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Foundations of International
Financial Management
PART ONE lays the macroeconomic and institutional foundation for
all the topics to follow. A thorough understanding of this material is
essential for understanding the advanced topics covered in the
remaining sections.
CHAPTER 1 provides an introduction to International Financial
Management. The chapter discusses why it is important to study
international finance and distinguishes international finance from
domestic finance.
CHAPTER 2 introduces the various types of international monetary
systems under which the world economy can function and has functioned
at various times. The chapter traces the historical development of the
world’s international monetary systems from the early 1800s to the
present. Additionally, a detailed discussion of the European Monetary
Union is presented.
CHAPTER 3 presents balance-of-payment concepts and accounting.
The chapter shows that even a country must keep its “economic house
in order” or else it will experience current account deficits that will
undermine the value of its currency.
CHAPTER 4 provides an overview of corporate governance around the
world. Corporate governance structure varies greatly across countries,
reflecting diverse cultural, economic, political, and legal environments.
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AS THE TITLE International Financial Management indicates,
in this book we are concerned with financial management in
an international setting. Financial management is mainly concerned with how to optimally make various corporate financial
decisions, such as those pertaining to investment, financing,
dividend policy, and working capital management, with a view
to achieving a set of given corporate objectives. In AngloAmerican countries as well as in many advanced countries with
well-developed capital markets, maximizing shareholder wealth
is generally considered the most important corporate objective.
Why do we need to study “international” financial management? The answer to this question is straightforward: We
are now living in a highly globalized and integrated world
economy. American consumers, for example, routinely purchase
oil imported from Saudi Arabia and Nigeria, TV sets from
Korea, automobiles from Germany and Japan, garments from
China, shoes from Indonesia, handbags from Italy, and wine
from France. Foreigners, in turn, purchase American-made airMini Case: Nike and Sweatshop Labor
craft, software, movies, jeans, smartphones, and other products.
appendix 1a: Gain from Trade: The Theory of
Continued liberalization of international trade is certain to further
Comparative Advantage
internationalize consumption patterns around the world.
Like consumption, production of goods and services has
become highly globalized. To a large extent, this has happened
as a result of multinational corporations’ (MNCs) relentless efforts to source inputs and locate production anywhere
in the world where costs are lower and profits are higher. For
example, personal computers sold in the world market might have been assembled in
Malaysia with Taiwanese-made monitors, Korean-made keyboards, U.S.-made chips,
and preinstalled software packages that were jointly developed by U.S. and Indian
engineers. It has often become difficult to clearly associate a product with a single
country of origin.
Recently, financial markets have also become highly integrated. This development
allows investors to diversify their investment portfolios internationally. In 2016, for
instance, U.S. investors collectively invested $154 billion in foreign securities, such
as stocks and bonds, whereas foreigners invested $276 billion in U.S. securities.1 In
particular, Asian and Middle Eastern investors are investing heavily in U.S. and other
foreign financial markets in efforts to recycle their large trade surpluses. In addition,
many major corporations of the world, such as IBM, Toyota, and British Petroleum,
have their shares cross-listed on foreign stock exchanges, thereby rendering their shares
internationally tradable and gaining access to foreign capital as well. Consequently,
Toyota’s venture, say, in China can be financed partly by American investors who
purchase Toyota shares traded on the New York Stock Exchange.
This information is from International Financial Statistics, 2016.
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Undoubtedly, we are now living in a world where all the major economic
functions—consumption, production, and investment—are highly globalized. It is thus
essential for financial managers to fully understand vital international dimensions of
financial management. This global shift is in marked contrast to a few decades ago,
when the authors of this book were learning finance. At that time, most professors
customarily (and safely, to some extent) ignored international aspects of finance. This
parochial attitude has become untenable since then.

What’s Special about International Finance?

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.

Foreign Exchange
and Political Risks

https:// www.cia.gov/library
/publications/the-world-factbook
Website of The World Factbook
published by the CIA provides
background information, such
as geography, government, and
economy, of countries around
the world.

Suppose Mexico is a major export market for your company and the Mexican peso depreciates drastically against the U.S. dollar, as it did in December 1994. This means that your
company’s products can be priced out of the Mexican market, as the peso price of American
imports will rise following the peso’s fall. If such countries as Indonesia, Thailand, and
Korea are major export markets, your company would have faced the same difficult situation in the wake of the Asian currency crisis of 1997. In integrated financial markets,
individuals or households may also be seriously exposed to uncertain exchange rates. For
example, since the EU accession, many Hungarians have borrowed in terms of the euro or
Swiss franc to purchase houses. They were initially attracted by the easy availability and
low interest rates for foreign currency mortgage loans. However, as the Hungarian currency, forint, was falling against the euro and Swiss franc during the recent global financial
crisis, the burden of mortgage payments in terms of forint has increased sharply, forcing
many borrowers to default. The preceding examples suggest that when firms and individuals are engaged in cross-border transactions, they are potentially exposed to foreign
exchange risk that they would not normally encounter in purely domestic transactions.
Currently, the exchange rates among such major currencies as the U.S. dollar,
Japanese yen, British pound, and euro fluctuate continuously in an unpredictable
manner. This has been the case since the early 1970s, when fixed exchange rates were
abandoned. As can be seen from Exhibit 1.1, exchange rate volatility has exploded
since 1973. Exchange rate uncertainty will have a pervasive influence on all the major
economic functions, including consumption, production, and investment.
Another risk that firms and individuals may encounter in an international setting is
political risk. Political risk ranges from unexpected changes in tax rules to outright
expropriation of assets held by foreigners. Political risk arises from the fact that a
sovereign country can change the “rules of the game” and the affected parties may
not have effective recourse. In 1992, for example, the Enron Development Corporation, a subsidiary of a Houston-based energy company, signed a contract to build
India’s largest power plant. After Enron had spent nearly $300 million, the project
5
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EXHIBIT 1.1
15

Monthly Percentage Change
in Japanese Yen-U.S. Dollar
Exchange Rate
Percentage change

10
5
0
–5
–10
–15
1960

1965

1970

1975

1980

1985

1990

1995

2000

2005

2010

2015

Source: International Monetary Fund, International Financial Statistics, various issues.

was canceled in 1995 by nationalist politicians in the Maharashtra state who argued
India didn’t need the power plant. For another example, in April 2012 the Argentine
governent nationalized a majority stake in YPF, the country’s largest oil company, worth
approximately $10 billion, held by the Spanish parent company, Repsol, accusing the
latter for underproducing oil in Argentina. Broadly, the seizure of YPF is a part of the
campaign to bring strategic industries under government control. Both the Enron and
Repsol episodes illustrate the difficulty of enforcing contracts in foreign countries.2
Multinational firms and investors should be particularly aware of political risk when
they invest in those countries without a tradition of the rule of law. The meltdown of
Yukos, the largest Russian oil company, provides a compelling example. Following the
arrest of Mikhail Khodorkovsky, the majority owner and a critic of the government, on
fraud and tax evasion charges, the Russian authorities forced Yukos into bankruptcy. The
authorities sued the company for more than $20 billion in back taxes and auctioned off
its assets to cover the alleged tax arrears. This government action against Yukos, widely
viewed as politically motivated, inflicted serious damage on international shareholders
of Yukos, whose investment values were wiped out. It is important to understand that the
property rights of shareholders and investors are not universally respected.

Market Imperfections

Although the world economy is much more integrated today than was the case 10 or
20 years ago, a variety of barriers still hamper free movements of people, goods, services, and capital across national boundaries. These barriers include legal restrictions,
excessive transaction and transportation costs, information asymmetry, and discriminatory taxation. The world markets are thus highly imperfect. As we will discuss later
in this book, market imperfections, which represent various frictions and impediments preventing markets from functioning perfectly, play an important role in motivating MNCs to locate production overseas. Honda, a Japanese automobile company,
for instance, decided to establish production facilities in Ohio, mainly to circumvent
trade barriers. One might even say that MNCs are a gift of market imperfections.
Imperfections in the world financial markets tend to restrict the extent to which investors can diversify their portfolios. An interesting example is provided by the Nestlé
Corporation, a well-known Swiss MNC. Nestlé used to issue two different classes of
common stock, bearer shares and registered shares, and foreigners were allowed to hold
2
Since then, Enron has renegotiated the deal with the Maharashtra state while the Spanish government retaliated
by restricting imports from Argentina.
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EXHIBIT 1.2
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“The Nestlé Crash,” pp. 315–39, 1995, with kind permission from Elsevier Science S.A., P.O. Box 564, 1001
Lausanne, Switzerland.

only bearer shares. As Exhibit 1.2 shows, bearer shares used to trade for about twice
the price of registered shares, which were exclusively reserved for Swiss residents. 3
This kind of price disparity is a uniquely international phenomenon that is attributable
to market imperfections.
On November 18, 1988, however, Nestlé lifted restrictions imposed on foreigners, allowing them to hold registered as well as bearer shares. After this announcement, the price spread between the two types of Nestlé shares narrowed drastically.
As Exhibit 1.2 shows, the price of bearer shares declined sharply, whereas that of
registered shares rose sharply. This implies that there was a major transfer of wealth
from foreign shareholders to domestic shareholders. Foreigners holding Nestlé bearer
shares were exposed to political risk in a country that is widely viewed as a haven from
such risk. The Nestlé episode illustrates both the importance of considering market
imperfections in international finance and the peril of political risk.

Expanded
Opportunity Set

When firms venture into the arena of global markets, they can benefit from an
expanded opportunity set. As previously mentioned, firms can locate production in
any country or region of the world to maximize their performance and raise funds
in any capital market where the cost of capital is the lowest. In addition, firms can gain
from greater economies of scale when their tangible and intangible assets are deployed
on a global basis. A real-world example showing the gains from a global approach
to financial management is provided by the following excerpt from The Wall Street
Journal (April 9, 1996):
Another factor binding bond markets ever closer is large companies’ flexibility to issue bonds
around the world at will, thanks to the global swap market. At the vanguard are companies such
as General Electric of the U.S. Mark VanderGriend, who runs the financing desk at Banque
Paribas, says it took “about 15 minutes” to put together a four billion franc ($791.6 million)
deal for GE. By raising the money in francs and swapping into dollars instantly, GE will save
five hundredths of a percentage point—or about $400,000 annually on the nine-year deal.
“They have such a huge requirement for capital that they are constantly looking for arbitrages,” adds Mr. VanderGriend. “And they don’t care much how they get there.”
It is noted that bearer and registered shares of Nestlé had the same claims on dividends but differential voting
rights. Chapter 17 provides a detailed discussion of the Nestlé case.

3
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Individual investors can also benefit greatly if they invest internationally rather than
domestically. Suppose you have a given amount of money to invest in stocks. You may
invest the entire amount in U.S. (domestic) stocks. Alternatively, you may allocate the
funds across domestic and foreign stocks. If you diversify internationally, the resulting
international portfolio may have a lower risk or a higher return (or both) than a purely
domestic portfolio. This can happen mainly because stock returns tend to covary less
across countries than within a given country. Once you are aware of overseas investment
opportunities and are willing to diversify internationally, you face a much expanded opportunity set and you can benefit from it. It just doesn’t make sense to play in only one corner
of the sandbox. Thus, an important “normative” theme we will study throughout this book
is: how to maximize the benefits from the global opportunity set, while judiciously controlling currency and political risks and managing various market imperfections.

Goals for International Financial Management

The foregoing discussion implies that understanding and managing foreign exchange
and political risks and coping with market imperfections have become important parts
of the financial manager’s job. International Financial Management is designed to
provide today’s financial managers with an understanding of the fundamental concepts and the tools necessary to be effective global managers. Throughout, the text
emphasizes how to deal with exchange risk and market imperfections, using the various instruments and tools that are available, while at the same time maximizing the
benefits from an expanded global opportunity set.
Effective financial management, however, is more than the application of the newest business techniques or operating more efficiently. There must be an underlying
goal. International Financial Management is written from the perspective that the fundamental goal of sound financial management is shareholder wealth maximization.
Shareholder wealth maximization means that the firm makes all business decisions and investments with an eye toward making the owners of the firm—the
shareholders—better off financially, or more wealthy, than they were before.
Whereas shareholder wealth maximization is generally accepted as the ultimate
goal of financial management in “Anglo-Saxon” countries, such as Australia, Canada,
the United Kingdom, and especially the United States, it is not as widely embraced
a goal in other parts of the world. In countries like France and Germany, for example, shareholders are generally viewed as one of the “stakeholders” of the firm, others being employees, customers, suppliers, banks, and so forth. European managers
tend to consider the promotion of the firm’s stakeholders’ overall welfare as the most
important corporate goal. In Japan, on the other hand, many companies form a small
number of interlocking business groups called keiretsu, such as Mitsubishi, Mitsui,
and Sumitomo, which arose from consolidation of family-owned business empires.
Although keiretsu have weakened in recent years, Japanese managers still tend to
regard the prosperity and growth of their keiretsu as the critical goal; for instance, they
tend to strive to maximize market share, rather than shareholder wealth.
It is pointed out, however, that as capital markets are becoming more liberalized and
internationally integrated in recent decades, even managers in France, Germany, Japan, and
other non-Anglo-Saxon countries are beginning to pay serious attention to shareholder
wealth maximization. In Germany, for example, companies are now allowed to repurchase stocks, if necessary, for the benefit of shareholders. In accepting an unprecedented
$203 billion takeover offer by Vodafone AirTouch, a leading British wireless phone company, Klaus Esser, CEO of Mannesmann of Germany, cited shareholder interests: “The
shareholders clearly think that this company, Mannesmann, a great company, would be
better together with Vodafone AirTouch. . . . The final decision belongs to shareholders.”4
The source for this information is The New York Times, February 4, 2000, p. C9.
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Obviously, the firm could pursue other goals. This does not mean, however, that the
goal of shareholder wealth maximization is merely an alternative, or that the firm should
enter into a debate as to its appropriate fundamental goal. Quite the contrary. If the firm
seeks to maximize shareholder wealth, it will most likely simultaneously be accomplishing other legitimate goals that are perceived as worthwhile. Shareholder wealth maximization is a long-run goal. A firm cannot stay in business to maximize shareholder wealth
if it treats employees poorly, produces shoddy merchandise, wastes raw materials and natural resources, operates inefficiently, or fails to satisfy customers. Only a well-managed
business firm that profitably produces what is demanded in an efficient manner can
expect to stay in business in the long run and thereby provide employment opportunities.
While managers are hired to run the company for the interests of shareholders, there
is no guarantee that they will actually do so. As shown by a series of corporate scandals
at companies like Enron, WorldCom, and Global Crossing, managers may pursue their
own private interests at the expense of shareholders when they are not closely monitored. This so-called agency problem is a major weakness of the public corporation.
Extensive corporate malfeasance and accounting manipulations at these companies
eventually drove them into financial distress and bankruptcy, devastating shareholders and employees alike. Lamentably, some senior managers and corporate insiders
enriched themselves enormously in the process. Clearly, the boards of directors, the
ultimate guardians of the interests of shareholders, failed to perform their duties at
these companies. In the wake of these corporate calamities that have undermined the
credibility of the free market system, the society has painfully learned the importance
of corporate governance, that is, the financial and legal framework for regulating the
relationship between a company’s management and its shareholders. Needless to say,
the corporate governance problem is not confined to the United States. In fact, it can
be a much more serious problem in many other parts of the world, especially emerging
and transition economies, such as Indonesia, Korea, Italy, and Russia, where legal
protection of shareholders is weak or virtually nonexistent.
As we will discuss in Chapter 4 in detail, corporate governance structure varies greatly
across countries, reflecting different cultural, legal, economic, and political environments
in different countries. In many countries where shareholders do not have strong legal
rights, corporate ownership tends to be concentrated. The concentrated ownership of the
firm, in turn, may give rise to the conflicts of interest between dominant shareholders
(often the founding family) and small outside shareholders. The collapse of Parmalat, a
family-controlled Italian company, after decades of accounting frauds, provides an example of corporate governance risk. The company allegedly hid debts, “invented” assets, and
diverted funds to bail out failing ventures of the family members. Because only the Tanzi
(founding) family and close associates knew how the company was run, it was possible to
hide the questionable practices for decades. Outside shareholders who collectively control
a 49 percent stake did not know how Parmalat was operating. Franco Ferrarotti, professor
of sociology at the University of Rome, was quoted as saying, “The government is weak,
there is no sense of state, public services are bad and social services are weak. The family
is so strong because it is the only institution that doesn’t let you down.”5
Shareholders are the owners of the business; it is their capital that is at risk. It is
only equitable that they receive a fair return on their investment. Private capital may not
have been forthcoming for the business firm if it had intended to accomplish any other
objective. As we will discuss shortly, the massive privatization that has been taking place
in developing and formerly socialist countries, which will eventually enhance the standard of living of these countries’ citizens, depends on private investment. It is thus vitally
important to strengthen corporate governance so that shareholders receive fair returns on
their investments. In what follows, we are going to discuss in detail: (i) the globalization
of the world economy, and (ii) the growing role of MNCs in the world economy.
5

USA Today, February 4, 2004, p. 2B.
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Globalization of the World Economy: Major Trends
and Developments

The term “globalization” became a popular buzzword for describing business practices in the last few decades, and it appears as if it will continue to be a key word for
describing business management throughout the current century. In this section, we
review several key trends and developments of the world economy: (i) the emergence
of globalized financial markets, (ii) the emergence of the euro as a global currency,
(iii) Europe’s sovereign debt crisis of 2010, (iv) continued trade liberalization and economic integration, (v) large-scale privatization of state-owned enterprises, and (vi) the
global financial crisis of 2008–2009.

Emergence
of Globalized
Financial Markets

The 1980s and 90s saw a rapid integration of international capital and financial
markets. The impetus for globalized financial markets initially came from the governments of major countries that had begun to deregulate their foreign exchange and capital markets. For example, in 1980 Japan deregulated its foreign exchange market, and
in 1985 the Tokyo Stock Exchange admitted as members a limited number of foreign
brokerage firms. Additionally, the London Stock Exchange (LSE) began admitting
foreign firms as full members in February 1986.
Perhaps the most celebrated deregulation, however, occurred in London on
October 27, 1986, and is known as the “Big Bang.” On that date, as on “May Day”
in 1975 in the United States, the London Stock Exchange eliminated fixed brokerage
commissions. Additionally, the regulation separating the order-taking function from the
market-making function was eliminated. In Europe, financial institutions are allowed
to perform both investment-banking and commercial-banking functions. Hence, the
London affiliates of foreign commercial banks were eligible for membership on the
LSE. These changes were designed to give London the most open and competitive capital markets in the world. It has worked, and today the competition in London is especially fierce among the world’s major financial centers. The United States repealed the
Glass-Steagall Act, which restricted commercial banks from investment banking activities (such as underwriting corporate securities), further promoting competition among
financial institutions. Even developing countries such as Chile, Mexico, and Korea
began to liberalize by allowing foreigners to directly invest in their financial markets.
Deregulated financial markets and heightened competition in financial services provided a natural environment for financial innovations that resulted in the introduction
of various instruments. Examples of these innovative instruments include currency
futures and options, multicurrency bonds, international mutual funds, country funds,
exchange-traded funds (ETFs), and foreign stock index futures and options. Corporations also played an active role in integrating the world financial markets by listing their
shares across borders. Such well-known non-U.S. companies as BHP Billiton, Petrobras, China Mobile, Novartis, Wipro, Honda Motor, Telmex, ING, BP, Korea Telecom,
and UBS are directly listed and traded on the New York Stock Exchange. At the same
time, U.S. firms such as IBM and GE are listed on the Frankfurt, London, and Paris
stock exchanges. Such cross-border listings of stocks allow investors to buy and sell
foreign shares as if they were domestic shares, facilitating international investments.6
Last but not least, advances in computer and telecommunications technology contributed in no small measure to the emergence of global financial markets. These
technological advancements, especially Internet-based information technologies, gave
investors around the world immediate access to the most recent news and information
6
Various studies indicate that the liberalization of capital markets tends to lower the cost of capital. See, for
example, Peter Henry, “Stock Market Liberalization, Economic Reform, and Emerging Market Equity Prices,”
Journal of Finance (2000), pp. 529–64.
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affecting their investments, sharply reducing information costs. Also, computerized
order-processing and settlement procedures have reduced the costs of international
transactions. Based on the U.S. Department of Commerce computer price deflator, the
relative cost index of computing power declined from a level of 100 in 1960 to 15.6 in
1970, 2.9 in 1980, and only 0.5 by 1999. As a result of these technological developments and the liberalization of financial markets, cross-border financial transactions
have exploded in recent years.

Emergence of the Euro The advent of the euro at the start of 1999 represents a momentous event in the history
of the world financial system that has profound ramifications for the world economy.
as a Global Currency

Currently, more than 300 million Europeans in 19 countries (Austria, Belgium,
Cyprus, Estonia, Finland, France, Germany, Greece, Ireland, Italy, Latvia, Lithuania,
Luxembourg, Malta, the Netherlands, Portugal, Slovakia, Slovenia, and Spain) are
using the common currency on a daily basis. No single currency has circulated so
widely in Europe since the days of the Roman Empire. Considering that many new
members of the EU, including the Czech Republic, Hungary, and Poland, may adopt
the euro eventually, the transactions domain of the euro may become larger than that
of the U.S. dollar in the future.
Once a country adopts the common currency, it obviously cannot have its own monetary policy. The common monetary policy for the euro zone is now formulated by the
European Central Bank (ECB) that is located in Frankfurt and closely modeled after
the Bundesbank, the German central bank. ECB is legally mandated to achieve price
stability for the euro zone. Considering the sheer size of the euro zone in terms of population, economic output, and world trade share, the euro has a potential for becoming
another global currency rivaling the U.S. dollar for dominance in international trade
and finance. Reflecting the significance of the euro’s introduction, Professor Robert
Mundell, who is often referred to as the intellectual father of the euro, stated: “The
creation of the euro area will eventually, but inevitably, lead to competition with the
dollar area, both from the standpoint of excellence in monetary policy, and in the
enlistment of other currencies.”7 If the euro maintains its credibility, the world faces
the prospect of a bipolar international monetary system.
Since its inception in 1999, the euro has already brought about revolutionary
changes in European finance. For instance, by redenominating corporate and government bonds and stocks from many different currencies into the common currency, the
euro has precipitated the emergence of continentwide capital markets in Europe that
are comparable to U.S. markets in depth and liquidity. Companies all over the world
can benefit from this development as they can raise capital more easily on favorable
terms in Europe. In addition, the recent surge in European M&A activities, crossborder alliances among financial exchanges, and lessening dependence on the banking
sectors for capital raising are all manifestations of the profound effects of the euro.
Since the end of World War I, the U.S. dollar has played the role of the dominant
global currency, displacing the British pound. As a result, foreign exchange rates of
currencies are often quoted against the dollar, and the lion’s share of currency trading involves the dollar on either the buy or sell side. Similarly, international trade
in primary commodities, such as petroleum, coffee, wheat, and gold, is conducted
using the U.S. dollar as the invoice currency. Reflecting the dominant position of the
dollar in the world economy, central banks of the world hold a major portion of their
external reserves in dollars. The ascendance of the dollar reflects several key factors
such as the dominant size of the U.S. economy, mature and open capital markets,
price stability, and the political and military power of the United States. It is noted
that the dominant global currency status of the dollar confers upon the United States
Source: Robert Mundell, 2000, “Currency Area, Volatility and Intervention,” Journal of Policy Modeling 22
(3), 281–99.
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many special privileges, such as the ability to run trade deficits without having to
hold much in foreign exchange reserves, that is, “deficits without tears,” and to conduct a large portion of international transactions in dollars, without bearing exchange
risks. However, once economic agents start to use the euro in earnest as an invoice
and reserve currency, the dollar may have to share the aforementioned privileges
with the euro.

EXHIBIT 1.3
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The euro’s emergence as a global currency, however, was dealt a serious setback
in the midst of Europe’s sovereign debt crisis. The crisis started in December 2009
when the new Greek government revealed that its budget deficit for the year would be
12.7 percent of GDP, not the 3.7 percent previously forecast. The previous government
had falsified the national account data. Unbeknownst to the outside world, Greece was
in a serious violation of Europe’s stability pact, which limits the annual budget deficit
of a euro-zone country to a maximum of 3 percent of GDP. This news surprised financial markets and prompted investors, who became worried about sovereign default, to
sell off Greek government bonds. The Greek predicament is attributable to excessive
borrowing and spending, with wages and prices rising faster than productivity. With
the adoption of the euro, Greece no longer can use the traditional means of restoring
competitiveness, i.e., depreciation of the national currency.
The panic spread to other weak European economies, especially Ireland, Portugal,
and Spain. In the spring of 2010, both Standard & Poor’s and Moody’s, credit rating
agencies, downgraded the government bonds of the affected countries, making borrowing and refinancing more costly. In particular, the Greek government bond was
downgraded to “junk,” ineligible for institutional investment. The unfolding “Greek
drama” is illustrated in Exhibit 1.3, which plots the two-year government bond yields
for Greece and Germany, as well as the dollar-euro exchange rate. As can be seen
from the exhibit, Greece paid a minimal or practically nonexistent premium above the
German interest rate until December 2009. This was possible owing to Greece’s membership in the euro club. However, the Greek interest rate began to rise sharply thereafter, reaching 18.3 percent on May 7, 2010, before it fell following the announcement
of the bailout package on May 9. Also, the specter of chaotic sovereign defaults led to
a sharp fall of the euro’s exchange value in currency markets.

