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INTERDEPENDENCE OF INTERNATIONAL
TRADE AND INVESTMENT FLOWS
IN THE POST-CRISIS PERIOD?

Abstract

The world economy was characterized by the continuous increase of international
trade and international investments flows in the second half of the twentieth century and by
intertwining of these flows especially in the period afier 1990s. The aim of the paper is to
show that there are mutual relationship, interconnection and intertwining of international
trade flows and investment flows in the post-crisis period as well as in the period before
the 2008 crisis. The post-crisis period has brought the recovery of both international trade

flows and international investment flows and their higher levels. These developments
haven t changed the fact that, the same as in the period before the crisis, international
trade flows continue to perform increasingly more through investments flows, that is
through foreign affiliates ’sales, then through classic, cross-border trade. The sales through
foreign affiliates remain the main channel of international trading. In this situation, only
the approach that means the new coverage implementation of international trade flows
will lead us to the real international trade values and international trade picture. If we
look for the impetus and drivers of the economic growth in trade and investments flows,
then we must take into account the connection and intertwining of these two types of
flows in order to have a real picture of them and make adequate decisions in the field of
investment, trade and economic policy.

Key words: international trade, international investments, foreign direct investments,
foreign affiliates’sales.
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MEBY3ABUCHOCT MEBYHAPOJIHHUX
TPITOBUHCKUX U HTHBECTUIIHMOHHUX TOKOBA
Y HOCTKPU3HOM IIEPUOAY

AncTpakr

Ceemcky npugpeoy je Kapakmepucao KOHMUHyUpanu nopacm mefjyHapooHux mpeo-
BUHCKUX U UHBECIUYUOHUX MOKO8A ) Opy20j honosuHu XX 6exa Kao u Ucnpeniemanocm
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08UX MOK08a Hapouumo y nepuooy nocie 1990-mux eoouna. L{uw pada je oa noxadice
0a nocmoju mehycooHu 00HOC, NOBE3AHOC U UCHPENTIeMAHOCTT MeljyHAPOOHUX MpP2o-
BUHCKUX U UHBECTUYUOHUX MOK08A ) NOCIKPUSHOM NePUody Kao uy nepuooy npe Kkpuse
uz 2008. cooune. IlocmkpusHu nepuoo je 00Heo 0nopasax Kaxko MelyHapoOHux mpeo-
BUHCKUX MAKO U MEHYHAPOOHUX UHBECTMUYUOHUX MOKO8A, KAO U 1buxose eehe obume.
Osakas pazeoj Huje NPOMEHUO YUFbeHUYY Od ce, UCTNO Kao Uy nepuody npe Kpuse, mehy-
HApOOHU MP2OSUHCKU TNOKOBU C6e BUilie 008UJA]Y KPO3 UHBECTNUYUOHE IOKOBE, OOHOCHO
Kpo3 npooaje Cmpanux Quaujana, Heco Kpo3 KIACUiHy mpeosuHy Koja ce 00suja npe-
KO Hayuonannux zpanuya. 1Ipooaje nocpedcmeom cmpanux uawjana ocmajy eiaeHu
Kauai MelyHapooHoe mpeosarbd. Y 08aKeoj cumyayujiu, camo npucmyn Koju noopasy-
Mesa npumery Ho8o2 00YX8ama MeljyHapOOHUX mpeosUHCKUX mokoea fie Hac 6ooumu
00 CMBAapHUX 8peOHOCMU U npaese CluKe MelyHapooHe mpzosune. Ako noocmuyaje u
NOKpemaye eKOHOMCKO2 Pacma mpajicumo y mpeosuHy U UHEECuyUjama, oHoa Mopa-
MO y3emu y 003Up NOBE3AHOC U UCHPENTEMAHOCHT O8UX MOKO8A KAKO OU UMATU NpAagy
CIUKY O FoUMA U OOHOCUTIU AOEK8AMHe 00YKe HA NO/bY UHBECTUYUOHE, MP2OSUHCKe U
EKOHOMCKe NOTUMUKe.

Kuwyune peuu: melhynapoona mpeosuna, mellynapoone ungecmuyuje, cmpate ou-
DeKmHe uneecmuyije, npooaje Cmpanux guujana.

