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1. Introduction
International macroeconomics (or international finance) as a subject covers many topical issues. What has happened (what will happen) to the dollar? Is the current account deficit too large? Should China devalue its yuan? 1 Should it first liberalize financial flows? Should Sweden give up its currency to join the euro? Should emerging market economies liberalize their financial markets? Is this good for world economic growth, or a source of instability? How, if at all, should we reform the IMF? What about globalization? These are interesting questions. To answer them we need to learn some international finance. What is this field about? As with international trade, international macro is the result of the fact that economic activity is affected by the existence of nations. If there were no national economies then we would not have this field. If there was no international trade we would not need international macro either. But countries do trade with each other, and because countries (not all, but many) use their own currencies we have to wonder about how these goods are paid for and
what determines the prices that currencies trade at. More subtly, however, we have to also consider the fact that countries borrow and lend from each other: in other words, they trade inter-temporally — consumption today for consumption in the future. Because of international borrowing and lending economic opportunities are expanded and households have better options to smooth their incomes. These are good things. But just as the existence of banks make
bank panics possible, the existence of an international financial system makes international financial crises possible. This is where all the interesting action of the course comes from. In order to understand such crises we need to understand the nature of the international financial system.

 Although we may be convinced of the importance of studying international finance, we still have to ask ourselves, what’s special about international finance? Put another way, how is international finance different from purely domestic finance (if such a thing exists)? Three major dimensions set international finance apart from domestic finance. They are:

1. Foreign exchange and political risks.
2. Market imperfections.
3. Expanded opportunity set.

As we will see, these major dimensions of international finance largely stem from the fact that sovereign nations have the right and power to issue currencies, formulate their own economic policies, impose taxes, and regulate movements of people, goods, and capital across their borders. Before we move on, let us briefly describe each of the key dimensions of international financial management.
1. It is essential to study “international” financial management because we are now living in a highly globalized and integrated world economy. Owing to the (a) continuous liberalization of international trade and investment, and (b) rapid advances in telecommunications and transportation technologies, the world economy will become even more integrated.
2. Three major dimensions distinguish international finance from domestic finance. They are (a) foreign exchange and political risks, (b) market imperfections, and (c) an expanded opportunity set.
3. Financial managers of MNCs should learn how to manage foreign exchange and political risks using proper tools and instruments, deal with (and take advantage of) market imperfections, and benefit from the expanded investment and financing opportunities. By doing so, financial managers can contribute to shareholder wealth maximization, which is the ultimate goal of international financial management.
4. The theory of comparative advantage states that economic well-being is enhanced if countries produce those goods for which they have comparative advantages and then trade those goods. The theory of comparative advantage provides a powerful rationale for free trade. Currently, international trade is becoming liberalized at both the global and the regional levels. At the global level, WTO plays a key role in promoting free trade. At the regional level, the European Union and NAFTA play a vital role in dismantling trade barriers within regions.
5. A major economic trend of the recent decades is the rapid pace with which former state-owned businesses are being privatized. With the fall of communism, many Eastern Bloc countries began stripping themselves of inefficient business operations formerly run by the state. Privatization has placed a new demand on international capital markets to finance the purchase of the former state enterprises, and it has also brought about a demand for new managers with international business skills.
6. In modern times, it is not a country per se but rather a controller of capital and
know-how that gives the country in which it is domiciled a comparative advantage over another country. These controllers of capital and technology are multinational corporations (MNCs). Today, it is not uncommon for a MNC to produce merchandise in one country on capital equipment financed by funds raised in a number of different currencies through issuing securities to investors in many countries and then selling the finished product to customers in yet other countries.