Se

Europe’s Sovereign
Debt Crisis of 2010
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The sovereign debt crisis in Greece, which accounts for only about 2.5 percent of
euro-zone GDP, quickly escalated to a Europe-wide debt crisis, threatening the nascent
recovery of the world economy from the severe global financial crisis of 2008–2009.
Facing the spreading crisis, the European Union (EU) countries, led by France and
Germany, jointly with the International Monetary Fund (IMF), put together a massive
€750 billion package to bail out Greece and other weak economies. It is noted that
Europe’s lack of political union and fragmented decision-making structure made it
slow and contentious for EU countries to reach agreement on the bailout plan, making
the rescue more expensive than it may otherwise have been.
Europe’s sovereign-debt crisis of 2010 revealed a profound weakness of the euro as
the common currency: Euro-zone countries have achieved monetary integration by adopting the euro, but without fiscal integration. While euro-zone countries share the common monetary policy, fiscal policies governing taxation, spending, and borrowing firmly
remain under the control of national governments. Hence, a lack of fiscal discipline in a
euro-zone country can always become a Europe-wide crisis, threatening the value and
credibility of the common currency. The long-term viability of the euro and its potential
as a global currency thus critically depend on how this disparity between monetary and
fiscal integration will be addressed. Regarding this challenge, Jean-Claude Trichet, former
president of the European Central Bank (ECB), recently called for making a “quantum
leap” in the euro zone’s economic governance and urged Europe to form a “fiscal confederation.” It remains to be seen whether Europe will be able to meet these challenges.

Trade Liberalization
and Economic
Integration

EXHIBIT 1.4
Long-Term Openness in
Perspective (merchandise
exports/GDP at 1990 prices,
in percent)

International trade, which has been the traditional link between national economies,
has continued to expand. As Exhibit 1.4 shows, the ratio of merchandise exports to
GDP for the world has increased from 7.0 percent in 1950 to 26.2 percent in 2014.
This implies that, over the same time period, international trade increased nearly three
times as fast as world GDP. For some countries, international trade grew much faster;
for Germany, the ratio rose from 6.2 percent to 51.1 percent, while for Korea it grew
from 1.0 percent to 50.1 percent over the same time period. Latin American countries such as Argentina, Brazil, and Mexico used to have relatively low export-to-GDP
ratios. In 1973, for example, the export-to-GDP ratio was 2.1 percent for Argentina,
2.6 percent for Brazil, and 2.2 percent for Mexico. This reflects the inward-looking,
protectionist economic policies these countries pursued in the past. Even these onceprotectionist countries are now increasingly pursuing free-market and open-economy

Country

1870

1913

1929

1950

1973

2014

United States
Canada
Australia
United Kingdom
Germany
France
Spain
Japan
Korea
Thailand
Argentina
Brazil
Mexico

2.5
12.0
7.4
12.0
9.5
4.9
3.8
0.2
0.0
2.1
9.4
11.8
3.7

3.7
12.2
12.8
17.7
15.6
8.2
8.1
2.4
1.0
6.7
6.8
9.5
10.8

3.6
15.8
11.2
13.3
12.8
8.6
5.0
3.5
4.5
6.6
6.1
7.1
14.8

3.0
13.0
9.1
11.4
6.2
7.7
1.6
2.3
1.0
7.0
2.4
4.0
3.5

5.0
19.9
11.2
14.0
23.8
15.4
5.0
7.9
8.2
4.5
2.1
2.6
2.2

13.8
32.1
21.0
28.6
51.1
27.9
32.1
17.6
50.1
62.3
11.0
10.8
32.0

5.0

8.7

9.0

7.0

11.2

26.2

World

Source: Various issues of World Financial Markets, JP Morgan, World Development Indicators, International Trade
Statistics, and International Financial Statistics, IMF.
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policies because of the gains from international trade. In 2014, the export-to-GDP ratio
was 11.0 percent for Argentina, 10.8 percent for Brazil, and 32.0 percent for Mexico.
The principal argument for international trade is based on the theory of comparative advantage, which was advanced by David Ricardo in his seminal book, Principles
of Political Economy (1817). According to Ricardo, it is mutually beneficial for countries if they specialize in the production of those goods they can produce most efficiently and trade those goods among them. Suppose England produces textiles most
efficiently, whereas France produces wine most efficiently. It then makes sense if England specializes in the production of textiles and France in the production of wine, and
the two countries then trade their products. By doing so, the two countries can increase
their combined production of textiles and wine, which, in turn, allows both countries
to consume more of both goods. This argument remains valid even if one country can
produce both goods more efficiently than the other country.8 Ricardo’s theory has a
clear policy implication: Liberalization of international trade will enhance the welfare
of the world’s citizens. In other words, international trade is not a “zero-sum” game
in which one country benefits at the expense of another country—the view held by
the “mercantilists.” Rather, international trade could be an “increasing-sum” game at
which all players become winners.
Although the theory of comparative advantage is not completely immune to valid
criticism, it nevertheless provides a powerful intellectual rationale for promoting free
trade among nations. Currently, international trade is becoming further liberalized at
both the global and regional levels. At the global level, the General Agreement on
Tariffs and Trade (GATT), which is a multilateral agreement among member countries, has played a key role in dismantling barriers to international trade. Since it was
founded in 1947, GATT has been successful in gradually eliminating and reducing
tariffs, subsidies, quotas, and other barriers to trade. Under the auspices of GATT, the
Uruguay Round launched in 1986 aims to (i) reduce import tariffs worldwide by an
average of 38 percent, (ii) increase the proportion of duty-free products from 20 percent
to 44 percent for industrialized countries, and (iii) extend the rules of world trade to
cover agriculture, services such as banking and insurance, and intellectual property
rights. It also created a permanent World Trade Organization (WTO) to replace
GATT. The WTO has more power to enforce the rules of international trade. China
joined the WTO in 2001. China’s WTO membership will further legitimize the idea of
free trade. The latest round of talks, the Doha Round commenced at Doha, Qatar, in
2001, is still continuing. Its objective is to lower trade barriers around the world, promoting free trade between developed and developing countries. However, negotiations
have stalled over a divide between the developed countries led by the United States,
European Union, and Japan and the developing countries led by Brazil, China, and
India. The main disagreements are over opening up agricultural and industrial markets
of various countries and how to reduce rich countries’ agricultural subsidies.
Inspired by Deng Xiaoping’s pragmatic policies, that is, “to get rich is glorious,”
China began to implement market-oriented economic reforms in the late 1970s.
Since then, the Chinese economy has grown rapidly, often at an astounding rate of
10 percent per annum, and in the process has lifted tens of millions of local citizens from poverty. China’s impressive economic growth has been driven by burgeoning international trade and foreign direct investment. China’s demand for natural
resources, capital goods, and technologies, in turn, has boosted exports to China
from the rest of the world. India has also joined China in recent years in opening its
economy and attracting foreign investment. India has implemented its own marketoriented reforms since the early 1990s, gradually dismantling the “license-raj” or
quota system in all economic spheres and encouraging private entrepreneurship.
As is well known, India has emerged as the most important center for outsourcing
Readers are referred to Appendix 1A for a detailed discussion of the theory of comparative advantage.
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information technology (IT) services, back-office support, and R&D functions. The
huge supplies of labor, highly skilled and disciplined, in China and India are bound to
alter the structure of the world economy in a major way. China already is the second
largest economy in the world, second only to the United States. India, on the other
hand, is the third largest economy ahead of Japan in terms of purchasing power. The
importance of China and India is likely to grow further, profoundly altering the pattern
of international production, trade, and investment.
On the regional level, formal arrangements among countries have been instituted to
promote economic integration. The European Union (EU) is a prime example. The
European Union is the direct descendent of the European Community (formerly the
European Economic Community), which was established to foster economic integration among the countries of Western Europe. Today the EU includes 28 member states
that have eliminated barriers to the free flow of goods, capital, and people. The member states of the EU hope this move will strengthen its economic position relative to
the United States, China, and Japan. In January 1999, 11 member countries of the EU
successfully adopted a single common currency, the euro, which may potentially rival
the U.S. dollar as a dominant currency for international trade and investment. Greece
joined the euro club in January 2001. Subsequently, five more EU member countries—
Cyprus, Estonia, Malta, Slovenia, and Slovakia—adopted the euro. The launch of the
euro has spurred a rush by European companies into seeking pan-European and global
alliances. Merger and acquisition (M&A) deals in Europe have become comparable to
the figure for U.S. deals in recent years.
Whereas the economic and monetary union planned by the EU is one of the most
advanced forms of economic integration, a free trade area is the most basic. In 1994,
Canada, the United States, and Mexico entered into the North American Free Trade
Agreement (NAFTA). Canada is the United States’ largest trading partner and
Mexico is the third largest. In a free trade area, most impediments to trade, such as
tariffs and import quotas, are eliminated among members. The terms of NAFTA call
for phasing out tariffs over a 15-year period. Many observers believe that NAFTA will
foster increased trade among its members, resulting in an increase in the number of
jobs and the standard of living in all member countries. It is interesting to note from
Exhibit 1.4 that for Mexico, the ratio of export to GDP has increased dramatically
from 2.2 percent in 1973 to 32.0 percent in 2014. This dramatic increase in Mexico’s
propensity to trade should be attributed to NAFTA.
Recently, the process of global and regional economic integration was dealt a
major setback when the majority of Britons voted to leave the EU, an event known as
“Brexit.” The unexpected outcome of the British referendum, held on June 23, 2016,
concerning the EU membership can mark the inflection point of the globalization process that has taken place for the last 60 years or so. Brexit is likely to weaken both
the United Kingdom and the European Union, economically and politically. Also,
London’s position as the dominant center of European finance may deteriorate if the
UK loses unrestricted access to Europe’s single market. In fact, one cannot completely
discount the possibility that Brexit may trigger slow disintegration of the EU under the
worst-case scenario.
It is ironic that Britain, the country that championed free trade and liberal capitalism,
became the first country to voluntarily leave the EU, the most ambitious globalization
project. How did it happen? The answer for the question also seems a bit ironic: Brexit
happened, to a certain extent, because globalization succeeded. As European integration deepened, London emerged as the capital of European finance, benefiting London
tremendously. But the rest of England did not share the fruits of this success. It is
highly instructive that although 60 percent of Londoners voted for remaining in the
EU, only 45 percent of voters throughout the rest of England voted the same way.
Basically, the majority of voters outside of London felt alienated from the globalized
economy and were concerned about competition for jobs from the immigrants.
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Brexit also revealed some of the difficulties associated with free trade and global
economic integration that espouse free movements of goods, capital, and people.
Although international trade contributes a great deal to economic growth, lifting tens
of millions of people from poverty around the world, it also produces clear winners
and losers. As a result, unless losers are compensated by transfer payment and retraining, free trade is likely to encounter political opposition. It is thus important for countries to pay attention to “shared growth” to continue to benefit from free trade and
economic integration and fend off protectionism. If protectionism wins over free trade,
as happened in the 1930s, everybody may end up becoming losers.

Privatization

The economic integration and globalization that began in the 1980s picked up speed
in the 1990s via privatization. Through privatization, a country divests itself of the
ownership and operation of a business venture by turning it over to the free market
system. President Calvin Coolidge once said that the business of America is business.
One might now say that business is the business of the world.
Privatization can be viewed in many ways. In one sense it is a denationalization
process. When a national government divests itself of a state-run business, it gives
up part of its national identity. Moreover, if the new owners are foreign, the country
may simultaneously be importing a cultural influence that did not previously exist.
Privatization is frequently viewed as a means to an end. One benefit of privatization
for many less-developed countries is that the sale of state-owned businesses brings
to the national treasury hard-currency foreign reserves. The sale proceeds are often
used to pay down sovereign debt that has weighed heavily on the economy. Additionally, privatization is often seen as a cure for bureaucratic inefficiency and waste;
some economists estimate that privatization improves efficiency and reduces operating
costs by as much as 20 percent.
There is no one single way to privatize state-owned operations. The objectives of
the country seem to be the prevailing guide. For the Czech Republic, speed was the
overriding factor. To accomplish privatization en masse, the Czech government essentially gave away its businesses to the Czech people. For a nominal fee, vouchers were
sold that allowed Czech citizens to bid on businesses as they went on the auction
block. From 1991 to 1995, more than 1,700 companies were turned over to private
hands. Moreover, three-quarters of the Czech citizens became stockholders in these
newly privatized firms.
In Russia, there has been an “irreversible” shift to private ownership, according
to the World Bank. More than 80 percent of the country’s nonfarm workers are now
employed in the private sector. Eleven million apartment units have been privatized, as
have half of the country’s 240,000 other business firms. Additionally, via a Czech-style
voucher system, 40 million Russians now own stock in more than 15,000 medium- to
large-size corporations that became privatized through mass auctions of state-owned
enterprises.
In China, privatization has proceeded by way of listing state-owned enterprises
(SOEs) on the organized exchanges, thereby making SOEs eligible for private
ownership. In the early 1980s, China launched two stock exchanges—the Shanghai
Stock Exchange and the Shenzhen Stock Exchange—as a part of concerted efforts
toward market-oriented reform. Since their inception, the Chinese stock markets
have grown at a phenomenal pace, becoming some of the largest stock markets in
Asia in terms of capitalization. Currently, more than 2,000 companies are listed on
China’s stock exchanges. China’s stock markets now play a vital role in privatization
of SOEs, raising new capital for business investments and ventures, and propagating corporate ownership among citizens. Foreigners may also participate in the ownership of Chinese firms mainly by investing in the so-called B-shares listed on the
Shanghai or Shenzen stock exchanges or in those shares that are directly listed on the
Hong Kong Stock Exchange (H-shares), New York Stock Exchange, or other inter-
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national exchanges. It is noted that A-shares of Chinese firms are mostly reserved
for domestic investors. While individual and institutional investors are now actively
investing in Chinese shares, the Chinese government still retains the majority stakes
in most public firms.
For some countries, privatization has meant globalization. For example, to achieve
fiscal stability, New Zealand had to open its once-socialist economy to foreign capital. Australian investors now control its commercial banks, and U.S. firms purchased
the national telephone company and timber operations. While workers’ rights have
changed under foreign ownership and a capitalist economy, New Zealand now ranks
high among the most competitive market environments. Fiscal stability has also been
realized. In 1994, New Zealand’s economy grew at a rate of 6 percent and inflation
was under control. As can be seen from the experiences of New Zealand, privatization
has spurred a tremendous increase in cross-border investment.
The subprime mortgage crisis in the United States that began in the summer of 2007 led
to a severe credit crunch, making borrowing and refinancing difficult for households,
firms, and banks. The credit crunch, in turn, escalated to a full-blown global financial
crisis in 2008–2009. The defining moment of the crisis came on September 14, 2008,
when Lehman Brothers, a major U.S. investment bank with a global presence, went
bankrupt. The abrupt failure of an iconic U.S. bank touched off a major crisis of confidence in financial markets and institutions around the world. Stock prices fell precipitously. Output fell and unemployment rose sharply. As shown in Exhibit 1.5, the Dow
Jones Industrial Average (DJIA), a popular U.S. stock market index, fell rapidly from a
peak of 14,164 reached on October 9, 2007, to a trough of 7,062 on February 27, 2009,
a 50 percent decline, while the U.S. unemployment rate began to rise from 4.4 percent
in May 2007 to reach 10.1 percent in October 2009. At the same time, international
trade has been shrinking rapidly. The crisis engulfed not only the advanced economies,
such as the United States, Japan, and the European Union, but also many emerging
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economies, including Brazil, China, and Russia, albeit less severely. The world was
sliding into the “Great Recession,” the most serious, synchronized economic downturn
since the Great Depression.
Subprime mortgages are a financial instrument designed to facilitate home
ownership for low and modest income households. Most subprime mortgages
are adjustable-rate mortgages and are refinanced relatively frequently. Mortgage
banks raise funds for making subprime loans mainly by securitization. Once subprime mortgage loans are originated, they are pooled and packaged into a variety
of mortgage-backed securities and sold to various institutional investors in the
United States and abroad. Subprime mortgages worked as designed while house
prices were rising during 1996–2005. But as U.S. interest rates began to rise in
early 2004 due to the tightening monetary policy of the Federal Reserve, house
prices stopped rising and began to decline in 2006. Subsequently, subprime borrowers started to default, spreading risk among investors and eroding the bank capital
base in the United States and abroad.
What caused the global financial crisis? While it may be early to provide a definitive answer for this important question, it is possible to identify several factors that
are likely to have contributed to the crisis. First, households and financial institutions
borrowed too much and took too much risk. This excessive borrowing and risk taking is, in turn, attributable to the ample supply of liquidity and credit that is due to
(i) the “easy money” policy of the Federal Reserve Bank, a legacy of its former chairman, Allan Greenspan, and also (ii) the massive inflow of foreign money associated
with the recycling of trade surpluses of Asian countries, including China, Japan, and
Korea, and the oil-exporting countries in the Middle East. Second, the crisis was
amplified manyfold and transmitted globally by securitization. Securitization allows
loan originators to avoid bearing the default risk, which leads to a compromised lending standard and increased moral hazard. Also, financial engineers designed opaque
and complex mortgage-based securities that could be used for excessive risk-taking.
These securities were traded infrequently and were often difficult to value. Third,
the “invisible hands” of free markets apparently failed to self-regulate its excesses,
contributing to the banking crisis. At the same time, “light touch” regulations by
government agencies, such as the Securities and Exchange Commission (SEC) and
the Federal Reserve, led to a failure to detect the rising risk in the financial system
and to take regulatory actions in a timely fashion to prevent the crisis. This laissezfaire regulatory stance reflects the broad deregulation of the U.S. economy that has
taken place since the 1980s. The repeal of the Glass-Steagall Act in 1999 is the prima
facie example of the deregulatory trend in the United States. The Act, which was
adopted in the wake of the Great Depression, built a firewall between commercial
and investment banking activities. Its repeal may have encouraged banks to take risks
excessively. Fourth, international financial markets are highly interconnected and
integrated nowadays. Defaults of subprime mortgages in the United States came to
threaten the solvency of the teachers’ retirement program in Norway as the latter
invested in U.S. mortgage-backed securities. The U.S. government was compelled
to rescue AIG, a U.S. insurance company, with a $180 billion package, the most
costly bailout of a single firm in history, as it feared that if AIG were allowed to fail,
it might start a chain reaction of bankruptcies of AIG’s international counterparties
that included Goldman Sachs, Deutsche Bank, Barclays, Union Bank of Switzerland
(UBS), Société Générale, and Merrill Lynch. So AIG was found to be not only too
big, but also too interconnected to fail. In the contemporary world economy, a local
financial shock originating in a market can quickly be transmitted to other markets
through contagion and other channels. No market or institution is an island in an
integrated world.
Facing the severe credit crunch and economic downturn, the U.S. government
took forceful actions to save the banking system and stimulate the economy. As a
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matter of fact, the government acted as the lender of last resort as well as the spender
of last resort to keep the economy floating. Specifically, the Bush administrationimplemented Troubled Asset Relief Program (TARP), which was enacted in October
2008. Seven hundred billion dollars of the TARP fund were injected into the financial
system to buy nonperforming assets and mortgage-related securities from banks and
also to directly strengthen banks’ capital reserves. The Obama administration, in turn,
implemented an $850 billion economic stimulus program to boost economic activities and create jobs. Many governments around the world, notably the U.K., France,
Germany, China, and Korea, implemented similar stimulating measures. In addition,
to prevent future financial crises and costly bailouts, the U.S. government adopted
much tighter rules of finance in July 2010. Among other things, the new rules prohibit banks from making risky investments with their own money, which may endanger the core capital of banks. In addition, a new independent Consumer Financial
Protection Bureau was set up to protect consumers from predatory lending. Also, a
new Financial Stability Oversight Council of regulators chaired by the Treasury secretary would be responsible for carefully monitoring the systemic risk affecting the
entire financial market.
Lastly, it is noteworthy that during the course of the global financial crisis of 2008–
2009, the G-20, composed of both leading developed countries, such as Germany,
Japan, and the United States, and major developing countries, such as Brazil, China,
India, Korea, and South Africa, has emerged as the premier forum for discussing international economic issues and coordinating financial regulations and macroeconomic
policies. We will revisit and discuss these and other related issues in greater detail in
Chapter 11.

Multinational Corporations

In addition to international trade, foreign direct investment by MNCs is a major
force driving globalization of the world economy. According to a UN report, there
are about 60,000 MNCs in the world with over 500,000 foreign affiliates.9 Since
the 1990s, foreign direct investment by MNCs grew at the annual rate of about
10 percent. In comparison, international trade grew at the rate of 3.5 percent during
the same period.
A multinational corporation (MNC) is a business firm incorporated in one country that has production and sales operations in many other countries. The term suggests a firm obtaining raw materials from one national market and financial capital
from another, producing goods with labor and capital equipment in a third country,
and selling the finished product in yet other national markets. Indeed, some MNCs
have operations in dozens of different countries. MNCs obtain financing from major
money centers around the world in many different currencies to finance their operations. Global operations force the treasurer’s office to establish international banking
relationships, place short-term funds in several currency denominations, and effectively manage foreign exchange risk.
Exhibit 1.6 lists the top 40 of the largest 100 MNCs ranked by the size of foreign assets. The list was compiled by the United Nations Conference on Trade and
Development (UNCTAD). Many of the firms on the list are well-known MNCs with
household names because of their presence in consumer product markets. For example, General Electric (GE), General Motors, British Petroleum (BP), Toyota, BMW,
Apple, Walmart, Procter & Gamble, Nestlé, Pfizer, and Siemens are names recognized by most people. By country of origin, U.S. MNCs, with 17 out of the total
of 100, constitute the largest group. The U.K. has 16 MNCs and France 11 in the
9

The source for this information is the United Nations’ World Investment Report, various issues.
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EXHIBIT 1.6
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Corporation

Country/Region

General Electric Co

United States

Industry

Electrical and electronic
equipment
Royal Dutch
United Kingdom
Petroleum
Shell Plc
expl./ref./distr.
Toyota Motor Corp
Japan
Motor vehicles
Exxon Mobil Corp
United States
Petroleum expl./
ref./distr.
Total SA
France
Petroleum expl./
ref./distr.
BP Plc
United Kingdom
Petroleum expl./
ref./distr.
Vodafone Group Plc United Kingdom
Telecommunications
Volkswagen Group
Germany
Motor vehicles
Chevron Corp
United States
Petroleum expl./
ref./distr.
Eni SpA
Italy
Petroleum expl./
ref./distr.
Enel SpA
Italy
Electricity, gas and water
Glencore Xstrata Plc Switzerland
Mining and quarrying
Anheuser-Busch
Belgium
Food, beverages
InBev NV
and tobacco
EDF SA
France
Utilities (electricity,
gas and water)
Nestlé SA
Switzerland
Food, beverages
and tobacco
E.ON AG
Germany
Utilities (electricity,
gas and water)
GDF Suez
France
Utilities (electricity,
gas and water)
Deutsche Telekom AG Germany
Telecommunications
Apple Computer Inc United States
Electrical and electronic
equipment
Honda Motor Co Ltd Japan
Motor vehicles
Mitsubishi Corp
Japan
Wholesale trade
Siemens AG
Germany
Electrical and electronic
equipment
ArcelorMittal
Luxembourg
Metal and metal products
Iberdrola SA
Spain
Utilities (electricity,
gas and water)
Johnson & Johnson
United States
Pharmaceuticals
Nissan Motor Co Ltd Japan
Motor vehicles
Hutchison
Hong Kong, China Diversified
Whampoa Ltd
Fiat S.p.A.
Italy
Motor vehicles
Pfizer Inc
United States
Pharmaceuticals
BMW AG
Germany
Motor vehicles
Wal-Mart Stores Inc United States
Retail and trade
Daimler AG
Germany
Motor vehicles
Telefonica SA
Spain
Telecommunications
Mitsui & Co Ltd
Japan
Wholesale trade
Ford Motor Co
United States
Motor vehicles
CITIC Group
China mainland
Diversified
Statoil ASA
Norway
Petroleum expl./
ref./distr.
Airbus Group NV
France
Aircraft
Novartis AG
Switzerland
Pharmaceuticals
Procter & Gamble Co United States
Diversified

Source: World Investment Report 2014, UNCTAD.

