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Why Study International Finance?

Why study the subject of international finance? One reason is that career goals are
paramount to many people, and in this regard the topic of the text is related to a growth
area in the labor market. This book provides a background in international finance
for those who expect to obtain jobs created by international investment, international
banking, and multinational business activity.

Other readers may have a more scholarly concern with “rounding out” their
economic education by studying the international relationships between financial
markets and institutions. Although a course in principles of economics is the only
prerequisite assumed for this text, many students may have already taken intermediate
macroeconomics, money and banking, or essentials of finance courses. But for those
interested in international economic relationships, such courses often lack a global
orientation. The economic models and discussions of the typical money and banking
course focus on the closed economy, closed in the sense that the interrelationships with the
rest of the world are ignored. Here we study the institutions and analysis of an integrated
world financial community, thus giving a better understanding of the world in which we
live. We will learn that there are constraints as well as opportunities facing the business
firm, government, and the individual investor that become apparent only in a worldwide
setting.

Finance and the Multinational Firm~

A multinational firm is a firm with operations that extend beyond its domestic
national borders. Such firms have become increasingly sophisticated in international
financial dealings because international business poses risk and return opportunities that
are not present in purely domestic business operations. A U.S. multinational firm may
have accounts payable and receivable that are denominated in U.S. dollars, European
Union euros, Japanese yens, British pounds, Mexican pesos, and Canadian dollars. The



financial managers of this firm face a different set of problems than the managers of a
firm doing business strictly in dollars. It may be true that “a dollar is a dollar” but the
dollar value of yen, euro, or peso can and does change over time. As the dollar value of
the yen changes, the value of yen denominated contracts will change when evaluated in
terms of dollars.

Multinational finance responds to this new set of challenges with a tool kit of
techniques and market instruments that are used to maximize the return on the firm’s
investment, subject to an acceptable level of risk. Once we extend beyond the domestic
economy, a rich variety of business opportunities exist that must be utilized with the
appropriate financial arrangements. This book intends to cover many aspects of these
international financial transactions that the financial manager may encounter.

The financial side of international business differs from the study of international
trade commonly encountered in international economics courses. Courses in international
trade study the determinants of the pattern and volume of world trade—formally referred
to as the theory of comparative advantage. If country A produces and exports shoes in
exchange for country B’s food, we say that A has a comparative advantage in shoes and B
has a comparative advantage in food. Besides comparative advantage, such courses also
examine the movement of factors of production, labor, and capital goods between nations.
Obviously, these subjects are important and deserve careful study, but our purpose is to
study the monetary consequences of such trade. Although we will not explicitly consider
any theories of comparative advantage—such theories are usually developed without
referring to the use of money—we will often consider the impact of monetary events
on trade in real goods and services.We will find that monetary events can have real
consequences for the volume and pattern of international trade.

Plan of Attack

This course is not simply a study of abstract theories concerning the international
consequences of changes in money supply or demand, prices, interest changes in
money supply or demand, interest rates, or exchange rates. We also discuss the role and
importance of the institutional and individual participants. Most people tend to think
immediately of large commercial banks as holding the starring role in the international
monetary scene. Because the foreign exchange market is a market where huge sums
of national currencies are bought and sold through commercial banks, any text on
international finance will include many examples and instances in which such banks play




a major part. In fact, Chapter 1 begins with a discussion of the balance of payments.

Besides commercial banks, other business firms play a key part in our discussion,
since the goods and services they buy and sell internationally effect a need for
financing such trade. The corporate treasurer of any multinational firm is well versed
in foreign exchange trading and hedging and international investment opportunities.
What is hedging? How are international investment opportunities related to domestic
opportunities? These are subjects we address in Chapters 5 and 6.

Chapters 2 and 8 cover the next general area of the determinants of balance of
payments and exchange rates. Government and industry devote many resources to trying
to forecast the balance of payments and exchange rates. The discussion in these chapters
includes the most important recent developments. Although there is some disagreement
among economists regarding the relative significance of competing theories, as far
as possible in an intermediate level presentation, the theories are evaluated in light of
research evidence. Altogether, these chapters present a detailed summary of the current
state of knowledge regarding the determinants of the balance of payments and exchange
rates.

We also examine the role of government (Chapter 8). Central banks, such as the
Federal Reserve in the United States, are often important actors in our story. Besides their
roles of buying, selling, lending, and borrowing internationally, they also act to restrict
the freedom of the other actors. The policies of central governments and central banks are
crucial to understanding the actual operation of the international monetary system, and
each chapter will address the impact of government on the topic being described.

Chapters 9 through 10 are devoted to applied topics of interest to the international
financial manager. Issues range from the “nuts and bolts” of financing imports and exports
to the evaluation of risk in international lending to sovereign governments. The topics

covered in these chapters are of practical interest to corporate treasurers and international
bankers. '

The concluding chapter is an analysis of macroeconomic issues in an open economy.
This coverage of open economy macroeconomics includes the determination of the
equilibrium values of key macroeconomic variables and the effects of government
monetary and fiscal policy on these variables.