Introduction

The world economy was characterized by the continuous increase of international
trade flows and international investments flows, primarily foreign direct investment flows,
in the second half of the twentieth century. International trade has grown dynamically since
the second half of the twentieth century. Its values are measured in figures of over 10 trillion
USD since 2005. The most important segment of international trade represents international
merchandise trade (which accounts for about 80% of world trade) which tremendous growth,
during the entire second half of the twentieth century and early twenty-first century, led to
achieving significantly higher growth rate of world trade relative to the growth rate of world
production (based on data from: WTO, 1995; WTO, 2004, p. 17; WTO, 2007, p. 7; WTO,
2013, p. 19). Since the 1950s to the early twenty-first century, the value of international
merchandise trade has increased over 100 times: from 1948 to 2008 its value has increased
from 58 billion USD to over 16 trillion USD 1i.e. for 208 times, and from 1948 to 2011 (when
international trade reaches record value) its value has increased for 314 times (Figure 1).

Figure 1: Growth of international merchandise trade (billion USD)
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Source: Author s graphic presentation of the data from (WTO, 2004, p. 30; WTO, 2007,
p. 175, WTO, 2012, p. 209 and WTO, 2013, p. 22).
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In the first decade of the twenty-first century, international merchandise trade
recorded a continuous increase until 2008, when the world merchandise exports
reached its first record value of 16 trillion USD. Due to the 2008 global economic crisis,
international merchandise trade recorded its biggest decline since the mid twentieth
century, for 22% compared to 2008, to a level of 12.5 trillion USD in 2009. This decline
was accompanied by a sharp rebound in 2010 to 15.3 trillion USD. The growing trend
continued in 2011, when international merchandise trade reached its highest value ever
of 18.2 trillion USD. The value of almost 18 trillion USD the international trade also
maintained in 2012.

As well as international trade, foreign direct investment flows have also been
dynamically rising since the second half of the twentieth century. The last decade of
the twentieth century was the period of the greatest FDI growth. From 1990 to 2000,
total FDI inflows have increased seven times (from 0.2 trillion USD to 1.4 trillion USD)
reaching its highest value until then (Figure 2).

Figure 2: Growth of world FDI inflows (billion USD)
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Source: Author’s graphic presentation of the data from UNCTAD FDI database.

After its first record value in 2000, world FDI inflows have recorded a decline
for three consecutive years (until 2003), and then four consecutive years of growth and
in 2007 reached the highest value ever — over 2 trillion USD. Global economic and
financial crisis in the second half of 2007 was followed by the shifts of falls and increases
in world FDI inflows.

From the peak in 2007, FDI inflows declined rapidly to 1.2 trillion USD in 2009.
The 2009 decline was followed by FDI inflows growth in 2010 and 2011 (to 1.4 and then
to 1.7 trillion USD), surpassing the first record level of 2000. What followed was again
the sharp drop of FDI in 2012 (on 1.3 trillion USD), and then rebound in 2013 to 1.45
trillion USD, reaching the level of 2010. FDI inflows in 2013 rose in all three groups
of countries (developed, developing and transition countries) but to varying degrees.
According to the UNCTAD’s projection (UNCTAD, 2014, p. ix) it can be expected that
the realized value of FDI flows in 2014 will amount to 1.6 trillion USD, and that FDI
flows will grow to 1.75 trillion USD in 2015 and to 1.85 trillion USD in 2016.

Expansion of international trade and FDI flows dragged the world economic
growth. From the second half of the 20" century onwards they represented a lever of
world growth. The data about their movement and the former analysis are based on the
official trade and FDI figures. However, the aim of the paper is to show that beside this
analysis based on the official trade and FDI figures, there are mutual interconnection and
intertwining of international trade flows and investment flows that also should be taken
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into account in the analysis of the world trade. There are mutual interconnection and
intertwining of international trade flows and investment flows in the post-crisis period
as well as in the period before the crisis, but within the different values of international
trade and international investments in these periods, which must be taken into account
when we do the analysis.

The post-crisis period has brought the recovery of both international trade flows
and international investment flows and their higher levels. These developments haven’t
changed the fact that the same as in the period before the crisis, international trade
flows continue to perform increasingly more through investments flows, that is through
foreign affiliates’ sales which are results of foreign direct investment flows, then through
classic, cross-border trade. The sales through foreign affiliates remain the main channel
of international trading.

Therefore, the paper accentuates the need for the recognition of this intertwining
of international trade flows and international investment flows and also the apprehension
of prevailing realization of international trade through foreign affiliates’ sales as well
as the resulting need for the international trade analysis and calculation of international
trade values different from the classical one. Only this approach, only the approach that
means the new coverage implementation of international trade flows, will lead us to
the different but realistic international trade values and international trade picture. The
following part of the paper will give the literature review about FDI and international
trade and their relation indicating that their relation (either substitute or complementary)
must influence our analysis of international trade and FDI. The second part of the paper
explains interconnection and intertwining of international trade and investment flows,
showing the results of application of the new approach and coverage of international
trade flows.

