Chapter 15: International Trade and Finance

I. The International Sector: An Introduction

A. International finance is the field that examines the macroeconomic 

consequences of the financial flows associated with international trade.

B. The international market is important not just in terms of the goods and services it provides to a country, but as a market for that country’s goods and services. The United States is the world’s largest exporter.

C. The Case for Trade

1. Trade allows nations to consume combinations of goods and services they would be unable to produce on their own.

2. A country has a comparative advantage in the production of a good if it can produce that good at a lower opportunity cost than other countries.

3. Restrictions on trade reduce world living standards.

a. A tariff is a tax imposed on imported goods and services.

b. A quota is a ceiling on the quantity of specific goods and services that can be imported.

c. In the long run, trade affects consumption and not employment.

D. The Rising Importance of International Trade

1. World trade has risen dramatically since 1965.

a. World output rose 175 percent.

b. World exports rose over 450 percent.

c. U.S. exports rose from 4 percent to over 13 percent of 

GDP between 1960 and 1999.

2. Reasons for increasing world trade

a. Advances in transportation and communication

b. Reductions in trade barriers

E. Net Exports and the Economy

1. Determinants of Net Exports

a. Income, both foreign and domestic

b. Relative prices

c. The exchange rate

d. Trade policies

                                 e. Preferences and technology

2. Net Exports and Aggregate Demand

a. A change in the price level causes a change in net exports that moves the economy along its aggregate demand curve. This is the international trade effect.

b. A change in net exports produced by one of the other determinants of net exports shifts the aggregate demand curve.

c. The magnitude of the shift in aggregate demand equals the change in net exports times the multiplier.

d. Changes in net exports that shift aggregate demand can have a significant effect of the economy.

II. International Finance

A. The Balance of Payments

1. The balance of payments is the balance between spending flowing into a country and spending flowing out of that country.

2. For simplification, assume there are no international transfer payments and that payments to foreign owners of factors of production used in a country are counted as imports and that payments received by owners of factors of production used in other

countries are counted as exports.

3. The quantity demanded of a currency is from two sources:

a. Exports

b. Rest-of-world purchases of domestic assets

4. The quantity supplied of a currency is from two sources:

a. Imports

b. Domestic purchases of rest-of-world assets

5. For the currency market to be in equilibrium, quantity of currency demanded = quantity of currency supplied.

6. This equilibrium condition may be rewritten as follows:

Exports + Rest-of-world purchases of domestic assets = Imports + Domestic purchases of rest-of-world assets.

B. Accounting for International Payments

1. The equality above can be rearranged as follows:

Exports – Imports = (Rest-of-world purchases of domestic assets – Domestic purchases of rest-of-world assets).

2. The Current Account

a. A nation’s current account is a statement of spending flows across a nation’s border except those that represent purchases of assets.

b. The balance on current account equals spending flowing into an economy from the rest of the world on current account less spending flowing from the nation to the rest of the world on current account.

c. A current account surplus exists if the balance on current account is positive.

d. A current account deficit exists if the balance on current account is negative.

e. The two simplifying assumptions mean that the balance on current account in this simplified model equals net exports or the left side of the equation in B1 above.

3. The Capital Account

a. A nation’s capital account is a statement of spending flows into and out of the country during a particular period for purchases of assets.

b. The balance on capital account equals the balance of rest-of-world purchases of domestic assets and domestic purchases of rest-of-world assets.

c. This balance on capital account is the sum contained in the parentheses on the right side of the equation in B1.

d. A country has a capital account surplus if its balance on capital account is positive.

e. A country has a capital account deficit if its balance on capital account is negative.

4. Reconciling the Current and Capital Accounts

a. The balance on current account equals negative

the balance on capital account.

b. Current account balance = –(Capital account balance)

c. These accounting relationships underlying international finance hold as long as a country’s currency market is in equilibrium.

C. Deficits and Surpluses: Good or Bad?

1. The United States has had a current-account deficit for two decades and a capital-account surplus during the same period.

2. Good aspects of the U.S. balance of payments

a. Trade deficits mean more goods and services are flowing in than out of the country.

b. A capital-account surplus means more spending is flowing into the country for the purchase of assets than is flowing out.

3. Bad aspects of the U.S. balance of payments

a. People erroneously believe the situation means job loss.

b. Interest and dividend earnings on foreign-owned assets flow out of the country.

c. Foreign ownership of U.S. assets is thought to reduce sovereignty of the United States.

III. Exchange Rate Systems

A. Free-Floating Systems

1. A free-floating exchange rate system is one in which governments and central banks

do not participate in the foreign exchange market.

2. The free-floating exchange rate system is a theoretical system only.

3. The advantage of a free-floating exchange rate system is self-regulation.

4. The disadvantage of a free-floating exchange rate system is the unpredictability of the

exchange rate.

B. Managed Float Systems

1. A managed float is a system of floating exchange rates in which some governments or

central banks seek to influence their exchange rates.

2. A government or central bank cannot control the exchange rate but they often try to

influence their rate at least for a short time.

C. Fixed Exchange Rates

1. A system of fixed exchange rates is one in which exchange rates are fixed by government policy.

2. A Commodity Standard

a. A commodity standard system is a fixed exchange rate system in which the prices of various currencies are fixed relative to a given quantity of some commodity.

b. The most important commodity standard system in history is the gold standard.

c. In order to print money, gold had to be owned by a particular country and international payments had to be redeemable in gold at the stated rate.

d. The gold standard was self-regulating.

e. The self-regulation system required that adjustments to international imbalances come through massive changes in the economy.

3. Fixed Exchange Rates through Currency Board Arrangements

a. A currency board arrangement is a kind of commodity standard fixed exchange rate system in which there is explicit legislative commitment to exchange domestic currency for a specified foreign currency at a fixed rate and a currency board to ensure fulfillment of the legal obligations this arrangement entails.

b. The simplest version is to only issue domestic currency when the currency board has an equivalent amount of the foreign currency to which the domestic currency is pegged.

c. This system severely limits an independent monetary policy by the country with the currency board.

4. Fixed Exchange Rates through Intervention

a. The post World War II system was set at Bretton Woods by international agreement.

b. Currencies were fixed in value in terms of other currencies.

c. Currency values were maintained by active intervention of governments and central banks by adjusting monetary and fiscal policies.

d. The unwillingness of countries to subjugate their monetary/fiscal policies to international considerations caused the breakdown of the system.

e. The United States withdrew from the Bretton Woods system when President Nixon announced the United States would no longer redeem foreign-held dollars for gold.

f. Fixed exchange rate systems make exchange rates more predictable.

g. Once exchange rates diverge significantly from their set values, bringing them back in line is very disruptive.

h. Coordinating monetary and fiscal policies to maintain exchange rates is not impossible, as the eleven-member European Union with its common currency, the euro, attests.

