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ABSTRACT

THE THEORIES OF INTERNATIONAL FI-
NANCE AND THE TECHNIQUES OF
QUANTITATIVE ANALYSIS

The writer of this book takes the ex-
change rate and the balance of payments in
the international finance as the main object
of study, analyzing and appraising various
theories of the exchange rate determination
and theories of balance of payments which
have both theoritical influence and practical
significance heretofore in the field of interna-
tional finance. The writer puts the emphasis
on the techniques of quantitative analysis,
practical adaptability and the latest develop-
ments of these theories. Based on the analy-
sis and appraisement, the writer points out a
mathematical mistake in the monetary model
of exchange rate determination, presents a
completely new equation of exchange rate
determination based on the principle of profit
maximization, applies non-linear techniques
to establish a dynamic equation of the bal-

ance of payments and a dynamic equation



of the balance of net assets overseas respective-
ly, and hence indicates the stability conditions
for a country to keep the balance of payments on
current account and the balance of net assets o-
verseas.

1. When analyzing modern monetarist ex-
change rate theory and its quantitative tech-
niques, the writer finds that in order to make
the basic monetary model suitable for short-term
analysis of the exchange rate, the monetarist
have made a mistake by replacing the natural
logarithmic form of the interest rate (or the
change rate of interest rate) with the interest
rate itself in the course of combination with the
interest rate parity, which has significantly
weakened the role of interest rate in the determi-
nation of exchange rate. Thus, the interest rate
has been made a completely neglectable variable
in the exchange rate determination, rather than
a real essential determination. The results of the
writer’s econometric evidence fully prove this
viewpoint. Moreover, the change of active form

of the interest rate in the monetary model has



seriously affected the roles of other variables in
the determination of exchange rate, such as the
money stock, the real output, etc. Maybe this is
one of the reasons why most of the empirical evi-
dences were unsupportive to the monetary model
and other modern models based on it, and why
the expectant results from those models were
unsatisfactory.

Because of the above-mentioned mistake in
the basic monetary model of exchange rate deter-
mination, all the modern models based on it
have inevitably made the same mistake. This is
just like a skyscraper built on an unstable base.
The involved exchange rate theories include al-
most all modern theories of exchange rate deter-
mination, such as the sticky price monetary
model, the flexible price monetary model, the
real interest rate differential model, the mone-
tary substitution model, various portfolio bal-
ance model, the rational expectations model,
and the news model, etc. ‘

2. From.the cost-profit function in microe-

conomics, the writer deduces an equation of



price determination under the condition of profit
maximization, and hence presents a completely
new equation of exchange rate determination
which includes such fundamental determinants
of exchange rate as domestic and foreign wage
rates, labor productivity, real output growth
rate, increase rate of credit, interest rate,
growth rate of fixed assets stock, depreciation
rate and indirect tax rate. Therefore, the new e-
quation of exchange rate determination includes
not only such factors as money stock, real out-
put and interest rate in the monetary model, but
also such factors as wage rate and labor produc-
tivity in thee wage-cost model, meanwhile it ex-
tends the financial assets to the physical assets-
fixed assets stock, and takes into account the ef-
fect on the exchange rate of fiscal policy-indirect
tax rate as well. All these provide basis for ana-
lyzing the trend of exchange rate change and for
the government to practise target administration
of the exchange rate.

Furthermore, from the equation of price

determination, we can deduce an important



economic proposition—the stablity condition for
the noninflationary economic growth. The equa-
tion provides for the critical condition and the
policy alteration that keeps an economy develop-
ing not only with a high rate but aslo without in-
flation.

3. Given the fact that the balance of pay-
ments on current account is equivalent to the in-
crease of net assets overseas, the writer of this
book applies the non-linear techniques to estab-
lish a dynamic equation of the net assets over-
seas and a dynamic equation of the balance of
payments on current account, both of which re-
veal the quantitative relationship between net as-
sets overseas, as well as the balance of payments
on current account, and various basic economic
elements, such as the growth rate of GDP, the
rate of national savings,the output rate of net
domestic assets,the output rate of net assets o--
verseas,the exchange rate,etc. Hence,this book
provides a mathematic critical condition that a
country can keep both the balance of net assets

overseas and the balance of payments on current



account under different original conditions. Uti-
lizing the stability conditions for the balance of
net assets overseas, we can analyse the basic
reasons for the “debt crisis” occurred in the de-
veloping countries and the “fortune trap” oc-
curred in the developed countries, and find out
the critical conditions and policy alteration by
which we can avoid the “debt crisis” and the
“fortune trap”. Utilizing the stability conditions
for the balance of payments on current account,
we can analyse the basic reasons for balance-of-
payments disequilibrium on current account in a
country, and find out the critical conditions and
policy alteration for the balance of payments on

current account.