Assets
(in $ Billions)
Foreign
Total

Sales
(in $ Billions)
Foreign
Total

Employment
(in Thousands)
Foreign
Total

331.16

656.56

74.38

142.94

135.00

307.00

301.90

357.51

275.65

451.24

67.00

92.00

274.38
231.03

403.09
346.81

171.23
237.44

256.38
390.25

137.00
45.22

333.50
75.00

226.72

238.87

175.70

227.90

65.60

98.80

202.90

305.69

250.37

379.14

64.30

83.90

182.84
176.66
175.74

202.76
446.56
253.75

59.06
211.49
122.98

69.28
261.56
211.66

83.42
317.80
32.60

91.27
572.80
64.60

141.02

190.13

109.89

152.31

56.51

83.89

140.40
135.08
134.55

226.01
154.93
141.67

61.87
153.91
39.41

106.92
232.69
43.20

37.13
180.53
144.89

71.39
190.00
154.59

130.16

353.57

46.98

100.36

28.98

158.47

124.73

129.97

98.03

99.67

323.00

333.00

124.43

179.99

115.07

162.57

49.81

62.24

121.40

219.76

72.13

118.56

73.00

147.20

120.35
119.92

162.67
207.00

50.05
104.71

79.84
170.91

111.95
50.32

228.60
84.40

118.48
112.76
110.46

151.97
148.75
137.86

96.06
17.64
85.44

118.18
75.73
99.54

120.99
19.79
244.00

190.34
65.98
362.00

109.60
108.68

112.31
127.24

74.37
23.53

79.44
44.11

175.56
18.70

232.00
30.68

96.80
95.23
91.44

132.68
143.03
105.17

39.40
81.17
26.13

71.31
104.61
33.04

75.22
93.24
215.27

128.10
160.53
260.00

90.98
90.40
88.37
88.21
87.26
87.16
86.02
79.09
78.60
78.18

119.47
172.10
190.51
204.75
232.02
163.65
107.02
203.75
565.88
144.74

106.05
31.31
85.32
137.61
116.53
58.24
22.21
61.46
9.56
23.95

115.26
51.58
100.98
476.29
156.64
75.76
57.29
146.92
55.49
105.45

163.08 225.59
48.27
77.70
80.67 110.35
800.00 2200.00
107.10 274.62
76.97 126.73
36.29
45.15
97.00 181.00
25.29 125.22
3.08
23.41

77.61
71.94
70.98

128.47
126.25
139.26

72.53
57.19
51.34

78.67
57.92
84.17

89.55
73.08
88.75

144.06
135.70
121.00
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SUMMARY

This chapter provided an introduction to 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.
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top 100, followed by Germany and Japan with 10 each, and Switzerland with 5. It
is interesting to note that some Swiss firms are extremely multinational. Nestlé, for
instance, derives about 98 percent of its sales from overseas markets, and employs
about 322,996 workers, 97 percent of its total employment, outside Switzerland.
Obviously, MNCs make a significant contribution to the creation of job opportunities
around the world.
MNCs may gain from their global presence in a variety of ways. First of all, MNCs
can benefit from the economy of scale by (i) spreading R&D expenditures and advertising costs over their global sales, (ii) pooling global purchasing power over suppliers,
(iii) utilizing their technological and managerial know-how globally with minimum
additional costs, and so forth. Furthermore, MNCs can use their global presence to
take advantage of underpriced labor services available in certain developing countries,
and gain access to special R&D capabilities residing in advanced foreign countries.
MNCs can indeed leverage their global presence to boost their profit margins and create shareholder value.
In recent years, companies are increasingly using offshore outsourcing as a way
of saving costs and boosting productivity. For example, when Microsoft entered the
video game market, it decided to outsource production of the Xbox gaming console
to Flextronics, a Singapore-based contract manufacturer. Flextronics, in turn, decided
to manufacture all Xbox consoles in China. This outsourcing decision allows Microsoft, a company mainly known for its strength in software, to benefit from the manufacturing and logistics capabilities of Flextronics and low labor costs in China. Like
Microsoft, many companies around the world are using outsourcing to enhance their
competitive positions in the marketplace.
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5. The subprime mortgage crisis in the United States that began in the summer
of 2007 led to a severe credit crunch. The credit crunch, in turn, escalated to a
major global financial crisis in 2008–2009. The global financial crisis may be
attributable to several factors, including (i) excessive borrowing and risk taking
by both households and banks, (ii) failure of government regulators to detect the
rising risk in the financial system and take timely preventive actions, and (iii) the
interconnected and integrated nature of financial markets. In addition, the world
economy was buffeted by Europe’s sovereign-debt crisis. The crisis started in
Greece in December 2009 when it was disclosed that the country’s budget deficit
would be far worse than previously forecasted. The panic spread among weak
European economies. The interest rates in these countries rose sharply and, at the
same time, the euro depreciated sharply in currency markets, hurting its credibility as a major global currency.
6. 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.
7. 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 an 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 all over
the world.

MINI CASE

Nike and Sweatshop Labor
Nike, a company headquartered in Beaverton, Oregon, is a major force in the sports footwear and fashion industry, with annual sales exceeding $30 billion, more than half of which
now come from outside the United States. The company was co-founded in 1964 by Phil
Knight, a CPA at Price Waterhouse, and Bill Bowerman, college track coach, each investing $500 to start. The company, initially called Blue Ribbon Sports, changed its name to
Nike in 1971 and adopted the “Swoosh” logo—recognizable around the world—originally
designed by a college student for $35. Nike became highly successful in designing and
marketing mass-appealing products such as the Air Jordan, the best-selling athletic shoe
of all time.
Nike has no production facilities in the United States. Rather, the company manufactures athletic shoes and garments in such Asian countries as China, Indonesia, and
Vietnam using subcontractors, and sells the products in the U.S. and international markets.
In each of those Asian countries where Nike has production facilities, the rates of unemployment and under-employment are relatively high. The wage rate is very low in those
countries by U.S. standards—the hourly wage rate in the manufacturing sector is less than
$2 in those countries, compared with about $35 in the United States. In addition, workers
in those countries often operate in poor and unhealthy environments and their rights are
not particularly well protected. Understandably, host countries are eager to attract foreign
investments like Nike’s to develop their economies and raise the living standards of their
citizens. Recently, however, Nike came under worldwide criticism for its practice of hiring
workers for such a low rate of pay—“next to nothing” in the words of critics—and overlook-
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ing poor working conditions in host countries.
Initially, Nike denied the sweatshop charges and lashed out at critics. But later, the
company began monitoring the labor practices at its overseas factories and grading the
factories in order to improve labor standards. Nike also agreed to random factory inspections by disinterested parties.

Discussion Points
1. Do you think the criticism of Nike is fair, considering that the host countries are in
dire needs of creating jobs?
2. What do you think Nike’s executives might have done differently to prevent the
sensitive charges of sweatshop labor in overseas factories?
3. Do firms need to consider the so-called corporate social responsibilities in making
investment decisions?
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Appendix

1A

Gain from Trade: The
Theory of Comparative
Advantage
The theory of comparative advantage was originally advanced by the 19th-century
economist David Ricardo as an explanation for why nations trade with one another.
The theory claims that economic well-being is enhanced if each country’s citizens
produce that which they have a comparative advantage in producing relative to the citizens of other countries, and then trade products. Underlying the theory are the assumptions of free trade between nations and that the factors of production (land, labor,
technology, and capital) are relatively immobile. Consider the example described in
Exhibit A.1 as a vehicle for explaining the theory.
Exhibit A.1 assumes two countries, A and B, which each produce only food and
textiles, but they do not trade with one another. Country A and B each have 60,000,000
units of input. Each country presently allocates 40,000,000 units to the production of
food and 20,000,000 units to the production of textiles. Examination of the exhibit
shows that Country A can produce five pounds of food with one unit of production
or three yards of textiles. Country B has an absolute advantage over Country A in
the production of both food and textiles. Country B can produce 15 pounds of food
or four yards of textiles with one unit of production. When all units of production are
employed, Country A can produce 200,000,000 pounds of food and 60,000,000 yards
of textiles. Country B can produce 600,000,000 pounds of food and 80,000,000 yards
of textiles. Total output is 800,000,000 pounds of food and 140,000,000 yards of textiles. Without trade, each nation's citizens can consume only what they produce.
While it is clear from the examination of Exhibit A.1 that Country B has an absolute
advantage in the production of food and textiles, it is not so clear that Country A (B)
has a relative advantage over Country B (A) in producing textiles (food). Note that in
using units of production, Country A can “trade off ” one unit of production needed to
produce five pounds of food for three yards of textiles. Thus, a yard of textiles has an
opportunity cost of 5/3 = 1.67 pounds of food, or a pound of food has an opportunity
cost of 3/5 = .60 yards of textiles. Analogously, Country B has an opportunity cost
of 15/4 = 3.75 pounds of food per yard of textiles, or 4/15 = .27 yards of textiles per
pound of food. When viewed in terms of opportunity costs it is clear that Country A

EXHIBIT A.1
Input/Output
without Trade

Country

I.
II.
III.
IV.
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Units of input (000,000)
Food
Textiles
Output per unit of input (lbs. or yards)
Food
Textiles
Total output (lbs. or yards) (000,000)
Food
Textiles
Consumption (lbs. or yards) (000,000)
Food
Textiles

A

B

Total

40
20

40
20

5
3

15
4

200
60

600
80

800
140

200
60

600
80

800
140
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EXHIBIT A.2
Input/Output with
Free Trade

Country

I.
II.
III.
IV.

Units of input (000,000)
Food
Textiles
Output per unit of input (lbs. or yards)
Food
Textiles
Total output (lbs. or yards) (000,000)
Food
Textiles
Consumption (lbs. or yards) (000,000)
Food
Textiles

A

B

Total

20
40

50
10

5
3

15
4

100
120

750
40

850
160

225
70

625
90

850
160

is relatively more efficient in producing textiles and Country B is relatively more efficient in producing food. That is, Country A’s (B’s) opportunity cost for producing
textiles (food) is less than Country B’s (A’s). A relative efficiency that shows up via a
lower opportunity cost is referred to as a comparative advantage.
Exhibit A.2 shows that when there are no restrictions or impediments to free
trade, such as import quotas, import tariffs, or costly transportation, the economic
well-being of the citizens of both countries is enhanced through trade. Exhibit A.2
shows that Country A has shifted 20,000,000 units from the production of food to
the production of textiles where it has a comparative advantage and that Country B
has shifted 10,000,000 units from the production of textiles to the production of food
where it has a comparative advantage. Total output is now 850,000,000 pounds of
food and 160,000,000 yards of textiles. Suppose that Country A and Country B agree
on a price of 2.50 pounds of food for one yard of textiles, and that Country A sells
Country B 50,000,000 yards of textiles for 125,000,000 pounds of food. With free
trade, Exhibit A.2 makes it clear that the citizens of each country have increased their
consumption of food by 25,000,000 pounds and textiles by 10,000,000 yards.

PROBLEMS

1. Country C can produce seven pounds of food or four yards of textiles per unit of
input. Compute the opportunity cost of producing food instead of textiles. Similarly,
compute the opportunity cost of producing textiles instead of food.
2. Consider the no-trade input/output situation presented in the following table for
countries X and Y. Assuming that free trade is allowed, develop a scenario that will
benefit the citizens of both countries.

Input/Output
without Trade

Country

I.
II.
III.
IV.

Units of input (000,000)
Food
Textiles
Output per unit of input (lbs. or yards)
Food
Textiles
Total output (lbs. or yards) (000,000)
Food
Textiles
Consumption (lbs. or yards) (000,000)
Food
Textiles

X

Y

Total

70
40

60
30

17
5

5
2

1,190
200

300
60

1,490
260

1,190
200

300
60

1,490
260
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Summary
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THIS CHAPTER EXAMINES the international monetary
system, which defines the overall financial environment in
which multinational corporations and international investors
operate. As mentioned in Chapter 1, the exchange rates among
major currencies, such as the U.S. dollar, British pound, Swiss
franc, and Japanese yen, have been fluctuating since the fixed
exchange rate regime was abandoned in 1973. Consequently,
corporations nowadays are operating in an environment in
which exchange rate changes may adversely affect their competitive positions in the marketplace. This situation, in turn,
makes it necessary for many firms to carefully measure and
manage their exchange risk exposure. Similarly, international
investors face the problem of fluctuating exchange rates affecting their portfolio returns. As we will discuss shortly, however,
many European countries have adopted a common currency
called the euro, rendering intra-European trade and investment
much less susceptible to exchange risk. The complex international monetary arrangements imply that for adroit financial
decision making, it is essential for managers to understand,
in detail, the arrangements and workings of the international
monetary system.
The international monetary system can be defined as
the institutional framework within which international payments are made, movements of capital are accommodated,
and exchange rates among currencies are determined. It is a
complex whole of agreements, rules, institutions, mechanisms,
and policies regarding exchange rates, international payments,
and the flow of capital. The international monetary system has
evolved over time and will continue to do so in the future as the
fundamental business and political conditions underlying the world economy continue
to shift. In this chapter, we will review the history of the international monetary system and contemplate its future prospects. In addition, we will compare and contrast
the alternative exchange rate systems, that is, fixed versus flexible exchange rates.
For astute financial management, it is important to understand the dynamic nature of
international monetary environments.

Evolution of the International Monetary System

The international monetary system went through several distinct stages of evolution.
These stages are summarized as follows:
1. Bimetallism: Before 1875.
2. Classical gold standard: 1875–1914.
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3. Interwar period: 1915–1944.
4. Bretton Woods system: 1945–1972.
5. Flexible exchange rate regime: Since 1973.
We now examine each of the five stages in some detail.

Bimetallism: Before 1875

Prior to the 1870s, many countries had bimetallism, that is, a double standard in that
free coinage was maintained for both gold and silver. In Great Britain, for example,
bimetallism was maintained until 1816 (after the conclusion of the Napoleonic Wars)
when Parliament passed a law maintaining free coinage of gold only, abolishing the
free coinage of silver. In the United States, bimetallism was adopted by the Coinage
Act of 1792 and remained a legal standard until 1873, when Congress dropped the
silver dollar from the list of coins to be minted. France, on the other hand, introduced
and maintained its bimetallism from the French Revolution to 1878. Some other
countries such as China, India, Germany, and Holland were on the silver standard.
The international monetary system before the 1870s can be characterized as
“bimetallism” in the sense that both gold and silver were used as international means of
payment and that the exchange rates among currencies were determined by either their
gold or silver contents.1 Around 1870, for example, the exchange rate between the British
pound, which was fully on a gold standard, and the French franc, which was officially
on a bimetallic standard, was determined by the gold content of the two currencies. On
the other hand, the exchange rate between the franc and the German mark, which was on
a silver standard, was determined by the silver content of the currencies. The exchange
rate between the pound and the mark was determined by their exchange rates against
the franc. It is also worth noting that, due to various wars and political upheavals, some
major countries such as the United States, Russia, and Austria-Hungary had irredeemable
currencies at one time or another during the period 1848–1879. One might say that the
international monetary system was less than fully systematic up until the 1870s.
Countries that were on the bimetallic standard often experienced the well-known
phenomenon referred to as Gresham’s law. Since the exchange ratio between the
two metals was fixed officially, only the abundant metal was used as money, driving
more scarce metal out of circulation. This is Gresham’s law, according to which “bad”
(abundant) money drives out “good” (scarce) money. For example, when gold from
newly discovered mines in California and Australia poured into the market in the
1850s, the value of gold became depressed, causing overvaluation of gold under the
French official ratio, which equated a gold franc to a silver franc 15½ times as heavy.
As a result, the franc effectively became a gold currency.

Classical Gold Standard: 1875–1914

Mankind’s fondness for gold as a storage of wealth and means of exchange dates back
to antiquity and was shared widely by diverse civilizations. Christopher Columbus
once said, “Gold constitutes treasure, and he who possesses it has all he needs in this
world.” The first full-fledged gold standard, however, was not established until 1821
in Great Britain, when notes from the Bank of England were made fully redeemable
for gold. As previously mentioned, France was effectively on the gold standard beginning in the 1850s and formally adopted the standard in 1878. The newly emergent
German empire, which was to receive a sizable war indemnity from France, converted
1
This does not imply that each individual country was on a bimetallic standard. In fact, many countries were on
either a gold standard or a silver standard until the 1870s.

28

PART ONE

FOUNDATIONS OF INTERNATIONAL FINANCIAL MANAGEMENT

to the gold standard in 1875, discontinuing free coinage of silver. The United States
adopted the gold standard in 1879, Russia and Japan in 1897.
One can say roughly that the international gold standard existed as a historical
reality during the period 1875–1914. The majority of countries got off gold in 1914
when World War I broke out. The classical gold standard as an international monetary
system thus lasted for about 40 years. During this period, London became the center
of the international financial system, reflecting Britain’s advanced economy and its
preeminent position in international trade.
An international gold standard can be said to exist when, in most major countries,
(i) gold alone is assured of unrestricted coinage, (ii) there is two-way convertibility
between gold and national currencies at a stable ratio, and (iii) gold may be freely
exported or imported. In order to support unrestricted convertibility into gold, banknotes need to be backed by a gold reserve of a minimum stated ratio. In addition, the
domestic money stock should rise and fall as gold flows in and out of the country. The
above conditions were roughly met between 1875 and 1914.
Under the gold standard, the exchange rate between any two currencies will be
determined by their gold content. For example, suppose that the pound is pegged to
gold at six pounds per ounce, whereas one ounce of gold is worth 12 francs. The
exchange rate between the pound and the franc should then be two francs per pound.
To the extent that the pound and the franc remain pegged to gold at given prices, the
exchange rate between the two currencies will remain stable. There were indeed no
significant changes in exchange rates among the currencies of such major countries
as Great Britain, France, Germany, and the United States during the entire period. For
example, the dollar–sterling exchange rate remained within a narrow range of $4.84
and $4.90 per pound. Highly stable exchange rates under the classical gold standard
provided an environment that was conducive to international trade and investment.
Under the gold standard, misalignment of the exchange rate will be automatically
corrected by cross-border flows of gold. In the above example, suppose that one
pound is trading for 1.80 francs at the moment. Because the pound is undervalued in
the exchange market, people will buy pounds with francs, but not francs with pounds.
For people who need francs, it would be cheaper first to buy gold from the Bank
of England and ship it to France and sell it for francs. For example, suppose that
you need to buy 1,000 francs using pounds. If you buy 1,000 francs in the exchange
market, it will cost you £555.56 at the exchange rate of Fr1.80/£. Alternatively, you
can buy 83.33 = 1,000/12 ounces of gold from the Bank of England for £500:
£500 = (1,000/12) × 6
Then you could ship it to France and sell it to the Bank of France for 1,000 francs.
This way, you can save about £55.56.2 Since people only want to buy, not sell, pounds
at the exchange rate of Fr1.80/£, the pound will eventually appreciate to its fair value,
namely, Fr2.0/£.
Under the gold standard, international imbalances of payment will also be corrected
automatically. Consider a situation where Great Britain exported more to France than
the former imported from the latter. This kind of trade imbalance will not persist under
the gold standard. Net export from Great Britain to France will be accompanied by a
net flow of gold in the opposite direction. This international flow of gold from France
to Great Britain will lead to a lower price level in France and, at the same time, a
higher price level in Great Britain. (Recall that under the gold standard, the domestic
money stock is supposed to rise or fall as the country experiences an inflow or outflow
of gold.) The resultant change in the relative price level, in turn, will slow exports
from Great Britain and encourage exports from France. As a result, the initial net
In this example, we ignored shipping costs. But as long as the shipping costs do not exceed £55.56, it is still
advantageous to buy francs via “gold export” than via the foreign exchange market.
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export from Great Britain will eventually disappear. This adjustment mechanism is
referred to as the price-specie-flow mechanism, which is attributed to David Hume,
a Scottish philosopher.3
Despite its demise a long time ago, the gold standard still has ardent supporters in
academic, business, and political circles, which view it as an ultimate hedge against
price inflation. Gold has a natural scarcity and no one can increase its quantity at will.
Therefore, if gold serves as the sole base for domestic money creation, the money
supply cannot get out of control and cause inflation. In addition, if gold is used as
the sole international means of payment, then countries’ balance of payments will be
regulated automatically via the movements of gold.4 As a result, no country may have
a persistent trade deficit or surplus.
The gold standard, however, has a few key shortcomings. First of all, the supply of
newly minted gold is so restricted that the growth of world trade and investment can be
seriously hampered for the lack of sufficient monetary reserves. The world economy
can face deflationary pressures. Second, whenever the government finds it politically
necessary to pursue national objectives that are inconsistent with maintaining the
gold standard, it can abandon the gold standard. In other words, the international gold
standard per se has no mechanism to compel each major country to abide by the rules
of the game.5 For such reasons, it is not very likely that the classical gold standard will
be restored in the foreseeable future.

Interwar Period: 1915–1944

World War I ended the classical gold standard in August 1914, as major countries such
as Great Britain, France, Germany, and Russia suspended redemption of banknotes
in gold and imposed embargoes on gold exports. After the war, many countries,
especially Germany, Austria, Hungary, Poland, and Russia, suffered hyperinflation.
The German experience provides a classic example of hyperinflation: By the end
of 1923, the wholesale price index in Germany was more than 1 trillion (!) times
as high as the prewar level. Freed from wartime pegging, exchange rates among
currencies were fluctuating in the early 1920s. During this period, countries widely
used “predatory” depreciations of their currencies as a means of gaining advantages in
the world export market.
As major countries began to recover from the war and stabilize their economies, they
attempted to restore the gold standard. The United States, which replaced Great Britain
as the dominant financial power, spearheaded efforts to restore the gold standard. With
only mild inflation, the United States was able to lift restrictions on gold exports and
return to a gold standard in 1919. In Great Britain, Winston Churchill, the chancellor
of the Exchequer, played a key role in restoring the gold standard in 1925. Besides
Great Britain, such countries as Switzerland, France, and the Scandinavian countries
restored the gold standard by 1928.
The international gold standard of the late 1920s, however, was not much more
than a facade. Most major countries gave priority to the stabilization of domestic
economies and systematically followed a policy of sterilization of gold by matching
inflows and outflows of gold respectively with reductions and increases in domestic
money and credit. The Federal Reserve of the United States, for example, kept some
The price-specie-flow mechanism will work only if governments are willing to abide by the rules of the game
by letting the money stock rise and fall as gold flows in and out. Once the government demonetizes (neutralizes)
gold, the mechanism will break down. In addition, the effectiveness of the mechanism depends on the price
elasticity of the demand for imports.
4
The balance of payments will be discussed in detail in Chapter 3.
5
This point need not be viewed as a weakness of the gold standard per se, but it casts doubt on the long-term
feasibility of the gold standard.
3
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gold outside the credit base by circulating it as gold certificates. The Bank of England
also followed the policy of keeping the amount of available domestic credit stable by
neutralizing the effects of gold flows. In a word, countries lacked the political will to
abide by the “rules of the game,” and so the automatic adjustment mechanism of the
gold standard was unable to work.
Even the facade of the restored gold standard crumbled down in the wake of the
Great Depression and the accompanying financial crises. Following the stock market
crash and the onset of the Great Depression in 1929, many banks, especially in Austria, Germany, and the United States, suffered sharp declines in their portfolio values,
touching off runs on the banks. Against this backdrop, Britain experienced a massive
outflow of gold, which resulted from chronic balance-of-payment deficits and lack of
confidence in the pound sterling. Despite coordinated international efforts to rescue
the pound, British gold reserves continued to fall to the point where it was impossible
to maintain the gold standard. In September 1931, the British government suspended
gold payments and let the pound float. As Great Britain got off gold, countries such
as Canada, Sweden, Austria, and Japan followed suit by the end of 1931. The United
States got off gold in April 1933 after experiencing a spate of bank failures and outflows of gold. Lastly, France abandoned the gold standard in 1936 because of the
flight from the franc, which, in turn, reflected the economic and political instability
following the inception of the socialist Popular Front government led by Leon Blum.
Paper standards came into being when the gold standard was abandoned.
In sum, the interwar period was characterized by economic nationalism, halfhearted
attempts and failure to restore the gold standard, economic and political instabilities,
bank failures, and panicky flights of capital across borders. No coherent international
monetary system prevailed during this period, with profoundly detrimental effects on
international trade and investment. It is during this period that the U.S. dollar emerged
as the dominant world currency, gradually replacing the British pound for the role.

