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The Financial Aspect of the Economic Diplomacy
CONSTANTINE FLISSAK

Abstract: In modern conditions the special direction of foreign economic interests of a state is to ensure
adequate financial resources in the economy. Governments are establishing cooperation on this matter with
other countries and with international financial organizations. The subject and problem of national debt and
external borrowing are among the most important in modern economic life of each country, regional,
supranational entities and international organizations. Active diplomatic support and application of tools of
economic diplomacy in the settlement of problems of external debt are necessary.

Keywords: Economic diplomacy ¢ External debt < International finance < International economic
organizations

Introduction

One of the defining conditions to ensure effective national foreign economic activity for economic
diplomacy must be the focus on the main directions of economic and political priorities, as well as the
mandatory coordination of tactical goals of economic diplomacy with strategic units of the foreign
economic policy of the state.

Among the components of foreign economic activities on the first place, as evidenced by numerous
publications on issues of foreign economic cooperation and international activities, belong to the foreign
trade in goods and services (A.Kireev, 2006; P.Krugman, M.Obstfeld, 2004; C.McConnell, S.Brue, 1992;
A.Mikhajlushkin, P.Shimko, 2008; F.U.Jahrmann, 2004; U.Broll, 1997). Investment cooperation occupies
the second place. For it is particularly relevant to the involvement of the direct foreign investment in the
economy of Ukraine. This requires active cooperation with the countries-investors, both with those that
have been working in Ukraine, and new and potential investment partners.

A separate direction in the implementation of foreign economic interests is formed by labour
migration. On the one hand, a significant number of labour migrants arrive to the country annually — people
who choose Ukraine as a place of employment and income. On the other hand, several million Ukrainian
citizens are working abroad. Settlement of questions of employment of foreign citizens in Ukraine and
Ukrainian abroad goes beyond purely economic issues and extends to social sphere. Derived from them are
questions of migration, legal and administrative, fiscal and budgetary, social insurance and others.

The special direction of foreign economic interests can be grouped in the segment of financial and
credit cooperation of Ukraine. The contacts with specialized international organizations, both global and
regional are a priority here. This direction of foreign economic interests concerns development of
cooperation of Ukraine in the sphere of external borrowing and settling foreign debt problems. However,
as evidenced by the analysis of domestic and foreign scientific publications on the problems of the world
economy, international economic relations and foreign economic activity, the research of this direction of
economic diplomacy and the application of its instruments in this area remains virtually out of the sight.

Literature Review

Both domestic (V.Vergun, L.Kistersky, V.Morozov, S.Mocherny, O.Rogach, A.Filipenko, O.Sharov)
and foreign (G.Dieckheuer, H.Wagner, M.Eng, F.Lees, L.J.Mauer, A.Kireev, P.Krugman, M.Obstfeld,

11 Doctoral Student of the Department of International Business, PhD, Associate Professor, Taras Shevchenko National
University of Kyiv, Institute of International Relations, 04119, Kyiv, Ukraine. e-mail: F77781@mail.ru. tel: +380 — 50 — 6727485
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A.Likhachev, L.Fedyakina) authors place high emphasis on these questions (Economic Encyclopedia,
2000; O.Rogach, 2003; O.Sharov, 2008; G.Dieckheuer, 2001; H.Wagner, 2009; M.V.Eng, 1995; A.Kireev,
2006; P.Krugman, M.Obstfeld, 2004; A.Likhachev, 2006; L.Fedyakina, 2005). However, largely open is
the question concerning activisation of the use of means and methods of economic diplomacy in solving a
wide range of emerging issues in the prevention of unprofitable steps on the part of borrowers—subjects of
external debt, particularly in government debt and government-guaranteed debt in the context of asserting
and protecting national economic interests of the state.

The aim of this article is to examine the specifics of the financial component of economic diplomacy,
to mark out and characterize its objects, to show the scope of its application and direction in foreign trade,
investment partnership, international cooperation and external borrowing, and to determine the components
of diplomatic support in the field of public debt and the necessary tools for this.

Basic Results of the Research

The studied field of activity has a significant potential in ensuring the effectiveness of the financial
component of foreign economic relations, to prevent the negative effects of the crisis and in settlement of
the existing problems. At the substantiation the mechanisms of application of economic diplomacy tools in
financial matters require clear division and structuring by spheres and directions.

The objects of the financial component of economic diplomacy in the system of foreign economic
relations are:

1) pricing aspect of external trade;

2) investment collaboration;

3) international financial cooperation;

4) external borrowing.

Systematization of areas of application and directions of financial component of economic diplomacy
are shown in Figure 1.