Literature Review

The literature about FDI is broad. A systematic review of the literature on FDI,
its determinants and motives is given by Blonigen (2005). Empirical studies and
theoretical models dealing with FDI may be also classified into: early studies of FDI as
well as FDI in the context of neoclassical trade theory, ownership advantages, aggregate
variables, OLI framework, proximity-concentration and factor-proportions hypothesis,
knowledge-capital model, risk diversification models and policy variables (Faeth,
2009). These approaches are not mutually exclusive, but rather complement each other
explaining various aspects of FDI. One of the main theoretical approaches, Dunning OLI
paradigm (Dunning, 2000), explains that the reasons for FDI undertaking may be found
in (Ownership, Location or Internalization) advantages which company/investor may
achieve through direct investing abroad.

Also the literature about the relation between international trade and foreign direct
investments is broad. The views and approaches about this relationship are different.
According to Vernon (1966), the trade and FDI may be seen as successive stages in firm’s
production for foreign markets, whereby the firm would decide to invest abroad when
trade no longer allows it to capture the rents from its assets. According to Hymer (1976),
the production process will be organized through subsidiaries in order to capture the
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rents from firm-specific assets including advanced technology, managerial, marketing
and distributional skills. The analysis of FDI and trade at the aggregate level is provided
through the inclusion of FDI dimension in the flying geese paradigm by Kojima (1973a),
who distinguished pro-trade FDI and anti-trade FDI. In the model, FDI is trade-oriented
and complementary to the host country’s economy. There are other studies (Kojima,
1973b; Kojima, 1982; Kojima and Ozawa, 1984; Ozawa, 1990, Ozawa, 1992 and
Ozawa, 1995) which also explain the pattern of FDI in the similar way. Mismatch can
be observed in literature views between findings of complementary relationship and
theoretical premise of substitute relationship between FDI and trade. The traditional
theory of multinational corporation finds substitution of FDI and trade. Some empirical
studies on the relationship between trade and FDI do not provide conclusive results
(Agarwal, 1980; Hufbauer, Lakdawalla and Malani, 1994). Other empirical studies
find complementary relation (Lipsey and Weiss, 1984; Clausing, 2000; Head and Ries,
2001; Broadman, 2005). Blonigen (2001) finds evidence for both substitution and
complementarity between foreign production and exports.

However, the different studies about relation between FDI and trade do not
indicated how that relation (either substitute or complementary) should influence our
analysis of international trade and FDI. Our analysis of international trade and FDI is
based on the official trade figures and official FDI figures which are result of existing
methodology of international trade statistics and FDI statistics. The official trade statistics
gives us the figures on the value of international trade and foreign trade of individual
countries, basing its measuring of trade flows primarily® on the coverage of classis trade
transactions taking place across national borders. Application of existing methodology
results in existing official trade figures and existing official investment (FDI) figures.

As the dominant channel of international trading in contemporary world trade -
foreign affiliate sales — is not included in official trade figures, a great deal of global trade is
missing from the reported trade figures. The comprehension and analysis of contemporary
international trade must be changed, because modern trade flows take place both as classic
cross-border trade flows and via FDI flows. Because of that the international trade can
no longer be analyzed classically, as cross-border trade only; instead, we must expand it,
register it statistically, calculate its value and analyze it in the new way.

If we apply a new approach in the international trade analysis (Stojadinovi¢
Jovanovi¢, 2010) and the new coverage of international trade flows, we will get the
different values of the whole, world trade as well as of the foreign trade of individual
countries. The applied methodology is based on FATS methodology (presented in UN
et al., 2002 and UN et al., 2010) covering sales of TNCs’ foreign affiliates and on a
proposal for the new coverage of international trade flows (Stojadinovi¢ Jovanovic,
2013) which suggests the inclusion of foreign affiliates’ sales as a main trading channel in
contemporary world economy in international trade coverage, calculation and analysis.
Based on this methodology, the paper will approach in the same way to the analysis
of the international trade flows and investment flows in the post crisis period. It will
show that there is intertwining of international trade flows and investment flows in the
post-crisis period, the same as in the period before the crisis. It will also show that the
implementation of the new way of calculation of the world trade will result in the new
world trade values, higher than the existing one, in case of post-crisis period as well as
in the pre-crisis period.
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Intertwining of International Trade and Investment Flows

The rise of international trade since the second half of the twentieth century was
associated with the growth of transnational companies (TNCs), increasing undertaking
of foreign direct investments (FDIs) by TNCs and expansion of their affiliates abroad.
The rise of foreign direct investments (FDIs) in the world economy led to the expansion
of foreign affiliates’ production (international production) and foreign affiliates’
sales. Undertaking direct investments abroad include establishing foreign affiliates
for performing production in them (international production) with the aim to sell the
manufactured goods and services on local market and markets of other countries. Up to
the 1990s the sales of foreign affiliates and the world export were almost equal (Table
1). But after 1990 firms started to export more through foreign affiliates which are the
result of foreign direct investments than through traditional, cross-border exportation.
Thus, after the 1990s the sales of foreign affiliates accomplished faster growth and much
higher value (almost double in some years) than the world export and exporting through
foreign affiliates and foreign direct investments has become more important channel of
trading than traditional exporting.