Bretton Woods System: 1945–1972

In July 1944, representatives of 44 nations gathered at Bretton Woods, New
Hampshire, to discuss and design the postwar international monetary system. After
lengthy discussions and bargains, representatives succeeded in drafting and signing the
Articles of Agreement of the International Monetary Fund (IMF), which constitutes
the core of the Bretton Woods system. The agreement was subsequently ratified by
the majority of countries to launch the IMF in 1945. The IMF embodied an explicit set
of rules about the conduct of international monetary policies and was responsible for
enforcing these rules. Delegates also created a sister institution, the International Bank
for Reconstruction and Development (IBRD), better known as the World Bank, that
was chiefly responsible for financing individual development projects.
In designing the Bretton Woods system, representatives were concerned with
how to prevent the recurrence of economic nationalism with destructive “beggarthy-neighbor” policies and how to address the lack of clear rules of the game
plaguing the interwar years. The British delegates led by John Maynard Keynes
proposed an international clearing union that would create an international
reserve asset called “bancor.” Countries/regions would accept payments in bancor to
settle international transactions, without limit. They would also be allowed to acquire
bancor by using overdraft facilities with the clearing union. On the other hand, the
American delegates, headed by Harry Dexter White, proposed a currency pool to
which member countries/regions would make contributions and from which they might
borrow to tide themselves over during short-term balance-of-payments deficits.
Both delegates desired exchange rate stability without restoring an international
gold standard. The American proposal was largely incorporated into the Articles of
Agreement of the IMF.
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EXHIBIT 2.1
The Design of the
Gold-Exchange System

British
pound

German
mark

French
franc

Par value

Par value

Par value

U.S. dollar
Pegged at $35/oz.
Gold

Under the Bretton Woods system, each country /region established a par value in relation to the U.S. dollar, which was pegged to gold at $35 per ounce. This point is illustrated
in Exhibit 2.1. Each country/region was responsible for maintaining its exchange rate
within ±1 percent of the adopted par value by buying or selling foreign exchanges as
necessary. However, a member country with a “fundamental disequilibrium” may be
allowed to make a change in the par value of its currency. Under the Bretton Woods
system, the U.S. dollar was the only currency that was fully convertible to gold; other
currencies were not directly convertible to gold. Countries held U.S. dollars, as well as
gold, for use as an international means of payment. Because of these arrangements, the
Bretton Woods system can be described as a dollar-based gold-exchange standard.
A country on the gold-exchange standard holds most of its reserves in the form of
currency of a country that is really on the gold standard.
Advocates of the gold-exchange system argue that the system economizes on gold
because countries can use not only gold but also foreign exchanges as an international
means of payment. Foreign exchange reserves offset the deflationary effects of limited
addition to the world’s monetary gold stock. Another advantage of the gold-exchange
system is that individual countries can earn interest on their foreign exchange holdings,
whereas gold holdings yield no returns. In addition, countries can save transaction costs
associated with transporting gold across countries under the gold-exchange system.
An ample supply of international monetary reserves coupled with stable exchange
rates provided an environment highly conducive to the growth of international trade
and investment throughout the 1950s and 1960s.
Professor Robert Triffin warned, however, that the gold-exchange system was
programmed to collapse in the long run. To satisfy the growing need for reserves,
the United States had to run balance-of-payments deficits continuously, thereby
supplying the dollar to the rest of the world. Yet if the United States ran perennial
balance-of-payments deficits, it would eventually impair the public confidence in the
dollar, triggering a run on the dollar. Under the gold-exchange system, the reservecurrency country should run balance-of-payments deficits to supply reserves, but if
such deficits are large and persistent, they can lead to a crisis of confidence in the
reserve currency itself, causing the downfall of the system. This dilemma, known as
the Triffin paradox, was indeed responsible for the eventual collapse of the dollarbased gold-exchange system in the early 1970s.
The United States began to experience trade deficits with the rest of the world in
the late 1950s, and the problem persisted into the 1960s. By the early 1960s the total
value of the U.S. gold stock, when valued at $35 per ounce, fell short of foreign dollar
holdings. This naturally created concern about the viability of the dollar-based system.
Against this backdrop, President Charles de Gaulle prodded the Bank of France to
buy gold from the U.S. Treasury, unloading its dollar holdings. Efforts to remedy the
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problem centered on (i) a series of dollar defense measures taken by the U.S. government
and (ii) the creation of a new reserve asset, special drawing rights (SDRs), by the IMF.
In 1963, President John Kennedy imposed the Interest Equalization Tax (IET) on U.S.
purchases of foreign securities in order to stem the outflow of dollars. The IET was
designed to increase the cost of foreign borrowing in the U.S. bond market. In 1965, the
Federal Reserve introduced the U.S. voluntary Foreign Credit Restraint Program (FCRP),
which regulated the amount of dollars U.S. banks could lend to U.S. multinational
companies engaged in foreign direct investments. In 1968, these regulations became
legally binding. Such measures as IET and FCRP lent a strong impetus to the rapid
growth of the Eurodollar market, which is a transnational, unregulated fund market.
To partially alleviate the pressure on the dollar as the central reserve currency,
the IMF created an artificial international reserve called the SDR in 1970. The SDR,
which is a basket currency comprising major individual currencies, was allotted to the
members of the IMF, who could then use it for transactions among themselves or with
the IMF. In addition to gold and foreign exchanges, countries could use the SDR to
make international payments.
Initially, the SDR was designed to be the weighted average of 16 currencies of those
countries whose shares in world exports were more than 1 percent. The percentage
share of each currency in the SDR was about the same as the country’s share in world
exports. In 1981, however, the SDR was greatly simplified to comprise only five major
currencies: U.S. dollar, German mark, Japanese yen, British pound, and French franc.
As Exhibit 2.2 shows, the weight for each currency is updated periodically, reflecting
the relative importance of each country in the world trade of goods and services
and the amount of the currencies held as reserves by the members of the IMF. With the
advent of the euro in 1999, the SDR became composed of just four major currencies:
the U.S. dollar, the euro, the British pound, and the Japanese yen. In 2016, the Chinese
yuan was added to the SDR basket. As a result, the SDR is currently composed of the
U.S. dollar (41.73 percent weight), euro (30.93 percent), Chinese yuan (10.92 percent),
Japanese yen (8.33 percent), and British pound (8.00 percent).
The SDR is used not only as a reserve asset but also as a denomination currency
for international transactions. Because the SDR is a “portfolio” of currencies, its value
tends to be more stable than the value of any individual currency included in the SDR.
The portfolio nature of the SDR makes it an attractive denomination currency for
international commercial and financial contracts under exchange rate uncertainty.
The efforts to support the dollar-based gold-exchange standard, however, turned
out to be ineffective in the face of expansionary monetary policy and rising inflation
in the United States, which were related to the financing of the Vietnam War and
the Great Society program. In the early 1970s, it became clear that the dollar was
over-valued, especially relative to the mark and the yen. As a result, the German and
Japanese central banks had to make massive interventions in the foreign exchange
market to maintain their par values. Given the unwillingness of the United States to
control its monetary expansion, the repeated central bank interventions could not solve
The Composition of the Special Drawing Right (SDR)a

EXHIBIT 2.2
Currencies

U.S. dollar
Euro
German mark
Japanese yen
British pound
French franc
Chinese renminbi

1986– 1990

1991–1995

42%
—
19
15
12
12
—

a
The composition of the SDR changes every 5 years.
Source: International Monetary Fund.

40%
—
21
17
11
11
—

1996–2000

39%
—
21
18
11
11
—

2001–2005

45%
29
—
15
11
—
—

2006–2010

44%
34
—
11
11
—
—

2011–2015

41.9%
37.4
—
9.4
11.3
—
—

2016–2020

41.73%
30.93
—
8.33
8.09
—
10.92
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the underlying disparities. In August 1971, President Richard Nixon suspended the
convertibility of the dollar into gold and imposed a 10 percent import surcharge. The
foundation of the Bretton Woods system began to crack under the strain.
In an attempt to save the Bretton Woods system, 10 major countries, known as the
Group of Ten, met at the Smithsonian Institution in Washington, D.C., in December 1971. They reached the Smithsonian Agreement, according to which (i) the price
of gold was raised to $38 per ounce, (ii) each of the other countries revalued its currency against the U.S. dollar by up to 10 percent, and (iii) the band within which the
exchange rates were allowed to move was expanded from 1 percent to 2.25 percent in
either direction.
The Smithsonian Agreement lasted for little more than a year before it came under
attack again. Clearly, the devaluation of the dollar was not sufficient to stabilize the
situation. In February 1973, the dollar came under heavy selling pressure, again
prompting central banks around the world to buy dollars. The price of gold was further
raised from $38 to $42 per ounce. By March 1973, European and Japanese currencies
were allowed to float, completing the decline and fall of the Bretton Woods system.
Since then, the exchange rates among such major currencies as the dollar, the mark
(later succeeded by the euro), the pound, and the yen have been fluctuating against
each other.

The Flexible Exchange Rate Regime: 1973–Present

The flexible exchange rate regime that followed the demise of the Bretton Woods
system was ratified after the fact in January 1976 when the IMF members met in
Jamaica and agreed to a new set of rules for the international monetary system. The
key elements of the Jamaica Agreement include
1. Flexible exchange rates were declared acceptable to the IMF members, and
central banks were allowed to intervene in the exchange markets to iron out
unwarranted volatilities.
2. Gold was officially abandoned (i.e., demonetized) as an international reserve
asset. Half of the IMF’s gold holdings were returned to the members and the
other half were sold, with the proceeds to be used to help poor nations.
3. Non-oil-exporting countries and less-developed countries were given greater
access to IMF funds.
The IMF continued to provide assistance to countries facing balance-of-payments
and exchange rate difficulties. The IMF, however, extended assistance and loans
to the member countries on the condition that those countries follow the IMF’s
macroeconomic policy prescriptions. This “conditionality,” which often involves
deflationary macroeconomic policies and elimination of various subsidy programs,
provoked resentment among the people of developing countries receiving the IMF’s
balance-of-payments loans.
As can be expected, exchange rates have become substantially more volatile since
March 1973 than they were under the Bretton Woods system. Exhibit 2.3 summarizes
the behavior of the dollar exchange rate since 1960. The exhibit shows the exchange
rate between the U.S. dollar and a weighted basket of 21 other major currencies. The
decline of the dollar between 1970 and 1973 represents the transition from the Bretton
Woods to the flexible exchange rate system. The most conspicuous phenomena shown in
Exhibit 2.3 are the dollar’s spectacular rise between 1980 and 1984 and its equally spectacular decline between 1985 and 1988. These unusual episodes merit some discussion.
Following the U.S. presidential election of 1980, the Reagan administration ushered
in a period of growing U.S. budget deficits and balance-of-payments deficits. The U.S.
dollar, however, experienced a major appreciation throughout the first half of the 1980s
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The Trade-Weighted Value of the U.S. Dollar since 1964a

EXHIBIT 2.3
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The value of the U.S. dollar represents the nominal exchange rate index (2010 = 100) with weights derived from trade among 27 industrialized countries.

Source: Bank for International Settlements.

because of the large-scale inflows of foreign capital caused by unusually high real interest rates available in the United States. To attract foreign investment to help finance the
budget deficit, the United States had to offer high real interest rates. The heavy demand
for dollars by foreign investors pushed up the value of the dollar in the exchange market.
The value of the dollar reached its peak in February 1985 and then began a persistent downward drift until it stabilized in 1988. The reversal in the exchange rate trend
partially reflected the effect of the record-high U.S. trade deficit, about $160 billion in
1985, brought about by the soaring dollar. The downward trend was also reinforced by
concerted government interventions. In September 1985, the so-called G-5 countries
(France, Japan, Germany, the U.K., and the United States) met at the Plaza Hotel in
New York and reached what became known as the Plaza Accord. They agreed that
it would be desirable for the dollar to depreciate against most major currencies to
solve the U.S. trade deficit problem and expressed their willingness to intervene in
the exchange market to realize this objective. The slide of the dollar that had begun in
February was further precipitated by the Plaza Accord.
As the dollar continued its decline, the governments of the major industrial countries
began to worry that the dollar may fall too far. To address the problem of exchange rate
volatility and other related issues, the G-7 economic summit meeting was convened in
Paris in 1987.6 The meeting produced the Louvre Accord, according to which:
1. The G-7 countries would cooperate to achieve greater exchange rate stability.
2. The G-7 countries agreed to more closely consult and coordinate their
macroeconomic policies.
The Louvre Accord marked the inception of the managed-float system under which
the G-7 countries would jointly intervene in the exchange market to correct over- or
undervaluation of currencies. Following the Louvre Accord, exchange rates became
relatively more stable for a while. During the period 1996–2001, however, the U.S.
dollar generally appreciated, reflecting a robust performance of the U.S. economy
fueled by the technology boom. During this period, foreigners invested heavily in the
6

The G-7 is composed of Canada, France, Japan, Germany, Italy, the U.K., and the United States.

CHAPTER 2

INTERNATIONAL MONETARY SYSTEM

35

United States to participate in the booming U.S. economy and stock markets. This
helped the dollar to appreciate. In 2001, however, the U.S. dollar began to depreciate
due to a sharp stock market correction, the ballooning trade deficits, and the increased
political uncertainty following the September 11 incident.

The Current Exchange Rate Arrangements

Although the most actively traded currencies of the world, such as the dollar, the yen,
the pound, and the euro, may be fluctuating against each other, a significant number
of the world’s currencies are pegged to single currencies, particularly the U.S. dollar
and the euro, or baskets of currencies such as the SDR. The current exchange rate
arrangements as classified by the IMF are provided in Exhibit 2.4. The classification
system used in Exhibit 2.4 is based on IMF member countries’ actual, de facto
arrangements, as identified by IMF staff, which can be different from the officially
announced, de jure arrangements. The system classifies exchange rate arrangements
primarily based on the degree to which the exchange rate is determined by the market
rather than by official government action, with market-determined rates generally
being more flexible.
As can be seen from the exhibit, the IMF currently classifies exchange rate
arrangements into 10 separate regimes:7
No separate legal tender: The currency of another country circulates as the sole
legal tender. Adopting such an arrangement implies complete surrender of the
monetary authorities’ control over the domestic monetary policy. Examples
include Ecuador, El Salvador, and Panama.
Currency board: A currency board arrangement is a monetary arrangement
based on an explicit legislative commitment to exchange domestic currency for
a specified foreign currency at a fixed exchange rate, combined with restrictions
on the issuing authority to ensure the fulfillment of its legal obligation. This
implies that domestic currency is usually fully backed by foreign assets, eliminating traditional central bank functions such as monetary control and lender of
last resort, and leaving little room for discretionary monetary policy. Examples
include China Hong Kong, Bulgaria, and Brunei.
Conventional peg: For this category the country formally (de jure) pegs its currency at a fixed rate to another currency or a basket of currencies, where the
basket is formed, for example, from the currencies of major trading or financial
partners and weights reflect the geographic distribution of trade, services, or capital flows. The anchor currency or basket weights are public or notified to the IMF.
The country authorities stand ready to maintain the fixed parity through direct
intervention (i.e., via sale or purchase of foreign exchange in the market) or indirect intervention (e.g., via exchange-rate-related use of interest rate policy, imposition of foreign exchange regulations, exercise of moral suasion that constrains
foreign exchange activity, or intervention by other public institutions). There is no
commitment to irrevocably keep the parity, but the formal arrangement must be
confirmed empirically: the exchange rate may fluctuate within narrow margins of
less than ±1 percent around a central rate—or the maximum and minimum value
of the spot market exchange rate must remain within a narrow margin of 2 percent
for at least six months. Examples include Jordan, Saudi Arabia, and Morocco.
Stabilized arrangement: Classification as a stabilized arrangement entails a spot
market exchange rate that remains within a margin of 2 percent for 6 months or
more (with the exception of a specified number of outliers or step adjustments)
7
We draw on IMF classifications provided in Annual Report on Exchange Arrangements and Exchange
Restrictions 2015.
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and is not floating. The required margin of stability can be met either with
respect to a single currency or a basket of currencies, where the anchor currency
or the basket is ascertained or confirmed using statistical techniques. Examples
are Cambodia, Singapore, and Lebanon.
Crawling peg: Classification as a crawling peg involves the confirmation of the
country authorities’ de jure exchange rate arrangement. The currency is adjusted
in small amounts at a fixed rate or in response to changes in selected quantitative
indicators, such as past inflation differentials vis-à-vis major trading partners or
differentials between the inflation target and expected inflation in major trading
partners. Examples are Honduras and Nicaragua.
Crawl-like arrangement: The exchange rate must remain within a narrow
margin of 2 percent relative to a statistically identified trend for six months or
more (with the exception of a specified number of outliers), and the exchange
rate arrangement cannot be considered as floating. Usually, a minimum rate
of change greater than allowed under a stabilized (peg-like) arrangement is
required. Ethiopia, China, and Croatia are examples.
Pegged exchange rate within horizontal bands: The value of the currency is
maintained within certain margins of fluctuation of at least ±1 percent around a
fixed central rate, or the margin between the maximum and minimum value of
the exchange rate exceeds 2 percent. Tonga is the only example.
Other managed arrangement: This category is a residual, and is used when
the exchange rate arrangement does not meet the criteria for any of the other
categories. Arrangements characterized by frequent shifts in policies may fall
into this category. Examples are Algeria, Nigeria, and Malaysia.
Floating: A floating exchange rate is largely market determined, without an
ascertainable or predictable path for the rate. In particular, an exchange rate that
satisfies the statistical criteria for a stabilized or a crawl-like arrangement will
be classified as such unless it is clear that the stability of the exchange rate is not
the result of official actions. Foreign exchange market intervention may be either
direct or indirect, and serves to moderate the rate of change and prevent undue
fluctuations in the exchange rate, but policies targeting a specific level of the
exchange rate are incompatible with floating. Examples include Brazil, Korea,
Turkey, and India.
Free floating: A floating exchange rate can be classified as free floating if
intervention occurs only exceptionally and aims to address disorderly market
conditions and if the authorities have provided information or data confirming
that intervention has been limited to at most three instances in the previous six
months, each lasting no more than three business days. Examples are Canada,
Mexico, Japan, the U.K., United States, and euro zone.
As of April 2015, a large number of countries (30), including Australia, Canada,
Japan, the United Kingdom, euro area, and the United States, allow their currencies to
float freely against other currencies; the exchange rates of these countries are essentially determined by market forces. Thirty-seven countries, including India, Brazil,
and Korea, adopt floating exchange rates that are largely market determined. In contrast, 13 countries and regions do not have their own national currencies. For example,
Panama and Ecuador are using the U.S. dollar. Eleven countries and regions, including
Bulgaria, China Hong Kong SAR, and Dominica, on the other hand, maintain national
currencies, but they are permanently fixed to such hard currencies as the U.S. dollar or euro.
The remaining countries adopt a mixture of fixed and floating exchange rate regimes.
As is well known, the European Union has pursued Europe-wide monetary integration
by first establishing the European Monetary System and then the European Monetary
Union. These topics deserve a detailed discussion.
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European Monetary System

According to the Smithsonian Agreement, which was signed in December 1971,
the band of exchange rate movements was expanded from the original plus or
minus 1 percent to plus or minus 2.25 percent. Members of the European Economic
Community (EEC), however, decided on a narrower band of ±1.125 percent for their
currencies. This scaled-down, European version of the (quasi-) fixed exchange rate
system that arose concurrently with the decline of the Bretton Woods system was called
the snake. The name “snake” was derived from the way the EEC currencies moved
closely together within the wider band allowed for other currencies like the dollar.
The EEC countries adopted the snake because they felt that stable exchange rates
among the EEC countries were essential for promoting intra-EEC trade and deepening
economic integration. The snake arrangement was replaced by the European
Monetary System (EMS) in 1979. The EMS, which was originally proposed by
German Chancellor Helmut Schmidt, was formally launched in March 1979. Among
its chief objectives are
1. To establish a “zone of monetary stability” in Europe.
2. To coordinate exchange rate policies vis-à-vis the non-EMS currencies.
3. To pave the way for the eventual European monetary union.
At the political level, the EMS represented a Franco-German initiative to speed up
the movement toward European economic and political unification. All EEC member
countries, except the United Kingdom and Greece, joined the EMS. The two main
instruments of the EMS are the European Currency Unit and the Exchange Rate
Mechanism.
The European Currency Unit (ECU) is a “basket” currency constructed as a
weighted average of the currencies of member countries of the European Union (EU).
The weights are based on each currency’s relative GNP and share in intra-EU trade.
The ECU serves as the accounting unit of the EMS and plays an important role in the
workings of the exchange rate mechanism.
The Exchange Rate Mechanism (ERM) refers to the procedure by which EMS
member countries collectively manage their exchange rates. The ERM is based on a
“parity grid” system, which is a system of par values among ERM currencies. The
par values in the parity grid are computed by first defining the par values of EMS
currencies in terms of the ECU.
When the EMS was launched in 1979, a currency was allowed to deviate from the
parities with other currencies by a maximum of plus or minus 2.25 percent, with the
exception of the Italian lira, for which a maximum deviation of plus or minus 6 percent
was allowed. In September 1993, however, the band was widened to a maximum of
plus or minus 15 percent. When a currency is at the lower or upper bound, the central
banks of both countries are required to intervene in the foreign exchange markets to
keep the market exchange rate within the band. To intervene in the exchange markets,
the central banks can borrow from a credit fund to which member countries contribute
gold and foreign reserves.
Since the EMS members were less than fully committed to coordinating their
economic policies, the EMS went through a series of realignments. The Italian lira, for
instance, was devalued by 6 percent in July 1985 and again by 3.7 percent in January
1990. In September 1992, Italy and the U.K. pulled out of the ERM as high German
interest rates were inducing massive capital flows into Germany. Following German
reunification in October 1990, the German government experienced substantial budget
deficits, which were not accommodated by the monetary policy. Germany would not
lower its interest rates for fear of inflation, and the U.K. and Italy were not willing to
raise their interest rates (which was necessary to maintain their exchange rates) for fear
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of higher unemployment. Italy, however, rejoined the ERM in December 1996 in an
effort to participate in the European monetary union. However, the U.K. still remains
outside the European monetary union.
Despite the recurrent turbulence in the EMS, European Union members met
at Maastricht (Netherlands) in December 1991 and signed the Maastricht Treaty.
According to the treaty, the EMS would irrevocably fix exchange rates among the
member currencies by January 1, 1999, and subsequently introduce a common European currency, replacing individual national currencies. The European Central Bank,
to be located in Frankfurt, Germany, would be solely responsible for the issuance of
common currency and conducting monetary policy in the euro zone. National central
banks of individual countries then would function pretty much like regional member
banks of the U.S. Federal Reserve System. Exhibit 2.5 provides a chronology of the
European Union.
To pave the way for the European Monetary Union (EMU), the member countries
of the European Monetary System agreed to closely coordinate their fiscal, monetary,
and exchange rate policies and achieve a convergence of their economies. Specifically,
each member country shall strive to: (i) keep the ratio of government budget deficits

EXHIBIT 2.5
Chronology of the
European Union

1951
1957
1968
1973
1978
1979
1980
1986
1987
1991
1994
1995
1999
2001
2002
2004
2007
2008
2009
2010
2011
2013
2014
2015
2016

The treaty establishing the European Coal and Steel Community (ECSC), which
was inspired by French Foreign Minister Robert Schuman, was signed in Paris by
six countries: France, Germany, Italy, Netherlands, Belgium, and Luxembourg.
The treaty establishing the European Economic Community (EEC) was signed
in Rome.
The Custom Union became fully operational; trade restrictions among the EEC
member countries were abolished and a common external tariff system was
established.
The U.K., Ireland, and Denmark became EEC members.
The EEC became the European Community (EC).
The European Monetary System (EMS) was established for the purpose of
promoting exchange rate stability among the EC member countries.
Greece became an EC member.
Portugal and Spain became EC members.
The Single European Act was adopted to provide a framework within which the
common internal market could be achieved by the end of 1992.
The Maastricht Treaty was signed and subsequently ratified by 12 member
states. The treaty establishes a timetable for fulfilling the European Monetary
Union (EMU). The treaty also commits the EC to political union.
The European Community was renamed the European Union (EU).
Austria, Finland, and Sweden became EU members.
A common European currency, the euro, was adopted by 11 EU member countries.
Greece adopted the euro on January 1.
Euro notes and coins were introduced; national currencies were withdrawn from
circulation.
EU expanded by admitting 10 new member countries: Cyprus, Czech Republic,
Estonia, Hungary, Latvia, Lithuania, Malta, Poland, Slovak Republic, and Slovenia.
Bulgaria and Romania were admitted to the EU. Slovenia adopted the euro.
Cyprus and Malta adopted the euro.
Slovakia adopted the euro.
Europe's sovereign debt crisis.
Estonia adopted the euro.
Croatia joined the EU.
Latvia adopted the euro.
Lithuania adopted the euro.
The United Kingdom decided to leave the EU, following the referendum on Brexit.
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to gross domestic product (GDP) below 3 percent, (ii) keep gross public debts below
60 percent of GDP, (iii) achieve a high degree of price stability, and (iv) maintain
its currency within the prescribed exchange rate ranges of the ERM. Currently,
“convergence” is the buzz word in such countries as the Czech Republic, Hungary, and
Poland that may join the EMU in the future.

The Euro and the European Monetary Union

On January 1, 1999, an epochal event took place in the arena of international finance:
Eleven of 15 EU countries adopted a common currency called the euro, voluntarily
giving up their monetary sovereignty. The original euro-11 includes Austria, Belgium,
Finland, France, Germany, Ireland, Italy, Luxembourg, the Netherlands, Portugal, and
Spain. Four member countries of the European Union—Denmark, Greece, Sweden,
and the United Kingdom—did not join the first wave. Greece, however, joined the euro
club in 2001 when it could satisfy the convergence criteria. Subsequently, Slovenia
adopted the euro in 2007, and Cyprus and Malta did so in 2008. Slovakia adopted the
euro in 2009 and Estonia did the same in 2011. Lastly, Latvia adopted the euro in 2014
and Lithuania did the same in 2015. Currently, the euro zone comprises 19 countries.
The advent of a European single currency, which may potentially rival the
U.S. dollar as a global currency, has profound implications for various aspects of
international finance. In this section, we are going to (i) describe briefly the historical
background for the euro and its implementation process, (ii) discuss the potential
benefits and costs of the euro from the perspective of the member countries, and (iii)
investigate the broad impacts of the euro on international finance in general.

