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International finance is one of the growth areas of the finance and eco-
nomics curricula. Today’s financial marketplace is truly global. No student
of economics or finance can fully understand current developments with-
out some background in international finance. If, after studying this
text, a student can pick up The Wall Street Journal and understand the
international financial news, along with its implications, then we feel that
we have succeeded as teachers. To this end, International Money and
Finance offers a concise yet comprehensive overview of the subject. The
basics of the foreign exchange market and the balance of payments are
presented, along with accessible discussions of the most recent research
findings related to exchange rate determination. Topics covered range
from the nitty-gritty of financing international trade to intuitive discus-
sions of overshooting exchange rates and currency substitution.

The first edition of International Money and Finance grew from the lec-
ture notes used to teach undergraduate students at Arizona State
University. The notes, as well as the book, summarized the current litera-
ture in international finance, with only elementary math as a prerequisite.
It was extremely gratifying to find that instructors at other institutions
found the earlier editions to be useful texts for undergraduate and MBA
students. In fact, the adoption list ranged from the leading MBA schools
in the country to small rural four-year colleges. The fact that the text has
proved successful with students of varying abilities and backgrounds is a
feature that we have strived to retain in preparing this eighth edition.

Users of the past editions will find the eighth edition updated and sub-
stantially revised to keep pace with the rapidly changing world of interna-
tional finance. There are several major changes in this edition. Most
obvious is the reordering of topics and chapters to improve the flow
between topics, and the addition of some frequently asked questions. The
first section of the book discusses the basic concepts and definitions in
international finance. The balance of payments definitions have moved to
Chapter 3, so that the international monetary arrangements can be
explored in Chapters 1 and 2. Chapter 2 has been expanded to include
more detail on central bank intervention, SDRs, and the foreign reserve
buildup in China. Chapter 3 has also been expanded to include a discus-
sion of the U.S. foreign debt situation. The second section of the book
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deals with international parity conditions. Chapter 4 has added tables of
futures and options prices and the accompanying descriptions. Chapter 5
now covers the Eurocurrency markets so that this concept can be used in
the interest parity chapter. Chapter 7 continues the parity discussion, and
has added the Big Mac index, and moved the technical discussion of the
relative price changes to the appendix. The third section deals with risk
and capital flows. The letters of credit discussion has been moved to
Chapter 9. Chapter 11 has been updated to include a discussion of the
international influences of the Great Recession and a discussion of the
Greek debt problem. The final section of the book is the open economy
macroeconomics section. The elasticity model, in Chapter 12, now
includes a Marshall-Lerner condition discussion. Chapter 13 has been
expanded to include the Asian financial crisis as an example of how to
use the IS-LM-BP model. Finally, the monetary approach is now by itself
in Chapter 14, with Chapter 15 discussing extensions to the monetary
approach.

The eighth edition has been written in the same spirit as the first
seven—to provide a concise survey of international finance suitable for
undergraduate and MBA classes.



WHY STUDY INTERNATIONAL FINANCE?

Why study the subject of international money and 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 opportu-
nities 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 domes-
tic 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, Japanese yen, British
pounds, Mexican pesos, Canadian dollars, and euros. The financial man-
agers 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 dol-
lar,” but the dollar value of yen, euros, or pesos can and does change over
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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 exists that must be utilized with the appropriate financial
arrangements. This book intends to cover many aspects of these interna-
tional 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 pat-
tern 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 advan-
tage, 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 mon-
etary consequences of such trade. Although we will not explicitly con-
sider 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. Our
discussions range from the effects of the currency used in pricing interna-
tional trade (Chapter 12) to financing trade in the offshore banking indus-
try (Chapter 5). We will find that monetary events can have real
consequences for the volume and pattern of international trade.

THE ACTORS

This course is not simply a study of abstract theories concerning the
international consequences of changes in money supply or demand,
prices, 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 star-
ring 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
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play a major part. In fact, Chapter 1 begins with a discussion of the role
of banks in the foreign exchange market.

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 4 and 6. Finally, we examine
the role of government. 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 govern-
ments 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.

PLAN OF ATTACK

This book can be thought of in terms of four main sections. 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. Chapters 1
through 3 identify the key institutions and the historical types interna-
tional monetary system as well as discussing the current system. In
Chapters 4 through 7 the international monetary system is expanded by
allowing payments to be due in a future time period. This results in a
need for hedging instruments and expands the interaction between finan-
cial variables in different countries.

Chapters 8 through 11 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.

Chapters 12 through 15 cover the determinants of balance of pay-
ments and exchange rates. Government and industry devote many



vi

International Money and Finance

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 sum-
mary of the current state of knowledge regarding the determinants of the
balance of payments and exchange rates.

At the beginning of this introduction we asked: Why study interna-
tional money and finance? We 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 Money and
Finance seem to come to life. To this end, a daily reading of The Wall
Street Journal or the London Financial Times makes an excellent supple-
ment for the text material. As you progress through the book, interna-
tional 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 interna-
tional finance, the major lasting benefit of the lessons contained here will
be the ability to understand the international financial news intelligently
and effectively.

Michael Melvin
and
Stefan Norrbin
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