what they have learned to
real-world data or policy questions.

Further Reading

For instructors who prefer to supplement the textbook with outside readings, and for stu-
dents who wish to probe more deeply on their own, each chapter has an annotated bibliog-
raphy that includes established classics as well as up-to-date examinations of recent issues.
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STUDY GUIDE, INSTRUCTOR’S MANUAL,
AND WEB SITE

International Economics: Theory and Policy is accompanied by a Study Guide written by
Linda S. Goldberg of the Federal Reserve Bank of New York, Michael W. Klein of Tufts
University, and Jay C. Shambaugh of the University of California, Berkeley. The Study
Guide aids students by providing a review of central concepts from the text, further illus-
trative examples, and additional practice problems. An Instructor’s Manual, also by Linda S.
Goldberg, Michael W. Klein, and Jay C. Shambaugh, includes chapter overviews, answers
to the end-of-chapter problems, and suggestions for classroom presentation of the book’s
contents. The Study Guide and Instructor’s Manual have been updated to reflect the changes
in the fifth edition.

We are also pleased to announce the début of the Companion Web Site to accompany
International Economics, Fifth Edition, at www.awlonline.com/krugman_obstfeld. Offer-
ing student exercises for each chapter, PowerPoint presentations containing the text figures,
occasional topical updates on late-breaking developments, links to sites of interest, and
much more, the Companion Web Site is an ideal complement to the textbook.
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