A Brief History
of the Euro

Considering that no European currency has been in circulation since the fall of the
Roman Empire, the advent of the euro in January 1999 indeed qualifies as an epochal
event. The Roman emperor Gaius Diocletianus, A.D. 286–301, reformed the coinage
and established a single currency throughout the realm. The advent of the euro also
marks the first time that sovereign countries voluntarily have given up their monetary
independence to foster economic integration. The euro thus represents a historically
unprecedented experiment, the outcome of which will have far-reaching implications.
If the experiment succeeds, for example, both the euro and the dollar will dominate
the world of international finance. In addition, a successful euro may give a powerful
impetus to the political unionization of Europe.
The euro should be viewed as a product of historical evolution toward an ever
deepening integration of Europe, which began in earnest with the formation of the
European Economic Community in 1958. As discussed previously, the European
Monetary System (EMS) was created in 1979 to establish a European zone of
monetary stability; members were required to restrict fluctuations of their currency
exchange rates. In 1991, the Maastricht European Council reached agreement on a
draft Treaty on the European Union, which called for the introduction of a single
European currency by 1999. With the launching of the euro on January 1, 1999, the
European Monetary Union (EMU) was created. The EMU is a logical extension
of the EMS, and the European Currency Unit (ECU) was the precursor of the euro.
Indeed, ECU contracts were required by EU law to be converted to euro contracts on
a one-to-one basis.
As the euro was introduced, each national currency of the euro-11 countries was
irrevocably fixed to the euro at a conversion rate as of January 1, 1999. The conversion
rates are provided in Exhibit 2.6. On January 1, 2002, euro notes and coins were
introduced to circulation while national bills and coins were being gradually withdrawn. Once the changeover was completed by July 1, 2002, the legal-tender status
of national currencies was canceled, leaving the euro as the sole legal tender in
the euro-zone countries.
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1 Euro Is Equal to

Austrian schilling
Belgian franc
Dutch guilder
Finnish markka
French franc
German mark
Irish punt
Italian lira
Luxembourg franc
Portuguese escudo
Spanish peseta

13.7603
40.3399
2.20371
5.94573
6.55957
1.95583
0.78756
1936.27
40.3399
200.482
166.386

Source: The Wall Street Journal.

Monetary policy for the euro zone countries is now conducted by the European
Central Bank (ECB) headquartered in Frankfurt, Germany, whose primary objective is to maintain price stability. The independence of the ECB is legally guaranteed
so that in conducting its monetary policy, it will not be unduly subjected to political
pressure from any member countries or institutions. By and large, the ECB is modeled
after the German Bundesbank, which was highly successful in achieving price stability
in Germany. Willem (Wim) Duisenberg, the first president of the ECB, who previously served as the president of the Dutch National Bank, defined “price stability” as
an annual inflation rate of “less than but close to 2 percent.”
The national central banks of the euro zone countries will not disappear. Together
with the European Central Bank, they form the Eurosystem, which is in a way similar
to the Federal Reserve System of the United States. The tasks of the Eurosystem are
threefold: (i) to define and implement the common monetary policy of the Union;
(ii) to conduct foreign exchange operations; and (iii) to hold and manage the official
foreign reserves of the euro member states. In addition, governors of national central
banks will sit on the Governing Council of the ECB. Although national central banks
will have to follow the policies of the ECB, they will continue to perform important
functions in their jurisdiction such as distributing credit, collecting resources, and
managing payment systems.
Before we proceed, let us briefly examine the behavior of exchange rate between the
dollar and euro. Panel A of Exhibit 2.7 plots the daily dollar–euro exchange rate since
the inception of the euro, whereas Panel B plots the rate of change of the exchange rate.
As can be seen from Panel A, since its introduction at $1.18 per euro in January 1999,
the euro was steadily depreciating against the dollar, reaching a low point of $0.83
per euro in October 2000. The depreciation of the euro during this period reflects the
robust performance of the U.S. economy and massive European investments in the
United States. From the start of 2002, however, the euro began to appreciate against
the dollar, reaching a rough parity by July 2002. This, in turn, reflects a slowdown of
the U.S. economy and lessening European investments in the United States. The euro
continued to strengthen against the dollar, reaching $1.60 per euro in July 2008 before
it started to fall as the global financial crisis spread. During a crisis period, the dollar
tends to become stronger, reflecting investors’ preference for the dollar as a safe haven.
Although the euro began to rebound in early 2009, it started to fall again against the
dollar as Europe’s sovereign debt crisis hurt the euro’s credibility. Panel B confirms
that the dollar–euro exchange rate is highly volatile.

What Are the Benefits
of Monetary Union?

The euro zone countries obviously decided to form a monetary union with a common
currency because they believed the benefits from such a union would outweigh the
associated costs—in contrast to those eligible countries that chose not to adopt the
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The Daily Dollar–Euro Exchange Rate since the euro’s Inception

EXHIBIT 2.7

Panel A. The dollar–euro exchange rate
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single currency. It is thus important to understand the potential benefits and costs of
monetary union.
What are the main benefits from adopting a common currency? The most direct and
immediate benefits are reduced transaction costs and the elimination of exchange rate
uncertainty. There was a popular saying in Europe that if one travels through all EU
countries, changing money in each country but not actually spending it, one returns
home with only half the original amount. Once countries use the same currency, transactions costs will be reduced substantially. These savings will accrue to practically all
economic agents, benefiting individuals, companies, and governments. Although it is
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difficult to estimate accurately the magnitude of foreign exchange transaction costs, a
consensus estimation was around 0.4 percent of Europe’s GDP.
Economic agents should also benefit from the elimination of exchange rate
uncertainty. Companies will not suffer currency loss anymore from intra–euro zone
transactions. Companies that used to hedge exchange risk will save hedging costs. As
price comparison becomes easier because of the common currency, consumers can
benefit from comparison shopping. Increased price transparency will promote Europewide competition, exerting a downward pressure on prices. Reduced transaction costs
and the elimination of currency risk together will have the net effect of promoting
cross-border investment and trade within the euro zone. By furthering the economic
integration of Europe, the single currency will promote corporate restructuring
via mergers and acquisitions, encourage optimal business location decisions, and
ultimately strengthen the international competitive position of European companies.
Thus, the enhanced efficiency and competitiveness of the European economy can be
regarded as the third major benefit of the monetary union.
The advent of the common European currency also helps create conditions
conducive to the development of continental capital markets with depth and liquidity
comparable to those of the United States. In the past, national currencies and a
localized legal/regulatory framework resulted in largely illiquid, fragmented capital
markets in Europe, which prevented European companies from raising capital on
competitive terms. The common currency and the integration of European financial
markets pave the way for a European capital market in which both European and nonEuropean companies can raise money at favorable rates. A study by Bris, Koskinen,
and Nilsson (2004) indeed documents that the adoption of the euro as the common
European currency has lowered firms’ cost of capital in the euro zone and enhanced
the firm value by about 17 percent on average. The increases in firm valuation are
larger for firms that were exposed to intra-European currency risks, that is, those firms
that were expected to benefit more from the common currency.
Last but not least, sharing a common currency should promote political cooperation
and peace in Europe. The founding fathers of the European Union, including Jean
Monnet, Paul-Henri Spaak, Robert Schuman, and their successors, took a series of
economic measures designed to link European countries together. They envisioned a
new Europe in which economic interdependence and cooperation among regions and
countries would replace nationalistic rivalries, which so often led to calamitous wars
in the past. In this context Helmut Kohl, a former German chancellor, said that the
European Monetary Union was a “matter of war and peace.” If the euro proves to be
successful in the long run, it will advance the political integration of Europe in a major
way, even making a “United States of Europe” eventually feasible.

Costs of Monetary
Union

The main cost of monetary union is the loss of national monetary and exchange rate
policy independence. Suppose Finland, a country heavily dependent on the paper and
pulp industries, faces a sudden drop in world paper and pulp prices. This price drop
could severely hurt the Finnish economy, causing unemployment and income decline
while scarcely affecting other euro-zone countries. Finland thus faces an “asymmetric
shock.” Generally speaking, a country is more prone to asymmetric shocks the less
diversified and more trade-dependent its economy is.
If Finland maintained monetary independence, the country could consider lowering
domestic interest rates to stimulate the weak economy as well as letting its currency depreciate to boost foreigners’ demand for Finnish products. But because Finland has joined the
EMU, the country no longer has these policy options at its disposal. Further, with the rest
of the euro zone unaffected by Finland’s particular problem, the ECB is not likely to tune
its monetary policy to address a local Finnish shock. In other words, a common monetary
policy dictated in Frankfurt cannot address asymmetric economic shocks that affect only
a particular country or subregion; it can only effectively deal with euro zone–wide shocks.
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If, however, wage and price levels in Finland are flexible, then the country may
still be able to deal with an asymmetric shock; lower wage and price levels in Finland
would have economic effects similar to those of a depreciation of the Finnish currency.
Furthermore, if capital flows freely across the euro zone and workers are willing to
relocate to where jobs are, then again much of the asymmetric shock can be absorbed
without monetary adjustments. If these conditions are not met, however, the asymmetric shock can cause a severe and prolonged economic dislocation in the affected country. In this case, monetary union will become a costly venture. According to the theory
of optimum currency areas, originally conceived by Professor Robert Mundell of
Columbia University, the relevant criterion for identifying and designing a common
currency zone is the degree of factor (i.e., capital and labor) mobility within the zone;
a high degree of factor mobility would provide an adjustment mechanism, providing
an alternative to country-specific monetary/currency adjustments.
Considering the high degree of capital and labor mobility in the United States, one
might argue that the United States approximates an optimum currency area; it would
be suboptimal for each of the 50 states to issue its own currency. In contrast, unemployed workers in Helsinki, for example, are not very likely to move to Amsterdam
or Stuttgart for job opportunities because of cultural, religious, linguistic, and other
barriers. The stability pact of EMU, designed to discourage irresponsible fiscal behavior in the post-EMU era, also constrains the Finnish government to restrict its budget
deficit to 3 percent of GDP at most. At the same time, Finland cannot expect to receive
a major transfer payment from Brussels, because of a rather low degree of fiscal integration among EU countries. These considerations taken together suggest that the
European Monetary Union will involve significant economic costs. Due to the sluggish economic conditions, France and Germany often let the budget deficit exceed the
3 percent limit. This violation of the stability pact compromises the fiscal discipline
necessary for supporting the euro.
An empirical study by von Hagen and Neumann (1994) identified Austria, Belgium,
France, Luxembourg, the Netherlands, and Germany as nations that satisfy the conditions for an optimum currency area. However, Denmark, Italy, and the United Kingdom do not. It is noted that Denmark and the United Kingdom actually chose to stay
out of the EMU. Von Hagen and Neumann’s study suggests that Italy joined the EMU
prematurely. It is interesting to note that some politicians in Italy blame the country’s
economic woes on the adoption of the euro and argue for the restoration of Italian lira.
The International Finance in Practice box, “Mundell Wins Nobel Prize in Economics,”
explains Professor Mundell’s view on the monetary union.

Prospects of the Euro:
Some Critical
Questions

Will the euro survive and succeed in the long run? The first real test of the euro will
come when the euro zone experiences major asymmetric shocks. A successful response
to these shocks will require wage, price, and fiscal flexibility. A cautionary note is in
order: Asymmetric shocks can occur even within a country. In the United States, for
example, when oil prices jumped in the 1970s, oil-consuming regions such as New
England suffered a severe recession, whereas Texas, a major oil-producing state, experienced a major boom. Likewise, in Italy, the highly industrialized Genoa–Milan region
and the southern Mezzogiorno, an underdeveloped region, can be in very different
phases of the business cycle. But these countries have managed their economies with
a common national monetary policy. Although asymmetric shocks are no doubt more
serious internationally, one should be careful not to exaggerate their significance as an
impediment to monetary union. In addition, since the advent of the EMS in 1979, the
EMU member countries have restricted their monetary policies in order to maintain
exchange rate stability in Europe. Considering that intra-euro zone trade accounts for
about 60 percent of foreign trade of the euro-zone countries, benefits from the EMU
may exceed the associated costs. Furthermore, leaders in political and business circles
in Europe have invested substantial political capital in the success of the euro. So long
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as Europe can resolve internal frictions and imbalances as revealed in the Greek debt
crisis, the euro can survive. Despite the bailout funds and austerity programs, however,
if southern European countries, that is, Greece, Portugal, and Spain, fail to reduce debts
and restart economic growth in the near future, they may reach the tipping point where
people can no longer sustain job loss and other economic pains and demand the exit
from euro zone. Thus, the future of the euro as the common currency critically depends
on whether or not these countries can find a way of growing their economies while
retaining the euro. At the moment, the jury is still out on this question.
Will the euro become a global currency rivaling the U.S. dollar? The U.S. dollar
has been the dominant global currency since the end of the First World War, replacing
the British pound as the currency of choice in international commercial and financial
transactions. Even after the dollar got off the gold anchor in 1971, it retained its dominant position in the world economy. This dominance was possible because the dollar
was backed by the sheer size of the U.S. economy and the relatively sound monetary
policy of the Federal Reserve. Now, as can be seen from Exhibit 2.8, the euro zone is
comparable to the United States in terms of population size, GDP, and international
trade share. Exhibit 2.8 also shows that the euro is as important a denomination currency as the dollar in international bond markets. In contrast, the Japanese yen plays
an insignificant role in international bond markets. As previously discussed, there is
little doubt that the ECB will pursue a sound monetary policy. Reflecting both the size
of the euro-zone economy and the mandate of the ECB, the euro is emerging as the
second global currency, challenging the dollar’s sole dominance. Given its relatively
small transactions domain and limited international usage, the Japanese yen is likely
to be a junior partner in the dollar–euro condominium. The Chinese yuan, on the other
hand, has a large transactions domain in terms of population and GDP and thus can
become a major global currency. At the moment, however, the currency is in the early
stage of internationalization.

The Mexican Peso Crisis

On December 20, 1994, the Mexican government under new president Ernesto Zedillo
announced its decision to devalue the peso against the dollar by 14 percent. This decision, however, touched off a stampede to sell pesos as well as Mexican stocks and
bonds. As Exhibit 2.9 shows, by early January 1995 the peso had fallen against the
U.S. dollar by as much as 40 percent, forcing the Mexican government to float the
peso. As concerned international investors reduced their holdings of emerging market securities, the peso crisis rapidly spilled over to other Latin American and Asian
financial markets.

EXHIBIT 2.8
Macroeconomic Data for
Major Economiesa

Economy

United States
Euro zone
China
Japan
United Kingdom

Population
(Million)

GDP
($ Trillion)

Annual
Inflation

World
Trade Share

318
339
1,355
127
64

17.4
12.5
11.0
4.1
2.7

2.2%
1.8%
2.2%
0.1%
2.1%

10.6%
14.8%
11.3%
3.9%
3.1%

International
Bonds
Outstanding
($ Billion)

8,816
8,092
n.a.
402
1,988

a

The inflation rate is the average from 1999 to 2015. The international bonds outstanding refer to international bonds and
notes outstanding as of June 2015. The world trade share is based on data in 2014. The remaining data are 2015 figures.
Source: Adapted from IMF, World Trade Organization, Bank for International Settlements, and European Commission:
Economic and Financial Affairs.

INTERNATIONAL FINANCE IN PRACTICE

Mundell Wins Nobel Prize in Economics
Robert A. Mundell, one of the intellectual fathers of both the
new European common currency and Reagan-era supply-side
economics, won the Nobel Memorial Prize in Economic Science.
Mr. Mundell conducted innovative research into common
currencies when the idea of the euro, Europe’s new currency,
was still a fantasy. The 66-year-old Columbia University professor, a native of Canada, also examined the implications of crossborder capital flows and flexible foreign-exchange rates when
capital flows were still restricted and currencies still fixed to
each other.
"Mundell chose his problems with uncommon—almost
prophetic—accuracy in terms of predicting the future
development of international monetary arrangements and
capital markets,” the selection committee said in announcing
the prize.
An eccentric, white-haired figure who once bought an abandoned Italian castle as a hedge against inflation, Mr. Mundell
later became a hero of the economic Right with his dogged
defense of the gold standard and early advocacy of the controversial tax-cutting, supply-side economics that became the
hallmark of the Reagan administration.
While the Nobel committee sidestepped his political impact
in awarding Mr. Mundell the $975,000 prize for his work in
the 1960s, his conservative fans celebrated the award as an
endorsement of supply-side thinking.
“I know it will take a little longer, but history eventually
will note that it was Mundell who made it possible for Ronald
Reagan to be elected president,” by providing the intellectual
backing for the Reagan tax cuts, wrote conservative economist
Jude Wanniski on his website.
Mr. Mundell’s advocacy of supply-side economics sprang
from his work in the 1960s examining what fiscal and monetary

Mundell’s View
Great currencies and great powers according
to Robert Mundell:
Country

Period

Greece
Persia
Macedonia
Rome
Byzantium
Franks
Italian city states
France
Holland
Germany (thaler)
France (franc)
Britain (pound)
U.S. (dollar)
E.U. (euro)

7th–3rd C. B.C.
6th–4th C. B.C.
4th–2nd C. B.C.
2nd C. B.C.–4th C.
5th–13th C.
8th–11th C.
13th–16th C.
13th–18th C.
17th–18th C.
14th–19th C.
1803–1870
1820–1914
1915–present
1999

Source: The Euro and the Stability of the International Monetary
System, Robert Mundell, Columbia University.

policies are appropriate if exchange rates are either fixed—
as they were prior to the collapse of the gold-based Bretton
Woods system in the early 1970s—or floating, as they are in
the U.S. and many other countries today.
One major finding has since become conventional wisdom:
When money can move freely across borders, policy makers

Faced with an impending default by the Mexican government and the possibility of
a global financial meltdown, the Clinton administration, together with the International Monetary Fund (IMF) and the Bank for International Settlement (BIS), put
together a $53 billion package to bail out Mexico.8 As the bailout plan was put together
and announced on January 31, the world’s, as well as Mexico’s, financial markets
began to stabilize.
The Mexican peso crisis is significant in that it is perhaps the first serious
international financial crisis touched off by cross-border flight of portfolio capital.
International mutual funds are known to have invested more than $45 billion in
Mexican securities during a three-year period prior to the peso crisis. As the peso fell,
fund managers quickly liquidated their holdings of Mexican securities as well as other
emerging market securities. This had a highly destabilizing, contagious effect on the
world financial system.
As the world’s financial markets are becoming more integrated, this type of conta8
The United States contributed $20 billion out of its Exchange Stabilization Fund, whereas IMF and BIS
contributed, respectively, $17.8 billion and $10 billion. Canada, Latin American countries, and commercial
banks collectively contributed $5 billion.
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must choose between exchange-rate stability and an independent monetary policy. They can’t have both.
Mr. Mundell’s work has long had an impact on policy makers.
In 1962, he wrote a paper addressing the Kennedy administration’s predicament of how to spur the economy while facing a
balance-of-payments deficit. “The only correct way to do it was to
have a tax cut and then protect the balance of payments by tight
money,” he recalled in a 1996 interview. The Kennedy administration eventually came around to the same way of thinking.
Mr. Mundell traces the supply-side movement to a 1971
meeting of distinguished economists, including Paul Volcker
and Paul Samuelson, at the Treasury Department. At the time,
most economists were stumped by the onset of stagflation—a
combination of inflationary pressures, a troubled dollar, a worsening balance of payments and persistent unemployment. They
thought any tightening of monetary or fiscal policy would bolster the dollar and improve the balance of payments, but worsen
unemployment. An easing of monetary or fiscal policy might
generate jobs, but weaken the dollar, lift prices and expand the
balance-of-payments deficit.
Mr. Mundell suggested a heretical solution: Raise interest
rates to protect the dollar, but cut taxes to spur the economy.
Most others in the room were aghast at the idea, fearing tax
cuts would lead to a swelling budget deficit—something many
nonsupply-siders believe was exactly what happened during the
Reagan years.
“I knew I was in the minority,” he said in an 1988 interview.
“But I thought my vote should count much more than the others because I understood the subject.”
At the University of Chicago early in his career, Mr. Mundell
befriended a student named Arthur Laffer, and together they
were at the core of the supply-side movement. Even today,
Mr. Mundell predicts similar policies will be necessary to keep
the U.S. economic expansion going. “Monetary policy isn’t going
to be enough to stay up there and avoid a recession,” he said in
an interview yesterday. “We’ll have to have tax reduction, too.”
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While in Chicago, he found himself constantly at odds with
Milton Friedman, who advocated monetary rules and floating
exchange rates. Mr. Mundell joined Columbia in 1974, two years
before Mr. Friedman won the economics Nobel.
Ever the maverick, Mr. Mundell remains a fan of the gold
standard and fixed exchange rates at a time when they’re out
of favor with most other economists. “You have fixed rates
between New York and California, and it works perfectly,” he
said.
The Nobel committee also praised Mr. Mundell’s research
into common currency zones, which laid the intellectual foundation for the 11-country euro. In 1961, when European countries still clung to their national currencies, he described the
circumstances in which nations could share a common currency.
“At the time, it just seemed like such a wacko thing to work
on, and that’s why it’s so visionary,” said Kenneth Rogoff, a
Harvard economist.
In particular, Mr. Mundell argued that in any successful currency zone, workers must be able to move freely from areas
that are slowing to areas that are booming. Some critics suggest the euro nations don’t fit his description.
But Mr. Mundell believes the new currency will eventually challenge the dollar for global dominance. “The benefits
will derive from transparency of pricing, stability of expectations and lower transactions costs, as well as a common monetary policy run by the best minds that Europe can muster,”
Mr. Mundell wrote last year. He began working on the euro project as a consultant to European monetary authorities in 1969.
Outside academia, Mr. Mundell has led a colorful life. Worried about the onset of inflation in the late 1960s, he bought
and renovated a 16th century Italian castle originally built for
Pandolfo Petrucci, the “Strong Man of Siena.” Mr. Mundell has
four children, who range in age from one to 40.
Source: Reprinted by permission of The Wall Street Journal, Copyright 1999
Dow Jones & Company, Inc. All rights reserved worldwide.

gious financial crisis is likely to occur more often. Two lessons emerge from the peso
crisis. First, it is essential to have a multinational safety net in place to safeguard the
world financial system from the peso-type crisis. No single country or institution can
handle a potentially global crisis alone. In addition, the usually slow and parochial political processes cannot cope with rapidly changing market conditions. In fact, the Clinton
administration faced stiff opposition in Congress and from foreign allies when it was
working out a bailout package for Mexico. As a result, early containment of the crisis
was not possible. Fortunately, the G-7 countries endorsed a $50 billion bailout fund for
countries in financial distress, which would be administered by the IMF, and a series of
increased disclosure requirements to be followed by all countries. The reluctance of the
outgoing Salinas administration to disclose the true state of the Mexican economy, that
is, the rapid depletion of foreign exchange reserves and serious trade deficits, contributed
to the sudden collapse of the peso. Transparency always helps prevent financial crises.
Second, Mexico excessively depended on foreign portfolio capital to finance its economic development. In hindsight, the country should have saved more domestically and
depended more on long-term rather than short-term foreign capital investments. As Professor Robert MacKinnon of Stanford University pointed out, a flood of foreign money
had two undesirable effects. It led to an easy credit policy on domestic borrowings, which
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EXHIBIT 2.9
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caused Mexicans to consume more and save less.9 Foreign capital influx also caused a
higher domestic inflation and an overvalued peso, which hurt Mexico’s trade balances.

The Asian Currency Crisis

On July 2, 1997, the Thai baht, which had been largely fixed to the U.S. dollar, was
suddenly devalued. What at first appeared to be a local financial crisis in Thailand
quickly escalated into a global financial crisis, first spreading to other Asian
countries—Indonesia, Korea, Malaysia, and the Philippines—then far afield to Russia
and Latin America, especially Brazil. As can be seen from Exhibit 2.10, at the height
See “Flood of Dollars, Sunken Pesos,” New York Times, January 20, 1995, p. A2g.