To aid our understanding of the relationships among prices, exchange rates, and
interest rates, we will consider existing theories, as well as the current state of research
that illuminates their validity. For those students who choose to proceed professionally
in the field of international finance, the study of this text should provide both a good
reference and a springboard to more advanced work—and ultimately employment.

At the beginning of this introduction we asked: Why study international finance? I
hope that the brief preview provided here will have motivated you to answer this question.
International finance is not a dull “ivory tower” subject to be tolerated, or avoided if
possible. Instead, it is a subject that involves dynamic real-world events. Since the
material covered in this book is emphasized daily in the newspapers and other media, you
will soon find that the pages in International Finance: Theory & Practice seem to come
to life. To this end, a daily reading of the Wall Street Journal or the London Financial
Times makes an excellent supplement for the text material. As you progress through the
book, international financial news will become more and more meaningful and useful.
For the many users of this text who do not go on to a career in international finance, the
major lasting benefit of the lessons contained here will be the ability to understand the
international financial news intelligently and effectively.
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The balance of payments (BOP) is an accounting of a country’s international transactions
over a certain time period, typically a calendar quarter or year. It shows the sum of the
transactions (purely financial ones, as well as those involving goods or services) between
individuals, businesses, and government agencies in that country and those in the rest of the
world. In short, the balance of payments records a country’s trade in goods, services, and
financial assets with the rest of the world. Such trade is divided into useful categories that provide
summaries of a nation’s trade. A distinction is made between private (individuals and business
firms) and official (government) transactions. Balance-of-payments data are reported quarterly
for most developed countries. To identify the popular summary measures of the balance of
payments, we are interested only in broad definitions. We must be aware that although the several
broad measures have their uses, they also have drawbacks, as will be pointed out in the following
discussion.

1.1 Accounting Principles

1.1.1 Debit and Credit

The arrangement of international transactions into a balance-of-payments account requires that
each transaction be entered as a credit or a debit. A credit transaction results in a receipt of a
payment from foreigners. A debit transaction is one that leads to a payment to foreigners. A
credit transaction is entered with a positive sign and a debit transaction is entered with a negative
sign in the nation’s balance of payments.

Thus, the export of goods and services, unilateral transfers received from foreigners,
and capital inflows are entered as credits because they involve the receipt of payments from
foreigners. On the other hand, the import of goods and services, unilateral transfers of gifts made
to foreigners, and capital outflows involve payments to foreigners are entered as debits in the
nation’s balance of payments.

Capital inflows can take either of two forms: an increase in foreign assets in the nation or a

reduction in the nation’s assets abroad. For example, when a U.K. resident purchases a U.S. stock,
foreign assets in the United States increase. This is a capital inflow to the United States and is
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recorded as a credit in the U.S. balance of payments because it involves the receipt of a payment
from a foreigner. A capital inflow can also take the form of a reduction in the nation’s assets
abroad. For example, when a U.S. resident sells a foreign stock, U.S. assets abroad decrease. This
is a capital inflow to the United States and is recorded as a credit in the U.S. balance of payments
because it also involves the receipt of a payment from foreigners.

On the other hand, capital outflows can take the form of either an increase in the nation’s
assets abroad or a reduction in foreign assets in the nation because both involve a payment to
foreigners. For example, the purchase of a U.K. treasury bill by a U.S. resident increases U.S.
assets abroad and is debit because it involves a payment to foreigners. Similarly, the sale of its
U.S. subsidiary by a German firm reduces foreign assets in the United States and is also a debit
because it involves a payment to foreigners.

Credit entries are those entries that will bring foreign exchange into the country, whereas
debit entries record items that would mean a loss of foreign exchange. Debit entries are
recorded as a negative value. For instance, suppose we record the sale of a machine from a U.S.
manufacturer to a French importer and the manufacturer allows the buyer 90 days credit to pay.
The machinery export is recorded as a credit in the merchandise account, whereas the credit
extended to the foreigner is a debit to short-term capital. The capital we speak of is financial
capital. Thus credit extended belongs in the same broad account with stocks, bonds, and other
financial instruments of a short-term nature. If, for any particular account, the value of the credit
entries exceeds the debits, we say a surplus exists. On the other hand, where the debits exceed
the credits, a deficit exists. Note that a surplus or deficit can apply only to a particular area of
the balance of payments, since the sum of the credits and debits on all accounts will always be
equal; in other words, the balance of payments always balances. This will become apparent in the
following discussion.

Let us consider some of the popular summary measures of the balance of payments.

« The balance of payments (BOP) is an accounting of a country’s international transactions
for a particular time period.

» Any transaction that causes money to flow into a country is a credit to its BOP account,
and any transaction that causes money to flow out is a debit.

The BOP includes the current account, which mainly measures the flows of goods and
services; the capital account, which consists of capital transfers and the acquisition and disposal
of non-produced, non-financial assets; and the financial account, which records investment flows.