The pricing aspect of foreign trade as the financial component of economic diplomacy primarily
shows itself in the compliance with the pricing parameters and price optimization, because it forms the
basis of the final financial result directly from both the exporter and the exporting country. The first of them
receives the financial result in the form of profits and the country of origin of exports receives the export
duty and related tax revenues. Furthermore, we consider that the financial component of foreign trade
includes the prevention of dumping, because anti-dumping measures from the side of partners can result in
the form of relevant trade, economic and financial sanctions (restrictions in export trade with all the ensuing
consequences and penalties).

By applying the tools of economic diplomacy significant improvement in the efficiency of foreign
trade operations is possible due to the financial component. This is confirmed by examples of work of
economic departments in Ukrainian diplomatic missions abroad. For example, the factor analysis of
dynamics of Ukrainian export to Germany made by the Trade and Economic Mission of the Embassy of
Ukraine in Germany showed that there were 2 different processes: the first was the decrease in the value of
total exports of 5.1%, or $40.7 million, and the second one — they received an increase in physical volumes
of imports from Ukraine during the same period by 63.2%. This was due to lower average export prices on
Ukrainian exports to Germany by 41.8%. Based on this analysis, the Trade and Economic Mission has
made and implemented a complex of measures of informational and organizational nature jointly with
Regional State Administrations and with the assistance of the Ministry of Economy of Ukraine. As a result,
by the end of the following year in the Ukrainian export to Germany during the decrease in natural volume
of supplies by 36.1%, an average increase of export prices of 47.9% was received, which provided an
increase accumulation of the financial result in the Ukrainian economy (A.Flissak, 2005).

The financial component of economic diplomacy in foreign trade operations is also involved in the
work of diplomatic missions in the host countries in struggling against discriminatory manifestations from
the side of foreign partners to the domestic subjects of foreign economic activity in foreign markets
(V.Samojlenko, 2011).

In the investment cooperation, the demonstration of the financial component is the attraction of
financial resources of foreign investors into the country's economy, investment in profitable projects
abroad, as well as the implementation of complex of measures on minimization of risks for investors.
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Figure 1 The Scope of Application and Direction of the Financial Component of Economic Diplomacy

While building the system of international cooperation relations and developing international
cooperation using the tools of economic diplomacy, the financial component covers financing of
cooperative networks, increase of revenues and reduces costs, minimization of risks in achieving the foreign
economic activity objectives (Kaufman, 1990; K.Flissak, 2009).

It should be noted that the financial vector of economic diplomacy in considered spheres of foreign
economic activities can be implemented in the complex of measures of support of exports and expansion in
foreign markets, in establishing the investment partnership and formation of international cooperative
relations. A separate and independent place here should be taken by a complex of measures on the use of
diplomatic tools concerning foreign borrowings (K.Flissak, 2013).

In the conditions of market economy the emergence of a debt is an objective consequence of the
financial, economic and commercial activities. The situation when different business entities in connection
with the irregularity and the discontinuity in time of the formation of income and expenditure involved so
that some of them always have a permanent surplus over current requirements, another — in contrast — the
deficit relative to the needs in cost implementation. Hence, an integral element of the globalized world
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economic system in question of settlement of insufficiency of funds for economic development, the
realization of socio-economic development, financial support, implementation of new and emerging
technologies and innovations is the involvement of third-party funds and external financial resources. At
the micro level usually bank loans are used for such needs. At the macro level they turn to borrowing, both
internal and external. As a result of such engaged funds debts are formed: trade payables and indebtedness
under received bank loans at the level of enterprises and business entities; at the state level debt — public
and publicly guaranteed — emerges. Economic history of the modern Ukrainian state demonstrates a
significant impact of the factor of formation, servicing and repayment of external debt on the socio-
economic development.

The issue of external debt in international economic activity has become particularly relevant in the
last decade. The problem of the increasing efficiency of external borrowing and settling of foreign debt
became particularly sharp under the impact of the global financial and economic crisis in 2008-2010. For
its solution at the level of countries and international organizations a system of mechanisms and instruments
of influence was used (Dieckheuer, 2001), among which a special role belongs to the economic diplomacy.
It must be emphasized that one of the determining directions of ensuring efficient foreign economic
activities of their country is orientation of economic diplomacy on the main vectors of economic and
political priorities, and mandatory aligning its objectives with strategic tasks of the foreign economic policy
of the state. The means of economic diplomacy provide escorting of external debt of the country from the
search and arrangements with creditors of new credit until its repayment. Often, as practice shows, it is
necessary to make significant efforts to resolve problems, eliminate bottlenecks and contradictions between
the parties (lenders and borrowers) in the process of using external borrowings.