9

CHAPTER 2

INTERNATIONAL MONETARY SYSTEM

51

of the crisis the Korean won fell by about 50 percent in its dollar value from its precrisis level, whereas the Indonesian rupiah fell an incredible 80 percent.
The 1997 Asian crisis was the third major currency crisis of the 1990s, preceded by
the crises of the European Monetary System (EMS) of 1992 and the Mexican peso in
1994–95. The Asian crisis, however, turned out to be far more serious than its two predecessors in terms of the extent of contagion and the severity of resultant economic and
social costs. Following the massive depreciations of local currencies, financial institutions and corporations with foreign-currency debts in the afflicted countries were
driven to extreme financial distress and many were forced to default. What’s worse,
the currency crisis led to an unprecedentedly deep, widespread, and long-lasting recession in East Asia, a region that, for the last few decades, has enjoyed the most rapidly
growing economy in the world. At the same time, many lenders and investors from the
developed countries also suffered large capital losses from their investments in emerging-market securities. For example, Long Term Capital Management (LTCM), one of
the largest and, until then, profitable hedge funds, experienced a near bankruptcy due
to its exposure to Russian bonds. In mid-August 1998, the Russian ruble fell sharply
from 6.3 rubles per dollar to about 20 rubles per dollar. The prices of Russian stocks
and bonds also fell sharply. The Federal Reserve System, which feared a domino-like
systemic financial failure in the United States, orchestrated a $3.5 billion bailout of
LTCM in September 1998.
Given the global effects of the Asian currency crisis and the challenges it poses for
the world financial system, it would be useful to understand its origins and causes and
discuss how similar crises might be prevented in the future.

Origins of the Asian
Currency Crisis

Several factors are responsible for the onset of the Asian currency crisis: a weak
domestic financial system, free international capital flows, the contagion effects of
changing market sentiment, and inconsistent economic policies. In recent decades,
both developing and developed countries were encouraged to liberalize their financial
markets and allow free flows of capital across countries. As capital markets were liberalized, both firms and financial institutions in the Asian developing countries eagerly
borrowed foreign currencies from U.S., Japanese, and European investors, who were
attracted to these fast-growing emerging markets for extra returns for their portfolios.
In 1996 alone, for example, five Asian countries—Indonesia, Korea, Malaysia, the
Philippines, and Thailand—experienced an inflow of private capital worth $93 billion.
In contrast, there was a net outflow of $12 billion from the five countries in 1997.
Large inflows of private capital resulted in a credit boom in the Asian countries in
the early and mid-1990s. The credit boom was often directed to speculations in real
estate and stock markets as well as to investments in marginal industrial projects. Fixed
or stable exchange rates also encouraged unhedged financial transactions and excessive
risk-taking by both lenders and borrowers, who were not much concerned with exchange
risk. As asset prices declined (as happened in Thailand prior to the currency crisis) in
part due to the government’s effort to control the overheated economy, the quality of
banks’ loan portfolios also declined as the same assets were held as collateral for the
loans. Clearly, banks and other financial institutions in the afflicted countries practiced
poor risk management and were poorly supervised. In addition, their lending decisions
were often influenced by political considerations, likely leading to suboptimal allocation
of resources. However, the so-called crony capitalism was not a new condition, and the
East Asian economies achieved an economic miracle under the same system.
Meanwhile, the booming economy with a fixed or stable nominal exchange rate inevitably brought about an appreciation of the real exchange rate. This, in turn, resulted in
a marked slowdown in export growth in such Asian countries as Thailand and Korea. In
addition, a long-lasting recession in Japan and the yen’s depreciation against the dollar
hurt Japan’s neighbors, further worsening the trade balances of the Asian developing
countries. If the Asian currencies had been allowed to depreciate in real terms, which
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was not possible because of the fixed nominal exchange rates, such catastrophic, sudden
changes of the exchange rates as observed in 1997 might have been avoided.
In Thailand, as the run on the baht started, the Thai central bank initially injected
liquidity to the domestic financial system and tried to defend the exchange rate by
drawing on its foreign exchange reserves. With its foreign reserves declining rapidly,
the central bank eventually decided to devalue the baht. The sudden collapse of the
baht touched off a panicky flight of capital from other Asian countries with a high
degree of financial vulnerability. It is interesting to note from Exhibit 2.11 that the
three Asian countries hardest hit by the crisis are among the most financially vulnerable as measured by (i) the ratio of short-term foreign debts to international reserve
and (ii) the ratio of broad money, M2 (which represents the banking sector’s liabilities)
to international reserve. Contagion of the currency crisis was caused at least in part
by the panicky, indiscriminate flight of capital from the Asian countries for fear of a
spreading crisis. Fear thus became self-fulfilling. As lenders withdrew their capital
and refused to renew short-term loans, the former credit boom turned into a credit
crunch, hurting creditworthy as well as marginal borrowers.
As the crisis unfolded, the International Monetary Fund (IMF) came to rescue the
three hardest-hit Asian countries—Indonesia, Korea, and Thailand—with bailout
plans. As a condition for the bailing out, however, the IMF imposed a set of austerity
measures, such as raising domestic interest rates and curtailing government expenditures, that were designed to support the exchange rate. Because these austerity measures, contractionary in nature, were implemented when the economies had already
been contracting because of a severe credit crunch, the Asian economies consequently
suffered a deep, long-lasting recession. According to a World Bank report (1999), oneyear declines in industrial production of 20 percent or more in Thailand and Indonesia
are comparable to those in the United States and Germany during the Great Depression. One can thus argue that the IMF initially prescribed the wrong medicine for
the afflicted Asian economies. The IMF bailout plans were also criticized on another
ground: moral hazard. IMF bailouts may breed dependency in developing countries
and encourage risk-taking on the part of international lenders. There is a sentiment that
taxpayers’ money should not be used to bail out “fat-cat” investors. Former U.S. sena-
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tor Lauch Faircloth was quoted as saying: “Through the IMF we have privatized profits
and socialized losses.” No bailout, however, can be compared with the proposal to get
rid of the only fire department in town so that people will be more careful about fire.

Lessons from the Asian Generally speaking, liberalization of financial markets when combined with a weak,
underdeveloped domestic financial system tends to create an environment susceptible to
Currency Crisis

currency and financial crises. Interestingly, both Mexico and Korea experienced a major
currency crisis within a few years after joining the OECD, which required a significant
liberalization of financial markets. It seems safe to recommend that countries first
strengthen their domestic financial system and then liberalize their financial markets.
A number of measures can and should be undertaken to strengthen a nation’s
domestic financial system. Among other things, the government should strengthen
its system of financial-sector regulation and supervision. One way of doing so is to
sign on to the “Core Principle of Effective Banking Supervision” drafted by the Basle
Committee on Banking Supervision and to monitor its compliance with the principle.
In addition, banks should be encouraged to base their lending decisions solely on economic merits rather than political considerations. Furthermore, firms, financial institutions, and the government should be required to provide the public with reliable
financial data in a timely fashion. A higher level of disclosure of financial information
and the resultant transparency about the state of the economy will make it easier for
all the concerned parties to monitor the situation better and mitigate the destabilizing
cycles of investor euphoria and panic accentuated by the lack of reliable information.
Even if a country decides to liberalize its financial markets by allowing cross-border
capital flows, it should encourage foreign direct investments and equity and long-term
bond investments; it should not encourage short-term investments that can be reversed
overnight, causing financial turmoil. As Chile has successfully implemented, some
form of “Tobin tax” on the international flow of hot money can be useful. Throwing
some sand in the wheels of international finance can have a stabilizing effect on the
world’s financial markets.
A fixed but adjustable exchange rate is problematic in the face of integrated international financial markets. Such a rate arrangement often invites speculative attack at
the time of financial vulnerability. Countries and regions should not try to restore the
same fixed exchange rate system unless they are willing to impose capital controls.
According to the so-called “trilemma” that economists are fond of talking about, a
country and region can attain only two of the following three conditions: (i) a fixed
exchange rate, (ii) free international flows of capital, and (iii) an independent monetary
policy. It is very difficult, if not impossible, to have all three conditions. This difficulty
is also known as the incompatible trinity. If a country and region would like to maintain monetary policy independence to pursue its own domestic economic goals and
still would like to keep a fixed exchange rate between its currency and other currencies,
then the country and region should restrict free flows of capital. China and India were
not noticeably affected by the Asian currency crisis because both countries and regions
maintain capital controls, segmenting their capital markets from the rest of the world.
China Hong Kong was less affected by the crisis for a different reason. China Hong
Kong has firmly fixed its exchange rate to the U.S. dollar via a currency board and allowed free flows of capital; in consequence, China Hong Kong gave up its monetary
independence. A currency board is an extreme form of the fixed exchange rate regime
under which local currency is “fully” backed by the dollar (or another chosen standard
currency). China Hong Kong has essentially dollarized its economy.
As previously mentioned, China maintained a fixed exchange rate between its currency,
renminbi (RMB), otherwise known as the yuan, and the U.S. dollar at 8.27 RMB per dollar for a long while. As can be seen from Exhibit 2.12, however, the RMB was allowed to
appreciate from mid-July 2005 for about three years before it reverted back to a (quasi-)
fixed rate at around 6.82RMB per dollar in mid-July 2008. This reversion is attributable to
the heightened economic uncertainty associated with the global financial crisis. But from
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EXHIBIT 2.12
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late June 2010, RMB began to float again. The latest floating decision is related to the
mounting pressure from China’s trading partners for a stronger RMB as a way of reducing
their trade deficits vis-à-vis China. But it is also related to China’s own broad move toward
liberalized capital markets. In recent years, China has been gradually lowering barriers to
international capital flows. At the same time, China has been promoting a greater usage of
the RMB in international transactions, with the long-term goal of establishing the RMB
as a major global currency like the U.S. dollar. As previously mentioned, considering the
large transactions domain of the RMB, measured in terms of population, GDP, or international trade share, China’s currency has the potential to become a global currency. However, for the RMB to become a full-fledged global currency, China will need to meet a few
critical, related conditions, such as (i) full convertibility of its currency, (ii) open capital
markets with depth and liquidity, and (iii) the rule of law and protection of property rights.
Note that the United States and euro zone satisfy these conditions.

The Argentine Peso Crisis

The 2002 crisis of the Argentine peso, however, shows that even a currency board
arrangement cannot be completely safe from a possible collapse. Exhibit 2.13 shows
how the peso–dollar exchange rate, fixed at parity throughout much of the 1990s,
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collapsed in January 2002. Short of a complete dollarization (as is the case with Panama, for example), a currency board arrangement can collapse unless the arrangement
is backed by the political will and economic discipline to defend it.
When the peso was first linked to the U.S. dollar at parity in February 1991 under
the Convertibility Law, initial economic effects were quite positive: Argentina’s
chronic inflation was curtailed dramatically and foreign investment began to pour in,
leading to an economic boom. Over time, however, the peso appreciated against the
majority of currencies as the U.S. dollar became increasingly stronger in the second
half of the 1990s. A strong peso hurt exports from Argentina and caused a protracted
economic downturn that eventually led to the abandonment of the peso–dollar parity
in January 2002. This change, in turn, caused severe economic and political distress
in the country and region. The unemployment rate rose above 20 percent and inflation
reached a monthly rate of about 20 percent in April 2002. In contrast, China Hong Kong
was able to successfully defend its currency board arrangement during the Asian financial crisis, a major stress test for the arrangement.
Although there is no clear consensus on the causes of the Argentine crisis, there are at
least three factors that are related to the collapse of the currency board system and ensuing economic crisis: (i) the lack of fiscal discipline, (ii) labor market inflexibility, and
(iii) contagion from the financial crises in Russia and Brazil. Reflecting the traditional
sociopolitical divisions in the Argentine society, competing claims on economic resources
by different groups were accommodated by increasing public sector indebtedness. Argentina is said to have a “European-style welfare system in a Third World economy.” The
federal government of Argentina borrowed heavily in dollars throughout the 1990s. As
the economy entered a recession in the late 1990s, the government encountered increasing
difficulty with rising debts, eventually defaulting on its internal and external debts. The
hard fixed exchange rate that Argentina adopted under the currency board system made
it impossible to restore competitiveness by a traditional currency depreciation. Further, a
powerful labor union also made it difficult to lower wages and thus cut production costs
that could have effectively achieved the same real currency depreciation with the fixed
nominal exchange rate. The situation was exacerbated by a slowdown of international
capital inflows following the financial crises in Russia and Brazil. Also, a sharp depreciation of the Brazil real in 1999 hampered exports from Argentina.
While the currency crisis is over, the debt problem has not been completely
resolved. The government of Argentina ceased all debt payments in December 2001
in the wake of persistent recession and rising social and political unrest. It represents
the largest sovereign default in history. Argentina faces a complex task of restructuring
over $100 billion borrowed in seven different currencies and governed by the laws of
eight legal jurisdictions. In June 2004, the Argentine government made a “final” offer
amounting to a 75 percent reduction in the net present value of the debt. Foreign bondholders rejected this offer and asked for an improved offer. In early 2005, bondholders
finally agreed to the restructuring, under which they took a cut of about 70 percent on
the value of their bond holdings.

Fixed versus Flexible Exchange Rate Regimes

Since some countries, including the United States, the United Kingdom, and possibly Japan, prefer flexible exchange rates, while others, notably the members of the
EMU and many developing countries, would like to maintain fixed exchange rates,
it is worthwhile to examine some of the arguments advanced in favor of fixed versus
flexible exchange rates.
The key arguments for flexible exchange rates rest on (i) easier external adjustments
and (ii) national policy autonomy. Suppose a country is experiencing a balance-ofpayments deficit at the moment. This means that there is an excess supply of the country’s currency at the prevailing exchange rate in the foreign exchange market. Under a
flexible exchange rate regime, the external value of the country’s currency will simply
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EXHIBIT 2.14
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depreciate to the level at which there is no excess supply of the country’s currency. At
the new exchange rate level, the balance-of-payments disequilibrium will disappear.
As long as the exchange rate is allowed to be determined according to market forces,
external balance will be achieved automatically. Consequently, the government does
not have to take policy actions to correct the balance-of-payments disequilibrium. With
flexible exchange rates, therefore, the government can use its monetary and fiscal policies to pursue whatever economic goals it chooses. Under a fixed rate regime, however,
the government may have to take contractionary (expansionary) monetary and fiscal
policies to correct the balance-of-payments deficit (surplus) at the existing exchange
rate. Since policy tools need to be committed to maintaining the exchange rate, the
government cannot use the same policy tools to pursue other economic objectives. As
a result, the government loses its policy autonomy under a fixed exchange rate regime.
Using the British pound as the representative foreign exchange, Exhibit 2.14 illustrates the preceding discussion on how the balance-of-payment disequilibrium is corrected under alternative exchange rate regimes. Note that in Exhibit 2.14, the dollar
price of the British pound, which is the exchange rate, is measured vertically, whereas
the quantity of British pounds demanded or supplied at different exchange rates is
measured horizontally. As is the case with most other commodities, the demand for
British pounds would be downward sloping, whereas the supply of British pounds
would be upward sloping. Suppose that the exchange rate is $1.60/£ at the moment.
As can be seen from the exhibit, the demand for British pounds far exceeds the supply (i.e., the supply of U.S. dollars far exceeds the demand) at this exchange rate. The
United States experiences trade (or balance of payment) deficits. Under the flexible
exchange rate regime, the dollar will simply depreciate to a new level of exchange rate,
$1.80/£, at which the excess demand for British pounds (and thus the trade deficit)
will disappear. Now, suppose that the exchange rate is “fixed” at $1.60/£, and thus the
excess demand for British pounds cannot be eliminated by the exchange rate adjustment. Facing this situation, the U.S. Federal Reserve Bank may initially draw on its
foreign exchange reserve holdings to satisfy the excess demand for British pounds.
If the excess demand persists, however, the U.S. government may have to resort to
contractionary monetary and fiscal policies so that the demand curve can shift to the
left (from D to D* in the exhibit) until the excess demand for British pounds can be
eliminated at the fixed exchange rate, $1.60/£. In other words, it is necessary for the
government to take policy actions to maintain the fixed exchange rate.
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SUMMARY

This chapter provides an overview of the international monetary system, which defines
an environment in which multinational corporations and international investors operate.
1. The international monetary system can be defined as the institutional framework
within which international payments are made, the movements of capital are
accommodated, and exchange rates among currencies are determined.
2. The international monetary system went through five stages of evolution:
(a) bimetallism, (b) classical gold standard, (c) interwar period, (d) Bretton Woods
system, and (e) flexible exchange rate regime.
3. The classical gold standard spanned 1875 to 1914. Under the gold standard, the
exchange rate between two currencies is determined by the gold contents of the
currencies. Balance-of-payments disequilibrium is automatically corrected
through the price-specie-flow mechanism. The gold standard still has ardent supporters who believe that it provides an effective hedge against price inflation.
Under the gold standard, however, the world economy can be subject to deflationary pressure due to the limited supply of monetary gold.
4. To prevent the recurrence of economic nationalism with no clear “rules of the game”
witnessed during the interwar period, representatives of 44 nations met at Bretton
Woods, New Hampshire, in 1944 and adopted a new international monetary system.
Under the Bretton Woods system, each country established a par value in relation to
the U.S. dollar, which was fully convertible to gold. Countries used foreign exchanges,
especially the U.S. dollar, as well as gold as international means of payments. The
Bretton Woods system was designed to maintain stable exchange rates and economize
on gold. The Bretton Woods system eventually collapsed in 1973 mainly because of
U.S. domestic inflation and the persistent balance-of-payments deficits.
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A possible drawback of the flexible exchange rate regime is that exchange rate
uncertainty may hamper international trade and investment. Proponents of the fixed
exchange rate regime argue that when future exchange rates are uncertain, businesses
tend to shun foreign trade. Since countries cannot fully benefit from international
trade under exchange rate uncertainty, resources will be allocated suboptimally on a
global basis. Proponents of the fixed exchange rate regime argue that fixed exchange
rates eliminate such uncertainty and thus promote international trade. However, to the
extent that firms can hedge exchange risk by means of currency forward or options
contracts, uncertain exchange rates do not necessarily hamper international trade.
As the preceding discussion suggests, the choice between the alternative exchange
rate regimes is likely to involve a trade-off between national policy independence and
international economic integration. If countries would like to pursue their respective
domestic economic goals, they are likely to pursue divergent macroeconomic policies,
rendering fixed exchange rates infeasible. On the other hand, if countries are committed to promoting international economic integration (as is the case with the core members of the European Union like France and Germany), the benefits of fixed exchange
rates are likely to outweigh the associated costs.
A “good” (or ideal) international monetary system should provide (i) liquidity,
(ii) adjustment, and (iii) confidence. In other words, a good IMS should be able to
provide the world economy with sufficient monetary reserves to support the growth of
international trade and investment. It should also provide an effective mechanism that
restores the balance-of-payments equilibrium whenever it is disturbed. Lastly, it should
offer a safeguard to prevent crises of confidence in the system that result in panicked
flights from one reserve asset to another. Politicians and economists should keep these
three criteria in mind when they design and evaluate the international monetary system.
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5. The flexible exchange rate regime that replaced the Bretton Woods system was ratified by the Jamaica Agreement. Following a spectacular rise and fall of the U.S.
dollar in the 1980s, major industrial countries agreed to cooperate to achieve greater
exchange rate stability. The Louvre Accord of 1987 marked the inception of the
managed-float system under which the G-7 countries would jointly intervene in the
foreign exchange market to correct over- or undervaluation of currencies.
6. In 1979, the EEC countries launched the European Monetary System (EMS) to
establish a “zone of monetary stability” in Europe. The two main instruments of
the EMS are the European Currency Unit (ECU) and the Exchange Rate Mechanism (ERM). The ECU is a basket currency comprising the currencies of the EMS
members and serves as the accounting unit of the EMS. The ERM refers to the
procedure by which EMS members collectively manage their exchange rates. The
ERM is based on a parity grid that the member countries are required to maintain.
7. On January 1, 1999, 11 European countries, including France and Germany,
adopted a common currency called the euro. Greece adopted the euro in 2001.
Subsequently, five other countries—Cyprus, Malta, Slovakia, Slovenia, and
Estonia—adopted the euro. The advent of a single European currency, which
may eventually rival the U.S. dollar as a global vehicle currency, will have major
implications for the European as well as world economy. Euro-zone countries will
benefit from reduced transaction costs and the elimination of exchange rate uncertainty. The advent of the euro will also help develop continentwide capital markets
where companies can raise capital at favorable rates.
8. Under the European Monetary Union (EMU), the common monetary policy
for the euro-zone countries is formulated by the European Central Bank (ECB)
located in Frankfurt. The ECB is legally mandated to maintain price stability in
Europe. Together with the ECB, the national central banks of the euro-zone countries form the Eurosystem, which is responsible for defining and implementing the
common monetary policy for the EMU.
9. While the core EMU members, including France and Germany, apparently prefer
the fixed exchange rate regime, other major countries such as the United States
and Japan are willing to live with flexible exchange rates. Under the flexible
exchange rate regime, governments can retain policy independence because the
external balance will be achieved by the exchange rate adjustments rather than by
policy intervention. Exchange rate uncertainty, however, can potentially hamper
international trade and investment. The choice between the alternative exchange
rate regimes is likely to involve a trade-off between national policy autonomy and
international economic integration.
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Grexit or Not?
When the euro was introduced in 1999, Greece was conspicuously absent from the list
of the EU member countries adopting the common currency. The country was not ready.
In a few short years, however, European leaders, probably motivated by their political
agenda, allowed Greece to join the euro club in 2001 although it was not entirely clear
if the country satisfied the entry conditions. In any case, joining the euro club allowed
the Greek government, households, and firms to gain easy access to plentiful funds at
historically low interest rates, ushering in a period of robust credit growth. For a while,
Greeks enjoyed what seemed to be the fruits of becoming a full-fledged member of
Europe. In December 2009, however, the new Greek government revealed that the government budget deficit would be 12.7 percent for 2009, not 3.7 percent as previously
announced by the outgoing government, far exceeding the EU’s convergence guideline
of keeping the budget deficit below 3.0 percent of the GDP. As the true picture of the
government finance became known, the prices of Greek government bonds began to
fall sharply, prompting panic selling among international investors, threatening the sovereign defaults.
Several years into the crisis, the Greek government debt stands at around 180 percent
of GDP and the jobless rate among youth is above 50 percent. The country’s GDP
declined by about 25 percent. Severe austerity measures, such as sharply raised taxes
and much reduced pension benefits, were imposed on Greece as conditions for the bailouts arranged by the EU, IMF, and the European Central Bank. In addition, people were
allowed to have only restricted access to their bank deposits, to prevent bank runs. Opinion polls indicate that the majority of people in Germany, the main creditor nation for
Greece, prefer the Greek exit from the euro zone, popularly called Grexit, while some
people in Greece are demanding Grexit themselves and restoration of the national currency, the drachma.
Discussion points: (i) the root causes of the Greek predicaments, (ii) the costs and benefits of staying in the euro zone for Greece, (iii) the measures that need to be taken to
keep Greece in the euro zone in the long run if that is desirable, (iv) If you were a disinterested outside advisor for the Greek government, would you advise Grexit or not? Why or
why not?
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Balance-of-Payments Accounts
The Current Account
The Capital Account
Statistical Discrepancy
Official Reserve Account
The Balance-of-Payments Identity
Balance-of-Payments Trends in Major Countries
Summary

THE TERM balance of payments is often mentioned in the
news media and continues to be a popular subject of economic
and political discourse around the world. It is not always clear,
however, exactly what is meant by the term when it is mentioned
in various contexts. This ambiguity is often attributable to misunderstanding and misuse of the term. The balance of payments,
which is a statistical record of a country’s transactions with the
rest of the world, is worth studying for a few reasons.
First, the balance of payments provides detailed information
concerning the demand and supply of a country’s currency.
For example, if the United States imports more than it exports,
Mini Case: Mexico’s Balance-of-Payments Problem
then this means that the supply of dollars is likely to exceed
appendix 3a: The Relationship Between Balance
the demand in the foreign exchange market, ceteris paribus.
of Payments and National Income
One can thus infer that the U.S. dollar would be under pressure
Accounting
to depreciate against other currencies. On the other hand, if
the United States exports more than it imports, then the dollar
would be more likely to appreciate.
Second, a country’s balance-of-payment data may signal its
potential as a business partner for the rest of the world. If a country is grappling with a major balance-of-payment difficulty, it may
not be able to expand imports from the outside world. Instead, the
country may be tempted to impose measures to restrict imports
and discourage capital outflows in order to improve the balance-of-payment situation.
On the other hand, a country experiencing a significant balance-of-payment surplus
would be more likely to expand imports, offering marketing opportunities for foreign
enterprises, and less likely to impose foreign exchange restrictions.
Third, balance-of-payments data can be used to evaluate the performance of the country in international economic competition. Suppose a country is experiencing trade deficits year after year. This trade data may then signal that the country’s domestic industries
lack international competitiveness. To interpret balance-of-payments data properly, it is
necessary to understand how the balance-of-payments account is constructed.

