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My belief is that the best way to motivate students to learn a subject is to demonstrate
how it is used in practice. The first twelve editions of International Finance reflected this
belief and were written to provide a serious presentation of international economic
theory with an emphasis on current applications. Adopters of these editions strongly
supported the integration of economic theory with current events.

The thirteenth edition has been revised with an eye toward improving this
presentation and updating the applications as well as toward including the latest
theoretical developments. Like its predecessors, this edition is intended for use in a
one-quarter or one-semester course for students who have no more of a background
than the principles of economics. This book’s strengths are its clarity, organization,
and applications, which demonstrate the usefulness of theory to students. The
revised and updated material in this edition emphasizes current applications of
economic theory and incorporates recent theoretical and policy developments in
international finance.

This edition highlights six current themes that are at the forefront of international
economics:

»  The Global Economic Downturn of 2007-2009
» The paradox of capital flows from developing countries to advanced
countries—Ch. 1
»  Globalization of economic activity
» Constraints imposed by capital flows on the choice of an exchange rate
system—Ch. 6
«  The dollar as a reserve currency
e Paradox of foreign debt: how the United states has borrowed without
cost—Ch. 1
» Why a dollar depreciation may not close the U.S. trade deficit—Ch. 5
« Preventing currency crises: currency boards versus dollarization—Ch. 6
« China lets Yuan rise against dollar—Ch. 6
e Should the Special Drawing Right replace the dollar as the world’s reserve
currency?—Ch. 8

Besides emphasizing current economic themes, the thirteenth edition of this
text contains many new contemporary topics such as currency markets draw day
traders. Faculty and students will appreciate how this edition provides a contem-
porary approach to international finance.

i
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ii Preface

Organizational Framework: Exploring Further Sections

Although instructors generally agree on the basic content of an international econom-
ics course, opinions vary widely about which arrangement of material is appropriate.
This book is structured to provide considerable organizational flexibility.

The thirteenth edition streamlines its presentation of theory so as to provide greater
flexibility for instructors. This edition uses Exploring Further sections at the end of cer-
tain chapters to discuss more advanced topics. The Exploring Further sections consist of
the following:

« Techniques of foreign-exchange market speculation—Ch. 2
+ A primer on foreign-exchange trading—Ch. 2

» Fundamental forecasting—regression analysis—Ch. 3

« Income adjustment mechanism—Ch. 4

« Exchange rate pass-through—Ch. 5

Supplementary Materials

International Finance Web Site
(www.cengage.com/international)

In this age of technology, no text package would be complete without Web-based re-
sources. An international economics website is offered with the thirteenth edition.
This site, www.cengage.com/international, contains many useful pedagogical enrich-
ment features including NetLink Exercises, which draw upon the expanded NetLinks
feature at the end of each chapter. While the NetLinks direct the student to an appro-
priate international economics website to gather data and other relevant information,
the NetLink Exercises allow students to access these Web sites to answer pertinent and
practical questions that relate to international economics. As an added enrichment
feature, a Virtual Scavenger Hunt engages and encourages students to search for inter-
national economics answers at various Internet Web sites.

PowerPoint Slides
The thirteenth edition also includes PowerPoint slides created by Andreea Chiritescu
of Eastern Illinois University. These slides can be easily downloaded from the
Carbaugh Web site (www.cengage.com/international). The slides offer professors
flexibility in enhancing classroom lectures. Slides may be edited to meet individual
needs.

Instructor’'s Manual
To assist instructors in the teaching of international economics, I have written an
Instructor’s Manual with Test Bank that accompanies the thirteenth edition. It contains:
(1) brief answers to end-of-chapter study questions; (2) multiple-choice questions for
each chapter; and (3) true-false questions for each chapter. The Instructor’s Manual
with Test Bank is available for download for qualified instructors from the Carbaugh
Web site (www.cengage.com/international).

AVAILABILITY OF RESOURCES MAY DIFFER BY REGION. Check with your local Cengage Learning representative for details.



Preface iii

Study Guide

To accompany the thirteenth edition of the international economics text, Professor
Jim Hanson of Willamette University has prepared an online Study Guide for stu-
dents. This guide reinforces key concepts by providing a review of the text’s main
topics and offering practice problems, true-false and multiple-choice questions, and
short-answer questions. Contact your local Cengage representative for details.
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CHAPTER 1

hen trade occurs between the United States and other nations, many types

of financial transactions are recorded in a summary called the balance of
payments. In this chapter, I examine the monetary aspects of international trade by
considering the nature and significance of a nation’s balance of payments.

The balance of payments is a record of the economic transactions between
the residents of one country and the rest of the world. Nations keep record of their
balance of payments over the course of a one-year period; the United States and
some other nations also keep such a record on a quarterly basis.