Analytical evaluation of the situation with attraction of external loans, use and servicing of the
external debt used as the basis for determining the ’pain points’ of application of efforts of representatives
of economic diplomacy both in Ukraine and in the countries of residence of diplomatic missions, which are
our current and potential creditors. As an important element here one should consider the formation of a
system of evaluation criteria both on the part of foreign creditors relative to Ukraine (concerning the
reputation of the borrower, risk level of returning the funds, terms and volume of lending) and from the
Ukrainian side relative to the desired and expected borrowing (concerning conditions, special comments,
rates, benefits, service, repayment, possible restructuring etc.).

It should be noted that external borrowings and external debt are directly associated with the
international movement of capital and investment, which is accompanied, on the one hand, by investment
in a country's economy, on the other hand — the outflow of capital, and sometimes by its fleeing the country.
However, not all external borrowings are transformed into investment, part of them is used to finance social
programs and activities, for the temporary closure of financial failures, repayment of previously obtained
loans and cover the budget deficit. Dynamics of external debt of Ukraine in the last ten years is shown in
Table 1.

Table 1
Dynamics of External Debt of Ukraine (according to the IMF methodology)

Gross external debt at the end of period
Year $ millions increase relatively to previous period in per cent of
$ millions in per cent GDP
2005 39619 +8 972 +29.3 45.9
2006 54 512 +14 893 +37.6 50,6
2007 79 955 +25 443 +46.7 56.0
2008 101 659 +21704 +27.1 56.5
2009 103 396 +1737 +1.7 88.2
2010 117346 | +13 950 +13.5 83.1
2011 126 236 +8 890 +7.6 74.6
2012 134 625 +8 389 +6.5 73.7
2013 142 079 +7 454 +5.3 74.6
2014 126 308 -15771 -11.1 95.1
2015 126 976 -10 094 -7.4 122.8

Note: 1) The data for 2015 are as of end June 2015.
2) Composed by the author on the basis of the main socio-economic indicators; External Debt of Ukraine; the National
Bank of Ukraine Bulletin, 2015.
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The topic and problems of national debt and external borrowing are among the most important in
modern economic life of each country, regional supranational entities and international organizations. It
has become particularly sharp since the last financial and economic crisis 2008 and it is still relevant to
date. Certain disbalances in the use of financial and credit resources, ignoring the requirements of effective
use of credit resource, overreliance on consumer loans and unsecured loans in some European countries
(especially in Greece, Portugal, Spain, Iceland, and Italy) and in the United States of America have
extremely exacerbated the external debt problem. To a certain extent these problems also affected Ukraing,
where they coincided in time with the impact of the global financial crisis and the accumulation of
unresolved internal problems in part of accumulation of necessary financial resources for the needs of
economic development, employment generation and exclusion of the declining social standards. The
problem of external debt in Ukraine has exacerbated due to shortage of its funds for the modernization of
manufacturing industries, high level of depreciation of basic production assets, high level of shadow sector
in the economy, lack of funds for timely financing of social programmes and activities.

In the modern world external debt has become a widespread phenomenon in the world economy
(Fedyakina, 2005; Rogach, 2003). It should be mentioned that in the world economy there are two poles of
external debt: on the one hand a small group of creditor countries and international credit institutions; on
the other hand a large group of countries debtors. The idea that countries with developing and transition
economies are more disposed to borrowing has dominated for a long time. But the trends of the XXI century
clearly deny this: among the main debtors are the most developed economies of the world. During 2010-
2014, the public debt of EU countries increased from 10004.3 milliard euros to 12094.6 milliard euros,
while the ratio of external debt to GDP increased from 78.2% to 86.8%, and in 2014 in 16 of the 28 countries
of the EU the public debt exceeded maximum rate of 60% of GDP (data: Staatsverschuldung). According
to the International Monetary Fund data, developed countries have the highest levels of ratio external debt
to GDP. The data concerning the ratio of external debt to GDP is given in Table 2.

Table 2
The Ranking of Countries according to the Level of External Debt at the end of 2014 (R.Dobs, 2015)
Rank Country The ratio of external debt to GDP, in %
1 Japan 400
2 Ireland 390
3 Singapore 382
4 Portugal 358
5 Belgium 327
6 | Netherlands 325
7 Greece 317
8 Spain 313
9 Denmark 302
10 Sweden 290
11 | France 280
12 Italy 259
13 Great Britain 252
14 Norway 244
15 Finland 238
16 USA 233
17 South Korea 231
18 Hungary 225
19 | Austria 225
20 Malaysia 222
21 Canada 221
22 China 217
23 Australia 213
24 | Germany 188
25 Thailand 187
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Practice shows that the larger the external debt is, the more often problems arise and the conflicts of
interest between lenders and borrowers ripen. In addition, under favourable circumstances for creditors and
substantial debt obligations of borrowers creditor countries and international organizations-creditors
receive opportunities for huge economic and political influence in different parts of the world in their own
strategic interests. This reaffirms the need for active diplomatic support and application of tools of
economic diplomacy in the settlement of problems of external debt.