Balance-of-Payments Accounting

The balance of payments can be formally defined as the statistical record of a country’s international transactions over a certain period of time presented in the form
of double-entry bookkeeping. Examples of international transactions include import
and export of goods and services and cross-border investments in businesses, bank
accounts, bonds, stocks, and real estate. Since the balance of payments is recorded
over a certain period of time (i.e., a quarter or a year), it has the same time dimension
as national income accounting.1
1
In fact, the current account balance, which is the difference between a country’s exports and imports, is a component
of the country’s GNP. Other components of GNP include consumption and investment and government expenditure.
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Generally speaking, any transaction that results in a receipt from foreigners
will be recorded as a credit, with a positive sign, in the U.S. balance of payments,
whereas any transaction that gives rise to a payment to foreigners will be recorded
as a debit, with a negative sign. Credit entries in the U.S. balance of payments result
from foreign sales of U.S. goods and services, goodwill, financial claims, and real
assets. Debit entries, on the other hand, arise from U.S. purchases of foreign goods
and services, goodwill, financial claims, and real assets. Further, credit entries give
rise to the demand for dollars, whereas debit entries give rise to the supply of dollars.
Note that the demand (supply) for dollars is associated with the supply (demand) of
foreign exchange.
Since the balance of payments is presented as a system of double-entry bookkeeping,
every credit in the account is balanced by a matching debit and vice versa.
EXAMPLE 3.1

For example, suppose that Boeing Corporation exported a Boeing 747 aircraft to
Japan Airlines for $50 million, and that Japan Airlines pays from its dollar bank
account kept with Chase Manhattan Bank in New York City. Then, the receipt
of $50 million by Boeing will be recorded as a credit (+), which will be matched
by a debit (−) of the same amount representing a reduction of the U.S. bank’s
liabilities.
EXAMPLE 3.2

Suppose, for another example, that Boeing imports jet engines produced by RollsRoyce for $30 million, and that Boeing makes payment by transferring the funds to
a New York bank account kept by Rolls-Royce. In this case, payment by Boeing will
be recorded as a debit (−), whereas the deposit of the funds by Rolls-Royce will be
recorded as a credit (+).

As shown by the preceding examples, every credit in the balance of payments is matched
by a debit somewhere to conform to the principle of double-entry bookkeeping.
Not only international trade, that is, exports and imports, but also cross-border
investments are recorded in the balance of payments.
EXAMPLE 3.3

Suppose that Thomson Corporation, a U.S. information services company, acquires
Reuters, a British news agency, for $750 million, and that Reuters deposits the money
in Barclays Bank in London, which, in turn, uses the sum to purchase U.S. treasury
notes. In this case, the payment of $750 million by Thomson will be recorded as a
debit (−), whereas Barclays’ purchase of the U.S. Treasury notes will be recorded as
a credit (+).

The above examples can be summarized as follows:
Transactions

Boeing’s export
Withdrawal from U.S. bank
Boeing’s import
Deposit at U.S. bank
Thomson’s acquisition of Reuters
Barclays’ purchase of U.S. securities

Credit

+$50 million
+$30 million
+$750 million

Debit

−$50 million
−$30 million
−$750 million
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Balance-of-Payments Accounts

Since the balance of payments records all types of international transactions a country
consummates over a certain period of time, it contains a wide variety of accounts.
However, a country’s international transactions can be grouped into the following
three main types:
1. The current account.
2. The capital account.
3. The official reserve account.
The current account includes the export and import of goods and services, whereas
the capital account includes all purchases and sales of assets such as stocks, bonds,
bank accounts, real estate, and businesses. The official reserve account, on the other
hand, covers all purchases and sales of international reserve assets such as dollars,
foreign exchanges, gold, and special drawing rights (SDRs).
Let us now examine a detailed description of the balance-of-payments accounts.
Exhibit 3.1 summarizes the U.S. balance-of-payments accounts for the year 2015 that
we are going to use as an example.

The Current Account

Exhibit 3.1 shows that U.S. exports were $3,044.1 billion in 2015, while U.S. imports
were $3,362.1 billion. The current account balance, which is defined as exports minus
imports plus unilateral transfers, that is, (1) + (2) + (3) in Exhibit 3.1, was negative,
−$463.0 billion. The United States thus had a balance-of-payments deficit on the current account in 2015. The current account deficit implies that the United States used

EXHIBIT 3.1
A Summary of the U.S.
Balance of Payments for
2015 (in $ billion)

Credits

Current Account
[1] Exports
[1.1] Merchandise
[1.2] Services
[1.3] Factor income
[2] Imports
[2.1] Merchandise
[2.2] Services
[2.3] Factor income
[3] Unilateral transfer
Balance on current account
[[1] + [2] + [3]]
Capital Account
[4] Direct investment
[5] Portfolio investment
[5.1] Equity securities
[5.2] Debt securities
[5.3] Derivatives, net
[6] Other investment
Balance on capital account
[[4] + [5] + [6]]
[7] Statistical discrepancies
Overall balance
Official Reserve Account
Source: IMF, International Financial Statistics Yearbook, 2016.

3,044.1
1,510.3
750.9
782.9

128.6

379.4
276.3
−178.3
429.2
25.4
270.9
188.9
267.8
6.3

Debits

−3,362.1
−2,272.9
−488.7
−600.5
−273.6
−463.0

−348.6
−154.0
−202.6
48.6
−235.1

−6.3

CHAPTER 3

www.bea.gov
Website of the Bureau of
Economic Analysis, U.S.
Department of Commerce,
provides data related to the
U.S. balance of payments.

BALANCE OF PAYMENTS

63

up more output than it produced.2 Since a country must finance its current account
deficit either by borrowing from foreigners or by drawing down on its previously accumulated foreign wealth, a current account deficit represents a reduction in the country’s net foreign wealth. On the other hand, a country with a current account surplus
acquires IOUs from foreigners, thereby increasing its net foreign wealth.
The current account is divided into four finer categories: merchandise trade, services, factor income, and unilateral transfers. Merchandise trade represents exports
and imports of tangible goods, such as oil, wheat, clothes, automobiles, computers, and
so on. As Exhibit 3.1 shows, U.S. merchandise exports were $1,510.3 billion in 2015
while imports were $2,272.9 billion. The United States thus had a deficit on the trade
balance or a trade deficit. The trade balance represents the net merchandise export.
As is well known, the United States has experienced persistent trade deficits since the
early 1980s, whereas such key trading partners as China, Japan, and Germany have
generally realized trade surpluses. This persistent trade imbalance between the United
States and her key trading partners has been a source of international contention.
Services, the second category of the current account, include payments and receipts
for legal, consulting, and engineering services, royalties for patents and intellectual
properties, insurance premiums, shipping fees, and tourist expenditures. These trades
in services are sometimes called invisible trade. In 2015, U.S. service exports were
$750.9 billion and imports were $488.7 billion, realizing a surplus of $262.2 billion.
Clearly, the United States performed better in services than in merchandise trade. It
is noted that thanks to the rapid advancement of information technology (IT), many
services that were previously nontradable are becoming tradable. For example, X-ray
pictures taken at a local hospital in the United States may be transmitted overnight via
the Internet to an IT outsourcing center in India. Then, doctors there would examine
the digital images and data and e-mail their diagnosis back to the U.S. hospital for a
fee. In this case, the United States effectively imported medical service from India.
Factor income, the third category of the current account, consists largely of payments and receipts of interest, dividends, and other income on foreign investments that
were previously made. If U.S. investors receive interest on their holdings of foreign
bonds, for instance, it will be recorded as a credit in the balance of payments. On the
other hand, interest payments by U.S. borrowers to foreign creditors will be recorded
as debits. In 2015, U.S. residents paid out $600.5 billion to foreigners as factor income
and received $782.9 billion, realizing a $182.4 billion surplus. Considering, however,
that the United States has heavily borrowed from foreigners in recent years, U.S. payments of interest and dividends to foreigners are likely to rise significantly. This can
increase the U.S. current account deficit in the future, ceteris paribus.
Unilateral transfers, the fourth category of the current account, involve “unrequited” payments. Examples include foreign aid, reparations, official and private grants,
and gifts. Unlike other accounts in the balance of payments, unilateral transfers have
only one-directional flows, without offsetting flows. In the case of merchandise trade,
for example, goods flow in one direction and payments flow in the opposite direction.
For the purpose of preserving the double-entry bookkeeping rule, unilateral transfers
are regarded as an act of buying goodwill from the recipients. So a country that gives
foreign aid to another country can be viewed as importing goodwill from the latter.
As can be expected, the United States made a net unilateral transfer of $145.0 billion,
which is the receipt of transfer payments ($128.6 billion) minus transfer payments to
foreign entities ($273.6 billion).
The current account balance (BCA) can be written as the difference between national output (Y) and domestic
absorption, which comprises consumption (C), investment (I), and government expenditures (G):
BCA = Y − (C + I + G)
If a country’s domestic absorption falls short of its national output, the country’s current account must be in
surplus, for more detailed discussion, refer to Appendix 3A.
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EXHIBIT 3.2

+
Change in the trade balance

A Currency Depreciation
and the Time-Path of the
Trade Balance: The J-Curve
Effect
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Time

‒

The current account balance, especially the trade balance, tends to be sensitive to
exchange rate changes. When a country’s currency depreciates against the currencies
of major trading partners, the country’s exports tend to rise and imports fall, improving the trade balance. For example, Mexico experienced continuous deficits in its trade
balance of about $4.5 billion per quarter throughout 1994. Following the depreciation
of the peso in December 1994, however, Mexico’s trade balance began to improve
immediately, realizing a surplus of about $7 billion for the year 1995.
The effect of currency depreciation on a country’s trade balance can be more complicated than the case described above. Indeed, following a depreciation, the trade balance
may at first deteriorate for a while. Eventually, however, the trade balance will tend to
improve over time. This particular reaction pattern of the trade balance to a depreciation is
referred to as the J-curve effect, which is illustrated in Exhibit 3.2. The curve shows the
initial deterioration and the eventual improvement of the trade balance following a depreciation. The J-curve effect received wide attention when the British trade balance worsened
after a devaluation of the pound in 1967. Sebastian Edwards (1989) examined various cases
of devaluations carried out by developing countries from the 1960s through the 1980s, and
confirmed the existence of the J-curve effect in about 40 percent of the cases.
A depreciation will begin to improve the trade balance immediately if imports and
exports are responsive to the exchange rate changes. On the other hand, if imports and
exports are inelastic, the trade balance will worsen following a depreciation. Following
a depreciation of the domestic currency and the resultant rise in import prices, domestic
residents may still continue to purchase imports because it is difficult to change their consumption habits in a short period of time. With higher import prices, the domestic country
comes to spend more on imports. Even if domestic residents are willing to switch to less
expensive domestic substitutes for foreign imports, it may take time for domestic producers
to supply import substitutes. Likewise, foreigners’ demand for domestic products, which
become less expensive with a depreciation of the domestic currency, can be inelastic essentially for the same reasons. In the long run, however, both imports and exports tend to be
responsive to exchange rate changes, exerting positive influences on the trade balance.

The Capital Account

The capital account balance measures the difference between U.S. sales of assets to
foreigners and U.S. purchases of foreign assets. U.S. sales (or exports) of assets are
recorded as credits, as they result in capital inflow. On the other hand, U.S. purchases
(imports) of foreign assets are recorded as debits, as they lead to capital outflow.
Unlike trades in goods and services, trades in financial assets affect future payments
and receipts of factor income.
Exhibit 3.1 shows that the United States had a capital account surplus of $188.9 billion
in 2015, implying that capital inflow to the United States far exceeded capital outflow.
Clearly, the current account deficit was substantially offset by the capital account surplus.

CHAPTER 3

BALANCE OF PAYMENTS

65

As previously mentioned, a country’s current account deficit must be paid for either by
borrowing from foreigners or by selling off past foreign investments. In the absence of
the government’s reserve transactions, the current account balance must be equal to the
capital account balance but with the opposite sign. When nothing is excluded, a country’s
balance of payments must necessarily balance. In 2015, however, the capital account surplus ($188.9 billion) falls much short of the current account deficit ($463.0 billion) in
magnitude. But at the same time, the statistical discrepancies ($267.8 billion), including
errors and omissions that tend to occur mostly in the capital account transactions, are
unusually large. It is noted that the sum of the capital account surplus and the statistical
discrepancies, $456.7 billion (= $188.9 billion + $267.8 billion), is very close to the current account deficit, $463.0 billion.
The capital account can be divided into three categories: direct investment, portfolio
investment, and other investment. Direct investment occurs when the investor acquires a
measure of control of the foreign business. In the U.S. balance of payments, acquisition
of 10 percent or more of the voting shares of a business is considered giving a measure
of control to the investor.
When Honda, a Japanese automobile manufacturer, built an assembly factory in
Ohio, it was engaged in foreign direct investment (FDI). Another example of direct
investment was provided by Nestlé Corporation, a Swiss multinational firm, when
it acquired Carnation, a U.S. firm. Of course, U.S. firms also are engaged in direct
investments in foreign countries. For instance, Coca-Cola built bottling facilities
all over the world. In recent years, many U.S. corporations moved their production
facilities to Mexico and China, in part, to take advantage of lower costs of production. Generally speaking, foreign direct investments take place as firms attempt to
take advantage of various market imperfections, such as underpriced labor services
and protected markets. In 2015, U.S. direct investment overseas was $348.6 billion,
whereas foreign direct investment in the United States was $379.4 billion.
Firms undertake foreign direct investments when the expected returns from foreign
investments exceed the cost of capital, allowing for foreign exchange and political risks.
The expected returns from foreign projects can be higher than those from domestic
projects because of lower wage rates and material costs, subsidized financing, preferential tax treatment, exclusive access to local markets, and the like. The volume and
direction of FDI can also be sensitive to exchange rate changes. For instance, Japanese
FDI in the United States soared in the latter half of the 1980s, partly because of the
sharp appreciation of the yen against the dollar. With a stronger yen, Japanese firms
could better afford to acquire U.S. assets that became less expensive in terms of the yen.
The same exchange rate movement discouraged U.S. firms from making FDI in Japan
because Japanese assets became more expensive in terms of the dollar.
Portfolio investment, the second category of the capital account, mostly represents sales and purchases of foreign financial assets such as stocks and bonds that do
not involve a transfer of control. International portfolio investments have boomed in
recent years, partly due to the general relaxation of capital controls and regulations in
many countries, and partly due to investors’ desire to diversify risk globally. Portfolio
investment comprises equity, debt, and derivative securities. Exhibit 3.1 shows that in
2015, foreigners invested $276.3 billion in U.S. financial securities, whereas Americans
invested $154.0 billion in foreign securities, realizing a surplus, $122.3 billion, for the
United States. Much of the surplus represents foreigners’ investment in U.S. debt securities and U.S. liquidation and repatriation of foreign debt securities. Exhibit 3.1 shows
that foreigners invested $429.2 billion in U.S. debt securities in 2015, whereas U.S.
investors divested $48.6 billion in foreign debt securities. It is also noted that foreigners
divested $178.3 billion in U.S. equities.
Investors typically diversify their investment portfolios to reduce risk. Since security returns tend to have relatively low correlations among countries, investors can
reduce risk more effectively if they diversify their portfolio holdings internationally
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rather than purely domestically. In addition, investors may be able to benefit from
higher expected returns from some foreign markets.3
In recent years, government-controlled investment funds, known as sovereign
wealth funds (SWFs), are playing an increasingly visible role in international investments. SWFs are mostly domiciled in Asian and Middle Eastern countries and
usually are responsible for recycling foreign exchange reserves of these countries
swelled by trade surpluses and oil revenues. It is noted that SWFs invested large
sums of money in many western banks that were severely affected by subprime
mortgage-related losses (i.e., housing loans made to borrowers with marginal creditworthiness). For example, Abu Dhabi Investment Authority invested $7.5 billion in
Citigroup, which needed to replenish its capital base in the wake of subprime losses,
whereas Temasek Holdings, Singapore’s state-owned investment company, injected
$5.0 billion into Merrill Lynch, one of the largest investment banks in the United
States. Although SWFs play a positive role in stabilizing the global banking system
and help the balance-of-payment situations of the host countries, they are increasingly under close scrutiny due to their sheer size and the lack of transparency about
the way these funds are operating.
The third category of the capital account is other investment, which includes
transactions in currency, bank deposits, trade credits, and so forth. These investments are quite sensitive to both changes in relative interest rates between countries and the anticipated change in the exchange rate. If the interest rate rises in the
United States while other variables remain constant, the United States will experience capital inflows, as investors would like to deposit or invest in the United States
to take advantage of the higher interest rate. On the other hand, if a higher U.S.
interest rate is more or less offset by an expected depreciation of the U.S. dollar,
capital inflows to the United States will not materialize.4 Since both interest rates
and exchange rate expectations are volatile, these capital flows are highly reversible. In 2015, the United States experienced a major inflow of $270.9 billion in this
category, while U.S. investors invested $235.1 billion in their holdings of foreign
assets in this category.

Statistical Discrepancy Exhibit 3.1 shows that there was a statistical discrepancy of $267.8 billion in 2015, rep-

resenting omitted and misrecorded transactions. Recordings of payments and receipts
arising from international transactions are done at different times and places, possibly
using different methods. As a result, these recordings, upon which the balance-ofpayments statistics are constructed, are bound to be imperfect. While merchandise
trade can be recorded with a certain degree of accuracy at the customs houses, provisions of invisible services like consulting can escape detection. Cross-border financial
transactions, a bulk of which might have been conducted electronically, are far more
difficult to keep track of. For this reason, the balance of payments always presents a
“balancing” debit or credit as a statistical discrepancy.5 As was previously mentioned,
the sum of the balance on capital account and the statistical discrepancy largely offset
the balance of current account in magnitude, −$463.0 billion. This suggests that financial transactions may be mainly responsible for the discrepancy.
When we compute the cumulative balance of payments including the current
account, capital account, and the statistical discrepancies, we obtain the so-called
overall balance or official settlement balance. All the transactions comprising the

Refer to Chapter 15 for a detailed discussion of international portfolio investment.
We will discuss the relationship between the relative interest rates and the expected exchange rate change in
Chapter 6.
5
Readers might wonder how to compute the statistical discrepancies in the balance of payments. Statistical
discrepancies, which represent errors and omissions, by definition, cannot be known. Since, however, the
balance of payments must balance to zero when every item is included, one can determine the statistical
discrepancies in the “residual” manner.
3
4
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overall balance take place autonomously for their own sake.6 The overall balance is
significant because it indicates a country’s international payment gap that must be
accommodated with the government’s official reserve transactions.
It is also indicative of the pressure that a country’s currency faces for depreciation or
appreciation. If, for example, a country continuously realizes deficits on the overall balance, the country will eventually run out of reserve holdings and its currency may have to
depreciate against foreign currencies. In 2015, the United States had a $6.3 billion deficit
on the overall balance. This means that the United States made a net payment equal to that
amount to the rest of the world. If the United States had realized a surplus on the overall
balance, the United States would have received a net payment from the rest of the world.

Official Reserve
Account

When a country must make a net payment to foreigners because of a balance-of-payments
deficit, the central bank of the country (the Federal Reserve System in the United States)
should either run down its official reserve assets, such as gold, foreign exchanges, and
SDRs, or borrow anew from foreign central banks. On the other hand, if a country has a
balance-of-payments surplus, its central bank will either retire some of its foreign debts
or acquire additional reserve assets from foreigners. Exhibit 3.1 shows that to deal with a
$6.3 billion balance-of-payment deficit, the United States decreased its external reserve
holdings by the same amount by, for example, liquidating foreign exchange reserves.
The official reserve account includes transactions undertaken by the authorities
to finance the overall balance and intervene in foreign exchange markets. When the
United States and foreign governments wish to support the value of the dollar in the
foreign exchange markets, they sell foreign exchanges, SDRs, or gold to “buy” dollars.
These transactions, which give rise to the demand for dollars, will be recorded as a
positive entry under official reserves. On the other hand, if governments would like
to see a weaker dollar, they “sell” dollars and buy gold, foreign exchanges, and so
forth. These transactions, which give rise to the supply of dollars, will be recorded as a
negative entry under official reserves. The more actively governments intervene in the
foreign exchange markets, the greater the official reserve changes.
On September 6, 2011, the Swiss National Bank (SNB), the central bank of Switzerland, surprised financial markets by announcing that it will intervene in currency markets
“without limit” in order to keep the Swiss franc from appreciating beyond SFr1.20/€,
which is equivalent to about €0.833/SFr. The central bank announced that “with immediate effect, the bank will no longer tolerate an exchange rate in the euro against the Swiss
franc below the minimum rate of SFr1.20. The SNB will enforce this minimum rate with
the utmost determination and is prepared to buy foreign currency in unlimited quantities.” As Switzerland was receiving safe-haven investment flows from the euro zone
uncertainties, the Swiss franc has been steadily appreciating from €0.61 per Swiss franc
in early 2008 to a near-parity with the euro in August 2011, hurting the export-driven
economy of Switzerland. To prevent the appreciation of the Swiss franc, the SNB has
been buying up euros by printing and selling francs. The intervention was focused on
the euro because the euro zone is by far the largest export market for the Swiss products.
As can be seen in Exhibit 3.3, the official reserve assets of Switzerland were essentially
constant in 2008, implying non-intervention, but began to rise fast since 2009, reflecting
the SNB intervention. Despite the intervention, the Swiss franc continued to appreciate
against the euro, pushing the Swiss economy toward recession. Against this backdrop,
the SNB announced the drastic measure to intervene in currency markets without limit in
order to keep the minimum exchange rate of SFr1.20 against the euro. Exhibit 3.3 shows
that the Swiss franc fell sharply upon the announcement and the SNB was successful in
keeping the Swiss franc at the minimum rate. As a result of the central bank interventions over the years, the official reserve assets of Switzerland have increased from under
$50 billion in 2008 to nearly $500 billion in 2013. The “minimum rate” policy of SNB
Autonomous transactions refer to those transactions that occur without regard to the goal of achieving the
balance-of-payments equilibrium.
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EXHIBIT 3.3
Swiss Intervention in
Foreign Exchange Markets

1.00
0.95
0.90
0.85
0.80
0.75
0.70
0.65
0.60
0.55
2008

Euro/Swiss Franc Exchange Rate

600

Official Reserve Assets
of Switzerland (in $ billion)

500
€ 0.833/SFr

400
300
200
100

2009

2010

2011

2012

2013

0
2008

2009

2010

2011

2012

2013

Source: Datastream and International Financial Statistics.

continued until January 2015. The Swiss episode shows that the negative effect of the socalled “market-determined exchange rate” on the real economy can force the government
to tie up the “invisible hands” of the market.
Until the advent of the Bretton Woods System in 1945, gold was the predominant
international reserve asset. After 1945, however, international reserve assets comprise
1.
2.
3.
4.

Gold.
Foreign exchanges.
Special drawing rights (SDRs).
Reserve positions in the International Monetary Fund (IMF).

As can be seen from Exhibit 3.4, the relative importance of gold as an international means
of payment has steadily declined, whereas the importance of foreign exchanges has grown
substantially. As of 2015, foreign exchanges account for about 95 percent of the total
reserve assets held by IMF member countries, with gold accounting for less than 1 percent
of the total reserves. Similar to gold, the relative importance of SDRs and reserve positions
in the IMF have steadily declined. However, due to the IMF’s issuance of $250 billion
in new SDRs, SDRs’ share in global reserves rose to about 4 percent in 2009. The new
issuance of SDRs was based on the recommendation of the G-20 summit meeting held
in London in April 2009. The objective of the new issuance was to boost global liquidity.
As can be seen from Exhibit 3.5, the U.S. dollar’s share in the world’s foreign exchange
reserves was 56.2 percent in 1993, followed by the German mark (14.1 percent), ECU
(8.3 percent), Japanese yen (8.0 percent), British pound (3.1 percent), French franc
(2.2 percent), Swiss franc (1.2 percent), and Dutch guilder (0.6 percent). The “predecessor” currencies of the euro, including the German mark, French franc, Dutch guilder, and
ECU, collectively received a substantial weight, about 25 percent, in the world’s foreign
exchange reserves. For comparison, in 1997, the world’s reserves comprised the U.S. dollar
(65.1 percent), German mark (14.5 percent), Japanese yen (5.8 percent), British pound
(2.6 percent), French franc (1.4 percent), ECU (6.1 percent), Swiss franc (0.3 percent),
Dutch guilder (0.5 percent), and miscellaneous currencies (3.9 percent). In other words,
the U.S. dollar’s share increased substantially throughout the 1990s at the expense of other
currencies. This change could be attributed to a strong performance of the dollar in the
1990s and the uncertainty associated with the introduction of the new currency, that is, the
euro. In 2015, the world reserves comprised the U.S. dollar (64.1 percent), euro (19.9 percent), Japanese yen (4.1 percent), British pound (4.9 percent), Swiss franc (0.3 percent),
and miscellaneous currencies (6.8 percent). The dollar’s dominant position in the world’s
reserve holdings may decline to a certain extent as the euro becomes a more stable and
better “known quantity” and central banks wish to diversify their reserve holdings. In fact,
the euro’s share has increased from 17.9 percent in 1999 to 27.7 percent in 2009. By 2015,
however, it declined significantly to 19.9 percent due to the euro-zone debt crisis.
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EXHIBIT 3.4
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Source: IMF, International Financial Statistics.