The period after the 1990s is the period when the significant changes happened
regarding the way the international trade flows perform, caused by the expansion of
investment (FDI) flows and resulting expansion of number and activities of foreign
affiliates and their international production. The sales of foreign affiliates increased
worldwide from 2.7 trillion USD in 1982 to 6.1 trillion USD in 1990 and to 31 trillion
USD in 2007 and 33 trillion USD in 2008 (Table 1). At the same time, these sales of
foreign affiliates were much higher than the world exports, showing that companies sold
more through foreign affiliates than trough classic, direct, cross-border export registered
by official international trade statistics as the world export. However, the outstanding
sales of foreign affiliates are not covered and not included in official trade figures.

Table 1: The forms of international trading

Value at current prices (billions of dollars) The presence of the
Sales of foreign affiliates (1) World exports of goods and services (2) international trading
forms (1):(2)

1982 2741 2395 1.14:1
1990 6126 4417 1.39:1
2000 15 680 7036 223:1
2001 18 517 7430 249:1
2002 17 685 7838 2.26:1
2003 17 580 9228 191:1
2004 20 986 11196 1.87:1
2005 22171 12 641 1.75: 1
2006 25 844 14 848 1.74 : 1
2007 31197 17 138 1.82:1
2008 33300 19 794 1.68:1
2009 30213 15783 191:1
2010 32960 18713 1.76 : 1
2011 28516 22 386 1.27:1
2012 31532 22593 1.39:1
2013 34 508 23160 1.49:1

Source: Author's calculation based on UNCTAD (different years) World Investment
Report, New York and Geneva: UN.
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Although there were the significant slowdown and decrease in both international
trade flows and investment flows in the period of the 2008 world economic and
financial crisis (Figure 1 and Figure 2), the same tendency in the relation of the forms
of international trading (Table 1) can be observed in the period after the crisis as in the
period before. After a fall in 2009 to 30 trillion, the sales of foreign affiliates increased
worldwide to 33 trillion USD in 2010 and to 34 trillion USD in 2013, while world export
increased from 15 trillion USD in 2009 to 23 trillion USD in 2013. The main channel of
trading continues to be in the form of sales through foreign affiliates which significantly
surpass classic, cross-border export (Figure 3).

Figure 3: Exports and foreign affiliates’sales (billion USD)
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Source: Author’s graphic presentation of the data from Table 1.

The post-crisis period has brought the recovery of both international trade flows
and international investment flows and their higher levels. These developments haven’t
changed the fact that the same as in the period before the crisis, international trade flows
continue to perform increasingly more through investments flows, that is through foreign
affiliates which are results of foreign direct investment flows, then through classic, cross-
border trade. Therefore, the sales through foreign affiliates remain the main channel of
international trading.

Analysis of the international trade flows and investment flows of the groups
of countries (developed and developing ones) shows also the importance of the sales
through foreign affiliates (through FDI) for the each group of countries as the form of
trade (export or import) realization of these countries.

For developed countries it can be shown that they export more through foreign
affiliates’ sales than through classic, cross-border export (Stojadinovi¢ Jovanovié, 2012).
Developed countries, that are the largest sources of world foreign direct investments,
had much larger share in world foreign direct investment outflows (71% in 2010) than
in world merchandise export (55% in 2010). There were similar relations in previous
years: in 2003 these shares were 93% and 64.5% (Stojadinovi¢ Jovanovi¢, 2008b), and in
2005 83% and 60.1% (Stojadinovi¢ Jovanovi¢, 2008a), respectively. This trend of larger
shares in world foreign direct investment outflows than in world merchandise export
reveals the continuous importance of non-classic specific form of export (export through
foreign direct investment outflows) for developed countries. It also reveals that export
through outflows of foreign direct investments from these countries is the main form of
export for these countries.
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For less developed countries (developing and transition countries) with the
prevailing FDI inflows over FDI outflows, it can be shown that import realization is
been relied more on FDI inflows than on classic import. (Stojadinovi¢ Jovanovi¢ et al.,
2015). The CEE countries achieved a higher share in world FDI inflows (9.2% in 2008)
than their share in world merchandise import (7.6% in 2008). This means that this group
of countries in import rely more on FDI inflows (buying products from affiliate which
is the result of FDI inflow), than on classic import which takes place across the national
borders and which is registered in trade balances of countries and official trade statistic
figures. This trend is not a new feature of these countries’ trade flows, and it can be
observed in other years. In previous period (2007 data), these countries also relied more
on FDI inflows than on classic import as well as in recent period (2011 data).