Finance is a development resource, just as manufacturing inputs and labor are resources, the availability of which determines whether and which programs and projects are undertaken. As a key element of investment and growth, the efficiency with which financial resources are distributed within an economy largely determines economic growth. No matter what resources countries have in abundance, "the biggest difference between rich and poor is the efficiency with which they have used their resources. The financial system's contribution to growth lies precisely in its ability to increase efficiency."1 Development of efficient financial markets in developing countries has been severely constrained by the neglect of institution building in both private and public sectors. Efficient financial markets require a certain threshold in both the number and variety of market institutions that compose the market infrastructure. Lack of adequate government support and regulatory back-up has also hampered the growth of essential market institutions in developing countries. Even when some
LDCs retain market institutions, the latter often suffer from lack of expertise, capital, and experienced staff. Perhaps it is understandable that institution building does not take place overnight, and that it requires a careful strategy and long-term commitment on the part of the government as well as the market participants. In recent years, however, promoting the efficient functioning of financial institutions and markets has become a major policy goal for many developing countries. The process of financial development has two dimensions: domestic financial deepening and international financial integration. While both dimensions are important to economic growth, they may become the cause of either success or failure of an economic plan, depending on the sequence and intensity of their implementation. 1World Bank, World Development Report 1989, p.26. Domestic financial deepening refers to the promotion of financial activity and capital formation resulting from an increase in the level of competition in domestic capital markets. Some of the measures frequently used include elimination of credit controls and credit rationing, interest rate ceilings, differential reserve requirements, and also elimination of discriminatory practices and capital requirements that curtail free entry of local participants into domestic financial markets. International financial integration occurs when exchange controls are removed and the capital account is freed to allow financial resources to flow freely in and out of the country. Barriers to the entry into the local market by foreign financial institutions are removed and their access to various financial services and market activities is liberalized. As a result, the domestic economy acquires the characteristics of the international economy, such as entrepreneurship and competition. 

Characteristics of International Financial Integration

International financial markets have enjoyed a remarkably long period of linear expansion over the past four decades. Gross outstanding international banking assets, which were barely noticeable until the mid 1960s, have grown to over $10.2 trillion as of March 1998.2 The growth in international financial activities is noted not only in such stock measures as above but also in the flow aspect as
well. Cross-border international financial flows, including those related to Eurocurrency transactions and foreign exchange trading, are conservatively estimated at $1.5 trillion per every business day, or $300 trillion on an annual basis.

Types of Financial Integration
Financial market integration manifests itself in three major formats: functional, regional, and international.
(a) Functional financial integration has lessened the operational identities among those financial institutions with formerly distinct product lines, such as commercial versus investment banks, savings and loan associations, insurance companies, postal offices, and consumer credit companies.
(b) Regional or geographical financial integration has also been accelerated by the technological progress in the financial system. Widespread installation of automated teller machines (ATMs) provides a powerful weapon for commercial banks to overcome any barriers to interstate branching. Technological breakthroughs in computers and telecommunication make it possible for a financial institution to more easily gain access to the previously blocked market regions. 
(c) International or cross-border financial integration is perhaps the most significant financial integration. In fact, among the most noteworthy financial market developments during the recent decades has been the trend toward internationalization, financial innovation, and securitization. While all these three developments interact among each other, internationalization has been instrumental in providing a fertile ground for financial innovation and securitization. 



 Bank International Activities Ratio (%) =Banks’ Total Foreign Assets and Liabilities/Banks’ Total Assets and Liabiliti

Why is International Finance Important
· In previous finance courses you have been taught about general finance concepts that apply to domestic or local settings, BUT we live in an international world.
· Companies (and individuals) can raise funds, invest money, buy inputs, produce goods and sell products and services overseas.
· With these increased opportunities comes additional risks. We need to know how to identify these risks and then how to control or remove them.
International Monetary System
· The International Monetary System is a set of rules that governs international payments (exchange of money). 
· Historical overview of exchange rate regimes: 
· Classical Gold Standard: Pre - 1914
· Bretton Woods System: 1944 - 1973
· Floating Exchange Rates: 1973 -
· European Monetary Union
· How is this relevant today? We know what does and doesn’t work!

The Gold Standard (Pre - 1914) 

· Gold has been a medium of exchange since 3,000 BC.
· “Rules of the game” were simple, each country set the rate at which its currency unit could be converted to a weight of gold.
· Currency exchange rates were in effect “fixed”.
· Expansionary monetary policy was limited to a government’s supply of gold.
· Was in effect until the outbreak of WWI as the free movement of gold was interrupted.
An example:
· US dollar is pegged to gold at $20.67 per oz. 
· British pound is pegged to gold at £4.2474 per oz.
· Therefore, the exchange rate is determined by the relative gold prices:  $20.67 = £ 4.2474
Then £1 = $4.8665 
· Misalignment in exchange rates and imbalances of payment corrected by the price-specie flow mechanism.
Suppose it is $4/£ instead …

The Inter-War Years & WWII 
· During this period, currencies were allowed to fluctuate over a fairly wide range in terms of gold and each other.
· Increasing fluctuations in currency values became realized as speculators sold short weak currencies.
· The US adopted a modified gold standard in 1934.
· During WWII and its chaotic aftermath the US dollar was the only major trading currency that continued to be convertible.
Bretton Woods (1944)
·  As WWII drew to a close, the Allied Powers met at Bretton Woods, New Hampshire to create a post-war international monetary system.
· The Bretton Woods Agreement established a US dollar based international monetary system and created two new institutions the International Monetary Fund (IMF) and the World Bank.