As is well known, the indebtedness of the state can be divided to the directly public debt and the
publicly guaranteed debt. The latter can appear in cases of receiving investment loans to firms, companies
and other business structures under the state guarantees. Such guarantees may occur during implementation
of important investment projects of national significance with the assistance of external borrowings. Both
components of government borrowings are divided into internal and external debt. External part of public
debt and publicly guaranteed debt is an object of support by economic diplomacy at all stages of its
movement (receiving, maintenance, restructuring and repayment). Table 3 summarizes data on the structure
and dynamics of national external debt of Ukraine, and Table 4 provides data on the structure and dynamics
of state-guaranteed external debt.

According to the data in Table 3, more than one third (34.8% at the end of 2014) of public external
debt of Ukraine was formed through the international organizations of economic development (International
Monetary Fund, the World Bank, the International Bank for Reconstruction and Development, International
Finance Corporation, the European Bank of Economic Development and others). While the pace of growth
of external loans of the state amounted at the end of the period: in 2006 +12.6%, 2007 +8.0%, 2008 +5.5%,
2009 +52.4%, 2010 +34.2%, 2011 +7.3%, 2012 +6.6% 2013 +6.9% in 2014. +10.8% the significant role in
the formation of national external debt was played by securities on foreign markets issued by Ukraine. If at
the end of period in 2009 due to them government borrowings in amount of 29.6% of the total sum were
received, then in 2012 - 50.1%, in 2013 — 62.2% and in 2014 - 56.1% of the total sum.

Using the funds that form the national debt anticipates its allowable limits exceeding which is a signal
about inefficient, illiquid and insolvent economy. In different countries the following "threshold" levels of
public debt are established on a legal basis, exceeding them is unacceptable and requires immediate effect
on the spending chain and introduction of maximum economy mode. In Ukraine the Budget Code (article
18 paragraph 2) requires that "total amount of state debt and guaranteed state debt at the end of the budget
period may not exceed 60% of the annual nominal gross domestic product™” (The Budget Code of Ukraine,
2010).

Activities associated with the flow of funds, received from foreign borrowings covers four
components of movement relative to the external debt, including: obtaining the necessary amounts,
repayment of debt, debt restructuring on external debt, and public debt service. Therefore constituents of
the diplomatic support in the area of public debt should cover the full range of necessary tools, in particular:

« information and analytical support of subjects of the Ukrainian side (state, banks and business
entities);

« organizational and preparatory activities for negotiations, implementation of the necessary
preliminary consultations;

« direct conducting of negotiations;

« evaluation of the borrowers’ macroeconomic indicators, including solvency, liquidity, directions of
debt usage, its impact on national and economic security of the country.

In cases when a country becomes unable to repay the full amount of the debt or its part in the action
the authorized government representatives of the economic diplomacy must join with the objective to reach
agreement on debt restructuring, capitalization or conversion. Improper attention to the debts of substantial
subjects of the Ukrainian economy at the state level may lead to a sharp rise in foreign currency debt,
accordingly provide additional pressure on the Ukrainian National Bank and create a real threat to national
and economic security of the country.

JOURNAL OF GLOBAL ECONOMY REVIEW 61



TTOZ'ZT TE UO S aulesn 40 1gap pasiuesend ajels pue [eUoneN ‘Siesk G 1se| 8yl 10} sUIRINN JO 1gap pasiuesenh a1els pue [euolieN JO SISeq ay) uo Joyine ay) Aq pasodwo) 810N