These findings highlight the importance of understanding the relationship
between international trade flows and investment flows. They show that there is a need
for recognition of the connection and intertwining of international trade flows and
international investment flows and also the apprehension of prevailing realization of
international trade through foreign affiliates’ sales as well as the resulting need for the
international trade analysis and calculation different from the classical one. Only this
approach, that means the new coverage implementation of international trade flows and
inclusion of the dominant trading channel — sales through foreign affiliates, will lead to
the different but real international trade values and international trade picture.

If we implement the new approach and the new way of coverage of international
trade flows (Stojadinovi¢ Jovanovi¢, 2013), we will get the new values of world trade
higher than the existing official values (Table 2). Real world trade value in 2008 was 46
trillion USD, after crisis was 40 trillion USD (in 2009) and 45 trillion USD (in 2010),
while in 2013 it reached almost 50 trillion USD, what is from 25 to 27 trillion USD per
year more than official trade figures shows. The newly values of world trade are higher
than the existing official ones in case of both pre-crisis and post-crisis period showing
that the real (actual) world trade is much higher than the official figures show due to the
new, prevailing form of trading - very high foreign affiliates’ sales.

Table 2: New coverage of trade flows and the real world trade values (billion USD)

1982 1990 2008 2009 2010 2011 2012 2013

World export (registered in

official trade statistics) 2395  4417| 19794| 15783 | 18713 | 22386| 22593| 23160

5 | Total sales of foreign 2741 6126 33300| 30213 32960| 28516| 31532| 34508
affiliates

3 |- Exportof foreign 2688 | -1523| -6599| -5262| -6239| -7463| -7532| -7721
affiliates

4 Domestic sales of foreign

affiliates (2-3) 2053 4603 26701 24951 26721 21053 | 24000 26 787

Total world export — real
value which covers foreign
affiliates’ trade (1+2-3)

or (1+4)

Source: Author's calculation based on data from UNCTAD (different years) World
Investment Report, New York and Geneva: UN.

4448 9020 46 495 40734 | 45434| 43439| 46593 49 947
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Conclusion

Our current analysis of international trade and FDI is based on the official statistical
trade and FDI figures. However, the paper has shown that beside the analysis based on
the official trade and FDI figures, there are mutual interconnection and intertwining of
international trade flows and investment flows that also should be taken into account
in the analysis of the world trade. The mutual interconnection and intertwining of
international trade and investment flows can be found also in the post-crisis period as
well as in the period before the crisis, only within the different values of international
trade and international investments in these periods.

It is observed the recovery of both international trade flows and international
investment flows and their higher levels in the post-crisis period. These developments
haven’t changed the fact that the same as in the period before the crisis, international
trade flows continue to perform increasingly more through investments flows, that is
through foreign affiliates’ sales which are results of foreign direct investment flows, then
through classic, cross-border trade. The sales through foreign affiliates have remained
the main channel of international trading.

Therefore, the paper has accentuated the need for the recognition of this intertwining
of international trade flows and international investment flows and prevailing realization
of international trade through foreign affiliates’ sales resulting in the need for the
international trade analysis and calculation different from the classical one. The applied
approach, based on the new coverage of international trade flows, has given the new
international trade values and international trade picture. The results of application of
the new international trade coverage are more realistic, higher values of world trade
including both classic cross-border trade and foreign affiliates’ sales.

Realistic trade and FDI values represent the base for policy creation and policy
decision. If we look for the impetus and drivers of the economic growth in trade and
investments flows, then we must take into account the connection and intertwining of
these two types of flows in order to have a real picture of them and make adequate
decisions in the field of investment, trade and economic policy.
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Endnote

3. The changes are intended in the international guidelines: Manual on Statistics
of International Trade in Services 2010 (UN et al., 2010) and International
Merchandise Trade Statistics: Concepts and Definitions 2010 (UN, 2010), which
recommend countries to separately record products which cross borders as a
result of transactions between related parties (i.e. between affiliates and their
parent companies).
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