· United States:
·  USD was fixed in terms of gold (USD 35 per ounce).
· Other countries fixed their currency relative to the USD.
·  Allowed to vary between  1% of the “par value”. 
· The currency arrangement negotiated at Bretton Woods and monitored by the IMF worked fairly well during the post-WWII era of reconstruction and growth in world trade.
· However, widely diverging monetary and fiscal policies, differential rates of inflation and various currency shocks resulted in the system’s demise.
· The US dollar became the main reserve currency held by central banks, resulting in a consistent and growing balance of payments deficit which required a heavy capital outflow of dollars to finance these deficits and meet the growing demand for dollars from investors and businesses.
· Eventually, the heavy overhang of dollars held by foreigners resulted in a lack of confidence in the ability of the US to met its commitment to convert dollars to gold.
· The lack of confidence forced President Richard Nixon to suspend official purchases or sales of gold by the US Treasury on August 15, 1971.
· This resulted in subsequent devaluations of the dollar.
· Most currencies were allowed to float to levels determined by market forces as of March, 1973. 
Floating Exchange Rates (1973 – ) 
· Since March 1973, exchange rates have become much more volatile and less predictable than they were during the “fixed” period.
· There have been numerous, significant world currency events over the past 30 years.
European Monetary Union (EMU)
· 1979 – 1998: European Monetary System
· Objectives:
· To establish a “zone of monetary stability” in Europe.
· To coordinate exchange rate policies vis-à-vis non European currencies.
· To pave the way for the European Monetary Union.
· EMU (1999-): A single currency for most of the European Union. 
· 27 members of the European Union are:
· Austria, Belgium, Bulgaria, Czech, Cyprus, Denmark, Estonia, Finland, France, Germany, Greece, Hungary, Ireland, Italy, Latvia, Lithuania, Luxembourg, Malta, The Netherlands, Poland, Portugal, Romania, Slovakia, Slovenia, Spain, Sweden, and the United Kingdom. 
· Currently, twelve members of the EU have their currencies pegged against the Euro (Maastricht Treaty) beginning 1/1/99: 
· Austria, Belgium, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, The Netherlands, Portugal, Spain. 
· Benefits for countries using the € currency inside the Euro zone include:
· Cheaper transaction costs. 
· Currency risks and costs related to exchange rate uncertainty are reduced.
· All consumers and businesses, both inside and outside of the euro zone enjoy price transparency and increased price-based competition.
	i.e., exchange rate stability, financial integration.
· Costs for countries using the € currency include:
· Completely integrated and coordinated national monetary and fiscal policy rules:
· Nominal inflation should be no more than 1.5% above average for the three members of the EU with lowest inflation rates during previous year.
· Long-term interest rates should be no more than 2% above average for the three members of the EU with lowest interest rates.
· Fiscal deficit should be no more than 3% of GDP.
· Government debt should be no more than 60% of GDP.
· European Central Bank (ECB) was established to promote price stability within the EU. 
	i.e., no monetary independence!
Exchange Rate Regimes 
· The International Monetary Fund classifies all exchange rate regimes into eight specific categories:
· Exchange arrangements with no separate legal tender
· Currency board arrangements
· Other conventional fixed peg arrangements
· Pegged exchange rates within horizontal bands
· Crawling pegs
· Exchange rates within crawling pegs
· Managed floating with no pre-announced path
· Independent floating  
Attributes of the “Ideal” Regime
·  Possesses three attributes, often referred to as the Impossible Trinity:
· Exchange rate stability
· Full financial integration
· Monetary independence
· The forces of economics do not allow the simultaneous achievement of all three.
Fixed versus Floating 
· A nation’s choice as to which currency regime to follow reflects national priorities about all facets of the economy, including:
· inflation, 
· unemployment, 
· interest rate levels, 
· trade balances, and 
· economic growth.
· The choice between fixed and flexible rates may change over time as priorities change.
· Countries would prefer a fixed rate regime for the following reasons:
· stability in international prices.
· inherent anti-inflationary nature of fixed prices.
· However, a fixed rate regime has the following problems:
· Need for central banks to maintain large quantities of hard currencies and gold to defend the fixed rate.
· Fixed rates can be maintained at rates that are inconsistent with economic fundamentals.