An international transaction is an exchange of goods, services, or assets between
residents of one country and those of another. But what is meant by the term resident?
Residents include businesses, individuals, and government agencies that make the
country in question their legal domicile. Although a corporation is considered to be a
resident of the country in which it is incorporated, its overseas branch or subsidiary is
not. Military personnel, government diplomats, tourists, and workers who emigrate
temporarily are considered residents of the country in which they hold citizenship.

'Double-Entry Accot

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
is one that results in a receipt of a payment from foreigners. A debit transaction is
one that leads to a payment to foreigners. This distinction is clarified when we
assume that transactions take place between U.S. residents and foreigners and that
all payments are financed in dollars.

From the U.S. perspective, the following transactions are credits (+), leading to
the receipt of dollars from foreigners:

«  Merchandise exports
« Transportation and travel receipts
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» Income received from investments abroad

+  Gifts received from foreign residents )

+  Aid received from foreign governments

» Investments in the United States by overseas residents

Conversely, the following transactions are debits (—) from the U.S. viewpoint
because they involve payments to foreigners:

+  Merchandise imports

» Transportation and travel expenditures

» Income paid on the investments of foreigners
«  Gifts to foreign residents

« Aid given by the U.S. government

+  Overseas investment by U.S. residents

Although we speak in terms of credit and debit transactions, every international
transaction involves an exchange of assets and so has both a credit and a debit side.
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 follow-
ing two examples illustrate the double-entry technique.

Example 1

IBM sells $25 million worth of computers to a German importer. Payment is made
by a bill of exchange, which increases the balances of New York banks at their Bonn
correspondents’ bank. Because the export involves a transfer of U.S. assets abroad for
which payment is to be received, it is entered in the U.S. balance of payments as a
credit transaction. IBM’s receipt of the payment held in the German bank is classi-
fied as a short-term financial movement because the financial claims of the United
States against the German bank have increased. The entries on the U.S. balance of
payments would appear as follows:

Credits (+) Debits (-)

Merchandise exports $25 million
Short-term financial movement $25 million

Example 2

A U.S. resident who owns bonds issued by a Japanese company receives interest pay-
ments of $10,000. With payment, the balances owned by New York banks at their
Tokyo affiliate are increased. The impact of this transaction on the U.S. balance of
payments would be as follows:

Credits (+) Debits (-)
Service exports $10,000
Short-term financial movement $10,000

These examples illustrate how every international transaction has two equal sides,
a credit and a debit. If we add up all the credits as pluses and ail the debits as minuses,
the net result is zero; that is, the total credits must always equal the total debits. This



INTERNATIONAL PAYMENTS

ERNATIONAL PAYMENTS PRoCESS

210,000 Won TV

Chapter1 3

| U.S. Importer | ¢ [Korean Exporteq
Withdraws / Deposits
$300 from Check for 210,000 Won in
Her Account 210,000 His Account
Won
| U.S. Bank I , Korean Bank I
5 ) )
eposits Withdraws
$300 in Ch;;(')‘of” 210,000 Won from
Her Ai:COunt / His Account
300 Machine
| U.S. Exporter I $ — I Korean Importer I

Dollars spent by U.S. importers end up
as dollars received by U.S. exporters.

Won spent by Korean importers end up
as won received by Korean exporters.

When residents in different countries contemplate selling
or buying products, they must consider how payments
will occur, as seen in Figure 1.1. Assume that you, as a
resident of the United States, buy a TV directly from a
producer in South Korea. How, when, and where will the
South Korean producer obtain his won so that he can
spend the money in South Korea?

Initially, you would write a check for $300, which your
U.S. bank would convert to 210,000 won (assuming an
exchange rate of 700 won per dollar). When the South
Korean producer receives your payment in won, he
deposits the funds in his bank. The bank in South Korea
thus holds a check from a U.S. bank that promises to pay a
stipulated amount of won.

Assume that at the same time you paid for your TV, a
buyer in South Korea paid a US. producer $300 for machin-
ery. The flowchart illustrates the path of both transactions.

When trade is in balance, money of different
countries does not actually change hands across the
oceans. In this example, the value of South Korea's
exports to the United States equals the value of South
Korea's imports from the United States; the won that
South Korean importers use to purchase dollars to pay
for US. goods are equal to the won that South Korean
exporters receive in payment for the products they ship to
the United States. The dollars that would flow, in effect,
from U.S. importers to U.S. exporters exhibit a similar
equality.

In theory, importers in a country pay the
exporters in that same country in the national currency.
In reality, however, importers and exporters in a
given country do not deal directly with one another;
to facilitate payments, banks carry out these
transactions.