To summarize, the export of goods and services, the receipt of unilateral transfers, and
capital inflows are credits (+) because they all involve the receipts of payments from foreigners.
On the other hand, the import of goods and services, unilateral transfers to foreigners, and
capital outflows are debits (—) because they involve payments to foreigners. Every international
transaction results in a credit and a debit. Transactions that cause money to flow into a country are
credits, and transactions that cause money to leave a country are debits. For instance, if someone
in England buys a South Korean car, the purchase is a debit to the British account and a credit to

2
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the South Korean account. If a Brazilian company sends an interest payment on a loan to a bank
in the United States, the transaction represents a debit to the Brazilian BOP account and a credit
to the United States BOP account.

1.1.2 Double-Entry Accounting

The requirement that each transaction be entered as a credit or a debit means that each
international transaction is recorded twice, once as a credit and once as a debit of an equal
amount. This procedure is called double-entry accounting. The reason is that in general every
transaction has its two sides. We buy something and we have to pay for it. We sell something
and we receive payment for it. Each credit entry is balanced by a debit entry, and vice versa, so
that the recording of any international transaction leads to two offsetting entries. In other words,
the balance-of-payments accounts utilize a double-entry accounting system. The following three
examples illustrate the double-entry procedure.

Example 1. Suppose Microsoft sells $30 million worth of computers to a Chinese importer
to be paid for in two months. The United States first credits merchandise exports for $30 million
since this export will lead to the receipt of a payment from the Chinese importer. The payment
itself is then entered as a short-term capital debit because it represents a short-term capital
outflow from the United States. That is, by agreeing to wait two months for payment, the U.S.
exporter Microsoft is extending credit to, and has acquired a claim on, the Chinese importer. This
is an increase in U.S. assets abroad and a debit. The entire transaction is entered as follows in the
U.S. balance of payments:

Credit (+) Debit (-)

Merchandise exports $30 million

Short-term capital outflow $30 million

Example 2. Suppose that the U.S. government gives a U.S. bank balance of $2,000 to ‘the
government of a developing nation as part of the U.S. aid program. The U.S. debits unilateral
transfers for $2,000 since extending aid involves a U.S. payment to foreigners. The payment itself
is the U.S. bank balance given to the government of the developing nation. This represents an
increase in foreign claims on or foreign assets in the U.S. and is recorded as a short-term capital
inflow, or a credit, in the U.S. balance of payments. The entire transaction in the U.S. balance of
payments is shown below:

Credit (+) Debit (-)

Unilateral transfers made $2,000

Short-term capital inflow $2,000

Example 3. Suppose that a U.S. resident buys a Japanese stock for $800 and pays for it
by increasing Japanese bank balances in the United States. The purchase of a Japanese stock
increases U.S. assets abroad. This is a capital outflow from the U.S. and is recorded as a long-term




capital debit of $800 in the U.S. balance of payments. The increase in Japanese bank balances in
the U.S. is an increase in foreign assets in the U.S. (as a short-term capital inflow to the U.S.) and
is entered as a short-term credit in the U.S. balance of payments. The same would be true if the U.S.
resident paid for the Japanese stock by reducing bank balances abroad. (This would be a short-
term reduction in U.S. short-term assets abroad, which is also a short-term capital inflow to the U.S.
and a credit.) Note that both sides of this transaction are financial:

Credit (+) Debit (-)

Long-term capital outflow $800

Short-term capital inflow $800

If the three above transactions are all the international transactions of the U.S. during the
year, the total credits must always equal the total debits by adding up all the credits as pluses and
all the debits as minuses. This indicates that the total balance-of-payments account must always
be in balance.

Even though the entire balance of payments must numerically balance, by definition, it does
not necessarily follow that any single sub-account or sub-accounts of the statement must balance.
For instance, total merchandise exports may or may not be in balance with total merchandise
imports. When reference is made to a balance-of-payments surplus or deficit, it is particular sub-
accounts of the balance of payments that are referred to, not the overall value. A surplus occurs
when the balance on a sub-account (sub-accounts) is positive; a deficit occurs when the balance is
negative.

1.2 Balance-of-Payments Structure

As the balance of payments is merely an accounting record, its presentation depends upon how
the authorities choose to classify the items involved. According to the Manual of Balance of
Payments (5th edition) stipulated by the IMF (1993), there are two standard categories in a
balance of payments: the current account, and the capital and financial account. The current
account deals with international trade in goods and services and with earnings on investments.
The capital account consists of capital transfers and the acquisition and disposal of non-
produced, non-financial assets. The financial account records transfers of financial capital and
non-financial capital. The accounts are further divided into sub-accounts. Now let us consider the
structure of the balance of payments by examining its various sub-accounts.

1.2.1 The Current Account

The current account of the balance of payments refers to the monetary value of international flows
associated with transactions in goods and services, investment income, and unilateral transfers.
The current account is composed of four sub-accounts:
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