Currency Composition of the World’s Foreign Exchange Reserves
(percent of total)

EXHIBIT 3.5
Currency

1993

1995

1997

1999

2001

2003

2005

2007

2009

2011

2013

2015

U.S. dollar
Japanese yen
Pound sterling
Swiss franc
Euro
Deutsche mark
French franc
Dutch guilder
ECU
Other currencies

56.2
8.0
3.1
1.2
—
14.1
2.2
0.6
8.3
6.2

59.0
6.8
2.1
0.3
—
15.8
2.4
0.3
8.5
4.9

65.1
5.8
2.6
0.3
—
14.5
1.4
0.4
6.1
3.9

71.0
6.4
2.9
0.2
17.9
—
—
—
—
1.6

71.5
5.0
2.7
0.2
19.2
—
—
—
—
1.3

65.4
4.4
2.9
0.2
25.0
—
—
—
—
2.0

66.5
4.0
3.7
0.1
23.9
—
—
—
—
1.7

63.9
3.2
4.8
0.2
26.1
—
—
—
—
1.8

62.1
2.9
4.2
0.1
27.7
—
—
—
—
3.0

62.6
3.6
3.8
0.1
24.4
—
—
—
—
5.5

61.2
3.8
4.0
0.3
24.2
—
—
—
—
6.5

64.1
4.1
4.9
0.3
19.9
—
—
—
—
6.8

Source: IMF eLibrary.

In addition to the emergence of the euro as a credible reserve currency, continued U.S.
trade deficits and foreigners’ desire to diversify their currency holdings away from U.S.
dollars could further diminish the position of the U.S. dollar as the dominant reserve currency. Particularly, the value of the U.S. dollar would also be very much affected by the
currency diversification decisions of Asian central banks. These banks collectively hold
an enormous amount of foreign currency reserves, mostly in dollars, arising from trade
surpluses. Asian central banks also purchase U.S. dollars in foreign exchange markets in
order to limit appreciation of their local currencies against the dollar.
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The Balance-of-Payments Identity

When the balance-of-payments accounts are recorded correctly, the combined balance of
the current account, the capital account, and the reserves account must be zero, that is,
BCA + BKA + BRA = 0

(3.1)

where
BCA = balance on the current account
BKA = balance on the capital account
BRA = balance on the reserve account
The balance on the reserves account, BRA, represents the change in the official reserves.
Equation 3.1 is the balance-of-payments identity (BOPI) that must necessarily
hold. The BOPI equation indicates that a country can run a balance-of-payments surplus
or deficit by increasing or decreasing its official reserves. Under the fixed exchange rate
regime, countries maintain official reserves that allow them to have balance-of-payments
disequilibrium, that is, BCA + BKA is nonzero, without adjusting the exchange rate.
Under the fixed exchange rate regime, the combined balance on the current and capital
accounts will be equal in size, but opposite in sign, to the change in the official reserves:
BCA + BKA = −BRA

(3.2)

For example, if a country runs a deficit on the overall balance, that is, BCA + BKA
is negative, the central bank of the country can supply foreign exchanges out of its
reserve holdings. But if the deficit persists, the central bank will eventually run out
of its reserves, and the country may be forced to devalue its currency. This is roughly
what happened to the Mexican peso in December 1994.
Under the pure flexible exchange rate regime, central banks will not intervene in
the foreign exchange markets. In fact, central banks do not need to maintain official
reserves. Under this regime, the overall balance thus must necessarily balance, that is,
BCA = −BKA

(3.3)

In other words, a current account surplus or deficit must be matched by a capital
account deficit or surplus, and vice versa. In a dirty floating exchange rate system
under which the central banks discreetly buy and sell foreign exchanges, Equation 3.3
will not hold tightly.
Being an identity, Equation 3.3 does not imply a causality by itself. A current
account deficit (surplus) may cause a capital account surplus (deficit), or the opposite
may hold. It has often been suggested that the persistent U.S. current account deficits
made it necessary for the United States to run matching capital account surpluses,
implying that the former causes the latter. One can argue, with equal justification, that
the persistent U.S. capital account surpluses, which may have been caused by high
U.S. interest rates, have caused the persistent current account deficits by strengthening
the value of the dollar. The issue can be settled only by careful empirical studies.

Balance-of-Payments Trends in Major Countries

Considering the significant attention that balance-of-payments data receive in the news
media, it is useful to closely examine balance-of-payments trends in some of the major
countries. Exhibit 3.6 provides the balance on the current account (BCA) as well as the
balance on the capital account (BKA) for each of the five key countries, China, Japan,
Germany, the United Kingdom, and the United States, during the period 1982–2015.
Exhibit 3.6 shows first that the United States has experienced continuous deficits on
the current account since 1982 and continuous surpluses on the capital account. Clearly,
the magnitude of U.S. current account deficits is far greater than any that other countries
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Balances on the Current (BCA) and Capital (BKA) Accounts of Five Major Countries:
1982–2015 ($ billion)a

EXHIBIT 3.6
China
Year

BCA

1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015

5.7
4.2
2.0
−11.4
−7.0
0.3
−3.8
−4.3
12.0
13.3
6.4
−11.6
6.9
1.6
7.2
29.7
31.5
21.1
20.5
17.4
35.4
45.9
68.7
160.8
249.9
371.8
426.1
297.1
237.8
201.7
215.4
148.2
277.4
330.6

Japan
BKA

0.6
−0.1
−1.9
9.0
5.0
4.5
6.2
3.8
0.1
1.3
−8.5
13.4
23.5
20.9
24.5
6.1
−6.3
5.2
2.0
34.8
32.3
52.7
110.7
58.9
6.0
70.4
18.9
144.8
229.2
180.6
−36.0
343.0
−51.4
−485.6

BCA

6.9
20.8
35.0
51.1
85.9
84.4
79.2
63.2
44.1
68.2
112.6
131.6
130.3
111.0
65.9
94.4
120.7
106.9
116.9
87.8
112.4
136.2
172.1
165.8
170.5
210.5
156.6
142.2
203.9
119.1
60.1
46.4
36.0
135.6

Germany
BKA

−11.6
−19.3
−32.9
−51.6
−70.7
−46.3
−61.7
−76.3
−53.2
−76.6
−112.0
−104.2
−105.0
−52.4
−30.7
−87.8
−116.8
−31.1
−75.5
−51.0
−66.7
67.9
22.5
−122.7
−102.3
−187.2
−172.6
−130.2
−155.1
57.1
−91.3
43.0
−49.9
−170.0

BCA

4.9
4.6
9.6
17.6
40.9
46.4
50.4
57.0
48.3
−17.7
−19.1
−13.9
−20.9
−22.6
−13.8
−1.2
−6.4
−18.0
−18.7
1.7
43.4
54.9
120.3
131.8
150.8
263.1
243.9
168.0
200.7
204.3
248.9
253.5
281.3
285.1

BKA

−2.0
−6.6
−9.9
−15.4
−35.5
−24.9
−66.0
−54.1
−41.1
11.5
56.3
−0.3
18.9
29.8
12.6
2.6
17.6
−40.5
13.2
−24.1
−70.4
−79.3
−146.9
−151.2
−179.8
−325.3
−300.8
−185.9
−194.8
−201.2
−184.1
−290.2
−327.2
−252.4

United Kingdom
BCA

8.0
5.3
1.8
3.3
−1.3
−8.1
−29.3
−36.7
−32.5
−14.3
−18.4
−15.5
−2.3
−5.9
−3.7
6.8
−8.0
−31.9
−28.8
−32.1
−26.2
−30.5
−35.2
−55.0
−77.6
−74.7
−39.9
−28.7
−75.2
−46.0
−97.1
−119.9
−139.7
−153.1

United States

BKA

−10.6
−7.1
−2.8
−0.7
5.0
28.2
33.9
28.6
32.5
19.0
11.7
21.0
3.8
5.0
3.2
−11.0
0.2
31.0
26.2
31.5
17.3
24.8
10.4
73.8
49.0
66.2
21.5
38.1
79.5
51.2
95.5
130.8
139.9
183.4

BCA

−11.6
−44.2
−99.0
−124.5
−150.5
−166.5
−127.7
−104.3
−94.3
−9.3
−61.4
−90.6
−132.9
−129.2
−148.7
−166.8
−217.4
−324.4
−444.7
−385.7
−473.9
−530.7
−640.2
−754.9
−811.5
−726.6
−706.1
−419.8
−470.9
−473.4
−446.5
−366.4
−392.1
−463.0

BKA

16.6
45.4
102.1
128.3
150.2
157.3
131.6
129.5
96.5
3.5
57.4
91.9
127.6
138.9
142.1
167.8
151.6
367.9
443.6
419.9
572.7
541.2
553.9
763.3
830.8
663.7
509.9
474.9
472.5
489.5
444.9
387.9
283.8
456.7

a

The balance on the capital account (BKA) in this table includes statistical discrepancies. Most discrepancies occur in the capital account.

Source: IMF, International Financial Statistics Yearbook, various issues.

ever experienced during the 34-year sample period. In 2006, the U.S. current account
deficit reached $812 billion before it started to decline due to the recession. The U.S.
balance-of-payments trend is illustrated in Exhibit 3.7. The exhibit shows that the U.S.
current account deficit has increased sharply since 1997. This situation has led some politicians and commentators to lament that Americans are living far beyond their means. As
a matter of fact, the net international investment position of the United States turned negative in 1987 for the first time in decades and continued to deteriorate. The overseas debt
burden of the United States—the difference between the value of foreign-owned assets
in the United States and the value of U.S.-owned assets abroad—reached about $2,540
billion at the end of 2006, when valued by the replacement cost of the investments made
abroad and at home. As recently as 1986, the United States was considered a net creditor
nation, with about $35 billion more in assets overseas than foreigners owned in the United
States. The International Finance in Practice box “The Dollar and the Deficit” addresses
the issues associated with the U.S. trade deficit. Since 2006, however, the current account
deficit has declined for the United States, reflecting the effect of the “Great Recession.”

INTERNATIONAL FINANCE IN PRACTICE

The Dollar and the Deficit
The dollar is looking vulnerable. It is propped up not by the
strength of America’s exports, but by vast imports of capital.
America, a country already rich in capital, has to borrow from
abroad almost $2 billion net every working day to cover a
current-account deficit forecast to reach almost $500 billion
this year.
To most economists, this deficit represents an unsustainable drain on world savings. If the capital inflows were to dry
up, some reckon that the dollar could lose a quarter of its
value. Only Paul O’Neill, America’s treasury secretary, appears
unruffled. The current-account deficit, he declares, is a “meaningless concept,” which he talks about only because others
insist on doing so.
The dollar is not just a matter for America, because the dollar is not just America’s currency. Over half of all dollar bills in
circulation are held outside American’s borders, and almost
half of America’s Treasury bonds are held as reserves by foreign central banks. The euro cannot yet rival this global reach.
International financiers borrow and lend in dollars, and international traders use dollars, even if Americans are at neither end
of the deal. No asset since gold has enjoyed such widespread
acceptance as a medium of exchange and store of value. In fact,
some economists, such as Paul Davidson of the University of
Tennessee and Ronald McKinnon of Stanford University, take
the argument a step further (see references at end). They argue
that the world is on a de facto dollar standard, akin to the 19thcentury gold standard.
For roughly a century up to 1914, the world’s main currencies were pegged to gold. You could buy an ounce for about
four pounds or twenty dollars. The contemporary “dollar
standard” is a looser affair. In principle, the world’s currencies
float in value against each other, but in reality few float freely.
Countries fear losing competitiveness on world markets if their
currency rises too much against the greenback; they fear inflation if it falls too far. As long as American prices remain stable,
the dollar therefore provides an anchor for world currencies
and prices, ensuring that they do not become completely
unmoored.
In the days of the gold standard, the volume of money
and credit in circulation was tied to the amount of gold in a
country’s vaults. Economies laboured under the “tyranny” of
the gold regime, booming when gold was abundant, deflating when it was scarce. The dollar standard is a more liberal
system. Central banks retain the right to expand the volume
of domestic credit to keep pace with the growth of the home
economy.
Eventually, however, growth in the world’s economies translates into a growing demand for dollar assets. The more money
central banks print, the more dollars they like to hold in reserve
to underpin their currency. The more business is done across
borders, the more dollars traders need to cover their transactions. If the greenback is the new gold, Alan Greenspan, the
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Federal Reserve chairman, is the world’s alchemist, responsible
for concocting enough liquidity to keep world trade bubbling
along nicely.
But America can play this role only if it is happy to allow foreigners to build up a huge mass of claims on its assets—and
if foreigners are happy to go along. Some economists watch
with consternation as the rest of the world’s claims on America outstrip America’s claims on the rest of the world. As they
point out, even a dollar bill is an American liability, a promise of
ultimate payment by the US Treasury. Can America keep making these promises to foreigners, without eventually emptying
them of value?
According to Mr. Davidson, the world cannot risk America
stopping. America’s external deficit means an extra $500 billion is going into circulation in the world economy each year. If
America reined in its current account, international commerce
would suffer a liquidity crunch, as it did periodically under the
gold standard. Hence America’s deficit is neither a “meaningless
concept” nor a lamentable drain on world savings. It is an indispensable fount of liquidity for world trade.

Spigot by Nature

But is the deficit sustainable? Many of America’s creditors,
Mr. McKinnon argues, have a stake in preserving the dollar
standard, whatever the euro’s potential charms. In particular, a
large share of America’s more liquid assets are held by foreign
central banks, particularly in Asia, which dare not offload them
for fear of undermining the competitiveness of their own currencies. “Willy nilly,” Mr. McKinnon says, “foreign governments
cannot avoid being important creditors of the United States.”
China, for one, added $60 billion to its reserves in the year to
June by ploughing most of its trade surplus with America back
into American assets.
This is not the first time America’s external deficits have
raised alarm. In 1966, as America’s post-war trade surpluses
began to dwindle, The Economist ran an article entitled “The dollar
and world liquidity: a minority view.” According to this view, the
build-up of dollar claims by foreigners was not a “deficit” in need
of “correction.” Rather, the American capital market was acting
like a global financial intermediary, providing essential liquidity
to foreign governments and enterprises. In their own ways, Mr.
Davidson and Mr. McKinnon echo this minority view today. A
“correction” of America’s current deficit, they say, would create
more problems than it would solve. Whether the world’s holders
of dollars will always agree remains to be seen.

“Financial Markets, Money and the Real World” by Paul Davidson. Edward
Elgar 2002.
“The International Dollar Standard and Sustainability of the U.S. Current
Account Deficit” by Ronald McKinnon 2001.
Source: © The Economist Newspaper Limited, London, September 14, 2002.
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Balance of payments ($ billion)

CHAPTER 3

Source: IMF, International Financial Statistics.

Second, Exhibit 3.6 reveals that Japan has had an unbroken string of current account
surpluses since 1982 despite the fact that the value of the yen rose steadily until the mid1990s. The same point can be seen clearly from Exhibit 3.7. As can be expected, during
this period Japan realized capital account deficits in most years; Japan invested heavily
in foreign stocks and bonds, businesses, real estates, art objects, and the like to recycle its
huge, persistent current account surpluses. Consequently, Japan emerged as the world’s
largest creditor nation, whereas the United States became the largest debtor nation. Japan
had a capital account surplus in 2003, 2004, 2011 and 2013, reflecting increased foreign
investments in Japanese securities and businesses. The persistent current account disequilibrium was a major source of friction between Japan and its key trading partners, especially the United States. In fact, Japan has often been criticized for pursuing mercantilism
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to ensure continuous trade surpluses.7 In more recent years, however, China replaced
Japan as the trading partner, realizing the largest trade surplus with the United States. As
a result, China has been under pressure to let its currency appreciate against the dollar.
Third, like the United States, the United Kingdom recently experienced continuous
current account deficits, coupled with capital account surpluses. The magnitude, however, is far less than that of the United States. Germany, on the other hand, traditionally
had current account surpluses. Since 1991, however, Germany has been experiencing
current account deficits. This is largely due to German reunification and the resultant
need to absorb more output domestically to rebuild the East German region. This has
left less output available for exports. Since 2001, however, Germany began to realize
current account surpluses and capital account deficits, returning to the earlier pattern.
Fourth, like Japan, China tends to have a balance-of-payment surplus on the current
account. Unlike Japan, however, China tends to realize a surplus on the capital account
as well until recently. In 2011, for instance, China had a $201.7 billion surplus on the
current account and, at the same time, a $180.6 billion surplus on the capital account.
This implies that China’s official reserve holdings must have gone up for the year. In fact,
China’s official reserves have increased sharply, reaching $3.30 trillion as of the end of
2012. In more recent years, however, China’s capital account balance turned negative. In
2015, for example, the capital account balance was −$485.6 billion, reflecting China’s
rapidly rising foreign investments.
It is clear from Exhibit 3.6 that the United States and United Kingdom tend to
realize current account deficits, whereas China, Japan, and Germany tend to realize
current account surpluses. This “global imbalance” implies that the United States
and United Kingdom generally use up more outputs than they produce, whereas the
opposite holds for China, Japan, and Germany. Thus, if the global imbalance is to be
reduced, it would be desirable for deficit countries to consume less and save more and
for surplus countries to consume more and save less.8
While perennial balance-of-payments deficits or surpluses can be a problem, each
country need not achieve balance-of-payments equilibrium every year. Suppose a
country is currently experiencing a trade deficit because of the import demand for
capital goods that are necessary for economic development projects. In this case, the
trade deficit can be self-correcting in the long run because once the projects are completed, the country may be able to export more or import less by substituting domestic
products for foreign imports. In contrast, if the trade deficit is the result of importing
consumption goods, the situation may not correct itself. Thus, what matters is the
nature and causes of the disequilibrium.
Lastly, let us briefly examine which countries and regions the United States trades
with most actively. Exhibit 3.8 provides the list of top 15 trading partners of the United
States in terms of merchandise imports and exports. As shown in the exhibit, the United
States trades most actively with China, the second largest economy in the world, importing $481.9 billion and exporting $116.2 billion in 2015. Obviously, there is a large trade
imbalance between the two countries. Canada and Mexico, both of which are neighboring countries and also members of the North American Free Trade Agreements
(NAFTA), are the next most important trading partners for the United States. The
trade volume between the United States and each of the two neighboring countries
exceeded $500 billion in 2015. These statistics imply that the trading volumes between
7
Mercantilism, which originated in Europe during the period of absolute monarchies, holds that precious metals
like gold and silver are the key components of national wealth, and that a continuing trade surplus should be a
major policy goal as it ensures a continuing inflow of precious metals and thus continuous increases in national
wealth. Mercantilists, therefore, abhor trade deficits and argue for imposing various restrictions on imports.
Mercantilist ideas were criticized by such British thinkers as David Hume and Adam Smith. Both argued that
the main source of wealth of a country is its productive capacity, not precious metals.
8
The current account balance (BCA) is equal to national output (Y) minus domestic absorption (which
comprises consumption, investment, and government expenditure), i.e., BCA = Y − (C + I + G).
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EXHIBIT 3.8
Top U.S. Trading Partners,
2015 (in billions of dollars)

Rank

Country/Region

Imports

Exports

Trade
Balance

Total
Trade

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15

China mainland
Canada
Mexico
Japan
Germany
Korea, Republic
United Kingdom
France
China Taiwan
India
Italy
Brazil
Netherlands
Belgium
Switzerland

481.9
295.2
294.7
131.1
124.1
71.8
57.8
47.6
40.7
44.7
44.0
27.4
16.8
19.5
31.2

116.2
280.3
236.4
62.5
49.9
43.5
56.4
30.1
25.9
21.5
16.2
31.7
40.7
34.1
22.3

−365.7
−14.9
−58.4
−68.6
−74.2
−28.3
−1.5
−17.6
−14.8
−23.2
−27.8
4.3
24.0
14.6
−8.9

598.1
575.5
531.1
193.6
174.1
115.3
114.2
77.7
66.6
66.3
60.3
59.1
57.5
53.6
53.5

Source: Census Bureau.

SUMMARY

1. The balance of payments can be defined as the statistical record of a country’s
international transactions over a certain period of time presented in the form of
double-entry bookkeeping.
2. In the balance of payments, any transaction resulting in a receipt from foreigners
is recorded as a credit, with a positive sign, whereas any transaction resulting in a
payment to foreigners is recorded as a debit, with a minus sign.
3. A country’s international transactions can be grouped into three main categories:
the current account, the capital account, and the official reserve account. The current account includes exports and imports of goods and services, whereas the capital
account includes all purchases and sales of assets such as stocks, bonds, bank accounts,
real estate, and businesses. The official reserve account covers all purchases and sales
of international reserve assets, such as dollars, foreign exchanges, gold, and SDRs.
4. The current account is divided into four subcategories: merchandise trade, services,
factor income, and unilateral transfers. Merchandise trade represents exports and
imports of tangible goods, whereas trade in services includes payments and receipts
for legal, engineering, consulting, and other performed services and tourist expenditures. Factor income consists of payments and receipts of interest, dividends, and
other income on previously made foreign investments. Lastly, unilateral transfer
involves unrequited payments such as gifts, foreign aid, and reparations.
The gravity model of international trade holds that trade flows depend on the economic sizes (masses) and
distance between countries.

9

www.mhhe.com/er8e

countries and regions may largely depend on the size of the economies and the geographical distances between them, consistent with the gravity model of trade. 9 After the
top three countries mentioned above come Japan, Germany, Korea, and the United
Kingdom as the next major trading partners for the United States. Each of these four countries had two-way trading volume with the United States exceeding $100 billion in
2015. The exhibit also shows that the United States had sizable trade deficits with each
of the top trading partners in 2015.
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5. The capital account is divided into three subcategories: direct investment, portfolio
investment, and other investment. Direct investment involves acquisitions of controlling
interests in foreign businesses. Portfolio investment represents investments in foreign
stocks and bonds that do not involve acquisitions of control. Other investment includes
bank deposits, currency investment, trade credit, and the like.
6. When we compute the cumulative balance of payments including the current
account, capital account, and the statistical discrepancies, we obtain the overall balance or official settlement balance. The overall balance is indicative of a country’s
balance-of-payments gap that must be accommodated by official reserve transactions. If a country must make a net payment to foreigners because of a balance-ofpayments deficit, the country should either run down its official reserve assets, such
as gold, foreign exchanges, and SDRs, or borrow anew from foreigners.
7. A country can run a balance-of-payments surplus or deficit by increasing or decreasing its official reserves. Under the fixed exchange rate regime, the combined balance
on the current and capital accounts will be equal in size, but opposite in sign, to the
change in the official reserves. Under the pure flexible exchange rate regime where
the central bank does not maintain any official reserves, a current account surplus or
deficit must be matched by a capital account deficit or surplus.

MINI CASE

Mexico’s Balance-of-Payments Problem
Mexico experienced large-scale trade deficits, depletion of foreign reserve holdings, and
a major currency devaluation in December 1994, followed by the decision to freely float
the peso. These events also brought about a severe recession and higher unemployment
in Mexico. Since the devaluation, however, the trade balance has improved.
Investigate the Mexican experiences in detail and write a report on the subject. In the
report, you may:
1. Document the trend in Mexico’s key economic indicators, such as the balance
of payments, the exchange rate, and foreign reserve holdings, during the period
1994.1 through 1995.12.
2. Investigate the causes of Mexico’s balance-of-payments difficulties prior to the
peso devaluation.
3. Discuss what policy actions might have prevented or mitigated the balance-ofpayments problem and the subsequent collapse of the peso.
4. Derive lessons from the Mexican experience that may be useful for other
developing countries.
In your report, you may identify and address any other relevant issues concerning Mexico’s
balance-of-payments problem. International Financial Statistics published by the IMF provides
basic macroeconomic data on Mexico.

Appendix

3A

The Relationship Between
Balance of Payments and
National Income Accounting
This section is designed to explore the mathematical relationship between balanceof-payments accounting and national income accounting and to discuss the implications
of this relationship. National income (Y), or gross domestic product (GDP), is identically equal to the sum of nominal consumption (C) of goods and services, private
investment expenditures (I), government expenditures (G), and the difference between
exports (X) and imports (M) of goods and services:
GDP  Y  C + I + G + X − M.

(3A.1)

Private savings (S) is defined as the amount left from national income after consumption and taxes (T) are paid:
S  Y − C − T, or

(3A.2)

S  C + I + G + X − M − C − T.

(3A.3)

Noting that the BCA  X − M, equation (3A.3) can be rearranged as
(S − I) + (T − G)  X − M  BCA.

(3A.4)

Equation (3A.4) shows that there is an intimate relationship between a country’s BCA
and how the country finances its domestic investment and pays for government expenditures. In equation (3A.4), (S − I) is the difference between a country’s savings and
investment. If (S − I) is negative, it implies that a country’s domestic savings is insufficient to finance domestic investment. Similarly, (T − G) is the difference between
tax revenue and government expenditures. If (T − G) is negative, it implies that tax
revenue is insufficient to cover government spending and a government budget deficit
exists. This deficit must be financed by the government issuing debt securities.
Equation (3A.4) also shows that when a country imports more than it exports,
its BCA will be negative because through trade foreigners obtain a larger claim to
domestic assets than the claim the country’s citizens obtain to foreign assets. Consequently, when BCA is negative, it implies that government budget deficits and/or part
of domestic investment are being financed with foreign-controlled capital. In order for
a country to reduce a BCA deficit, one of the following must occur:
1. For a given level of S and I, the government budget deficit (T − G) must be reduced.
2. For a given level of I and (T − G), S must be increased.
3. For a given level S and (T − G), I must fall.
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