97 0'8TT 9'¢C 0808 T 0Ty €€ELCE 0€¢ L'EVC 8'T€ L'EVS ¢ 1'986 L 10C
€T 8'GCT T'SE 0'cov € 00 9188 € 9'C 8'L¥¢ 0'1¢ 000 ¢ £'889 6 €10¢
0T 2'ScT [AX4 0'E0v € €6¢ 6'0/9 € 0¢ 8'L¥¢ S0y [AZAVE] T1¢5¢T ¢10¢
60 0'6eT 0'¢e 0'€S8 ¢ ¢9T €'/60¢ ST 9'06T ¥'69 ST0L L G196 CT T10C
TT 7'GCT 78T 0'€9T ¢ EVT 6'€0LT 97T 9'06T 6'79 90v.L L 9'€e6 TT 0T0C
€T L'LCT 997 0'G6S T A1) 665V T 00 00 6'99 TTvv 9 L'€296 600¢
6'8 G'/G9 6'C¢C 7989 T 00 67T 2'89 €0208 2'99¢ L 800¢
€v¢ 8061 0'GS €06LT €0 TTT 7’02 1G99 €/GC ¢ 100¢
€ce 2726 L'TE 6106 9'0 08T ¥'GE 0TI0T 2’8598 ¢ 900¢
8Ty G'/S6 £€'6C 0'08S 0T S'€C S'T19 S'0L6¢ S00¢
adJad ul | uonpw g | usd Jad ul edJad ur | uonpwu g | usdad ur | uonw g | 3u8d 4ad ui uonjiw ¢
sal106a1ed 1934w ubiaioy syueq sjuaWUIBA0h JuaLudoasp 18
21LOU023 JO suoneziuebuo
1810 0] paJe[al 10U | B UO S81114NJ3s Panss! |  [eroaawwod ublaao) ubiaioy feuoneUIaI |e101 ‘189quiagag
01399p Buipnjoul uose
aurea>|n 10 1gap [eudalxa pasluetenb-arels

aulelyN J0 198 [eualx3 pasiuetenBb-a1e1S 10 SoIWeUAQ pue aindnng

v alqeL
TT0Z 2T TE UO Se aulelyn 40 1gaQ pasjuelens) ajelS pue [euolieN ‘sieak g 1se| ay} Joj suren 40 1gaQ pasiuelens ajels pue [euolieN Jo siseq ay} uo Joyine ayi Aq pasodwo) 810N
L'S T6LLT 199 8'18¢ LT 00 00 ¥'E €8e0T 8've 2'€eL 0T §'¢e8 0€ ¥10¢
89 S'/68T [x4°) 8'8LE LT 00 00 €€ L'0T6 L'LC L'yvl L 8'T€6 LC €T0¢
'L €1/887T T0S 0'T60 €T 00 00 'y 7'8ET T €8¢ 8200 0T 9'vCT 92 414
9L €688 T 9'GE €€cL8 '8 1°000 ¢ q'q 8TVET TEY G995 0T 0°£0S ¥¢ TT0C
€8 TT68T 0'TE 8'960 L 88 T7°000¢ Z9 A LSy €¢er 0T 0'9€8 ¢¢ 0T0C
€17 T'G¢6 T 9'6¢ S'0r0 S 00 ) 6 G0.ST 6'67 7'987 8 L1220 LT 600¢
199 6,529 00 ¥'ST 8VCLT §'8¢ T68T € 8'TLTTT 800¢
€89 STLT9 00 €8T 7'9€6 T '€ L'E8Y ¢ L'16S 0T L00¢
¥'¢S L'SET S 00 L'TC L'8¢T ¢ 6'GC G'8ES ¢ ¢'€08 6 9002
9¢y ' 00 T'/Lc 0¢9€ ¢ €0¢€ €6€9 ¢ 7'¥0L 8 §00¢
U9 Jad ul U8 Jad Ul we¢ | wusauadur | uo jusd Jad ur | uoriw g [ jusd sad ui uoljiu ¢ uonjiw ¢
sa1106a1e 19>Jew ubialoy Syueq SETIRENNI) juswidojansp 18
21LLOU093 JO suolreziuehuo
13Y10 0} paje|al jou B U0 $91314N23s Panss! | [erosawwod ubadoy ubiaioy [euoneUIAUI |elol ‘1aquiaded
:011gap Buipnjoul uo se
poriad JO pua Je 1g9p |BuUIaIXsd [eUOIIBN

€9lqel

aure.yN 10 108 [eUIAIXT [RUOIIEN JO SOIWLBUAQ pue a1nonng




Conclusions

Based on the foregoing, the authorised state institutions in the sphere of external financial relations
and representatives of economic diplomacy need to take into account the following main requirements for
the formation and management of the external debt of Ukraine:

1) settlement of external debt should be systematic, integrated and constant, within the general
financial strategy of the state;

2) external borrowings must be guided solely by the aim of structural reform of the Ukrainian
economy and attracting investment resources should be a priority;

3) diversification of external borrowings and creditors should be ensured to minimize the negative
impact of creditors on the state in other socio-economic issues.

On this basis it will be possible to get the proper efficiency of the financial component of economic
diplomacy in the system of ensuring national economic interests of Ukraine.
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