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LEHIGH UNIVERSITY

Spring 2006









         Professor McDonald

Eco 340







       Room 423 RBC, x85345, e-mail: djm0

International Finance




    
        Office hours: Wednesday 1:30 p.m.- 4:00 p.m.










                                      and by appointment

Course Description:

International Economics is concerned with some of the most controversial questions faced by policy-makers and businesses. International finance focuses on the monetary side of the international economy, on the financial transactions that accompany trade in goods and services. It is concerned with understanding a nation’s overall trade deficit or surplus, explaining the changing value of a nation’s currency, and understanding the macroeconomic links among participants in the global economy.  It is a field of study concerned with the “big picture” rather than the dilemmas faced by a single business enterprise.  And yet this “big picture” has significant impacts on the fate of individual firms in the United States; e.g., how profits are adversely affected if necessary imports used as raw materials cost more as the dollar depreciates.  The “Asian contagion” and recent currency crises also illustrate how difficult it is for countries to remain insulated from external shocks as economies have become increasingly co-dependent with the spread of globalization.   

Text:
Appleyard, Dennis, Field, Alfred, and Steven Cobb, International Economics, Fifth Edition (McGraw-Hill Irwin, 2006).  Hereafter referred to as the “Text.”

Additional Texts:

If you wish to look at other texts on International Finance for a different perspective on the material we will be covering, there are many excellent ones, including:

Caves, R., Frankel, J. and R. Jones, World Trade and Payments, 9th ed. (Addison Wesley, 2002). 

Krugman, P. and M. Obstfeld, International Economics, 6th ed. (Addison Wesley, 2003). 

Eco 340 on the Web:
Course materials and announcements will be posted on the web.  To access this site, go to http://ci.lehigh.edu

Prerequisites:
A grade of C- or better in Eco 119 or Eco 129 is the prerequisite for this course. 

Recommended Web Sites:

There are many excellent International Finance websites.  Paul Krugman, an Economist at MIT, has written many articles on International Finance, many of which can be found on his home page, www.mit.edu/people/krugman.  Many international agencies maintain websites with excellent information on International Finance issues; e.g., the Institute for International Economics website (iie.com), the IMF’s website (imf.org) and the World Bank’s (worldbank.org).  You may download interesting International Finance documents from the site maintained by the Federal Reserve Bank of St. Louis (stls.frb.org).  Prof. N. Roubini, at NYU’s Stern School, maintains the best site on the Asian Crisis: stern.nyu.edu/~nroubini/asia.  Here are some interesting International websites:

stls.frb.org (look for their International Economic Trend reports); iie.com; mhhe.com/economics/pugel (many of these can be accessed, but not all); internationalecon.com; stern.nyu.edu/~nroubini/asia (best on Asian Crisis); helsinki.fi/WebEc; imf.org; worldbank.org

Attendance (think of “Concert Rules”) and Exam Policies:
Students are expected to attend all classes, to arrive on time for class, and to leave while the class is in session only in the case of an emergency or with my prior consent. Attendance will be taken and will count as part of the third component below. It is very disruptive to the class to arrive late or leave during class.

There will be no make-ups for the semester exams.  If you have an excused absence (having contacted me beforehand) from an exam or quiz given during the semester then the percentage for this missed component will be added to the percentage allocated to the final exam.  If there is an extraordinary reason for missing the scheduled final exam, a make-up will be scheduled through the Registrar if your petition is approved.  Cell phones are not permitted during exams; during regular classes, please have cell phones turned off.  Only basic calculators (i.e., those without screens) may be used during exams.  
The breakdown for the final grade is as follows:


First in-class semester exam (Thursday, February 16)

25 percent


Second in-class semester exam (Thursday, March 30)

30 percent

Attendance and Participation
 



10 percent

Comprehensive Final Exam




35 percent (last possible date is May 10).

Homework (HW) will be assigned and collected.  Although these HW will not count toward the final grade, doing the HW is the only way to learn the material and do well in this course.

Note also that the last date to withdraw from this class with a “W” is Friday, April 7. 

***********************************************************************************************

Course Outline and Reading Assignments:

Note: Required Readings (other than the Text) will be posted at the course’s website for downloading.  Additional readings of current interest might be added or substituted for others on this list.


Topics








Readings
A. The Trade Balance and National Income;




Text:  Ch. 1 and 19
     Balance-of-Payments (BOP) Accounting


Readings: “One World?” The Economist, October 18, 1997, pp. 79-80.

 “Finance: Trick or Treat,” The Economist, October 23, 1999, pp. 91-92.

              “Is the large U.S. Current Account Deficit Sustainable?,” Federal Reserve Bank of Kansas City, Economic 
Review, First Quarter 2001, Jill Holman.  


 “U.S. International Transactions in 2005,”www.bea.gov/bea/ARTICLES/2005/10October/1005_itaq.pdf
 
 “Is it at risk? Globalisation,” The Economist, February 2, 2002, online. 


 “The price of profligacy: how bad is America’s borrowing binge?,” and “Shrink-proof: why America’s 

deficit is hard to turn around,” The Economist, September 20, 2003, pp. 7-15.

 “Dollar’s decline has little impact on import prices,” WSJ, January 14, 2003, p. A1. 

 “Does the US have a Current Account Deficit Disorder?,” Federal Reserve Bank of St. Louis, April 10, 2001, 


William Poole, online. 

 “The US as a Net Debtor: The Sustainability of the US External Imbalances,” online, 


stern.nyu.edu/globalmacro/Roubini-Setser-US-External-Imbalances.pdf 

“A license to lose money,” The Economist, April 30, 2005, p. 80.

“Hard-Landing Heresy,” The Economist, September 10, 2005, p. 82.

 “Global Balancing Act,” WSJ online discussion, October 18, 2005.

“Why Uncle Sam’s Bonanza Might Not be All that it Seems,” The Financial Times, Op-ed by Martin
Feldstein, Tuesday, January 10, 2006, p. 15 


See also ** under section E. below.
B. Asset Markets in an Open Economy:





Text:  Ch. 20 and 21

1. The Foreign-Exchange Market



– spot and forward markets



– motives for trading: hedging and speculation


2. The Law of One Price and Purchasing Power Parity (PPP)



– problems with PPP



– the real exchange rate; why does it change?


3. The choice between assets denominated in different currencies



– Uncovered Interest Parity (spot-market speculation) 



      and the link between interest rates and exchange rates



– Covered Interest Parity

· How are forward exchange rates determined?  
Readings: “The Big Mac Index: Food for thought,” The Economist, May 29, 2004, pp. 71-72. Updated version is “Fast Food and Strong Currencies: The Economist’s Big Mac Index,” The Economist, June 11, 2005, p. 76.
C. The Money Market and Exchange-Rate Determination


Text:  Ch. 22

1. Equilibrium in the money market


2. Linking the money supply to the exchange rate in the short run


3. Analyzing the long-run effects of money supply changes


4. Exchange-rate overshooting and permanent money supply changes


5. The portfolio-balance approach to exchange-rate determination


Readings: “What Determines the Exchange Rate: Economic Factors or Market Sentiment?” G.P. Hopper,



Business Review, Federal Reserve Bank of Philadelphia, Sept./Oct. 1997, pp. 17-29.


“Better than guesswork?” Can the exchange rate be forecast? The Economist, October 30, 1999, p. 88.


“Test-driving a new model,” The Economist, March 18, 2000, pp. 75-76.  

“Precisely wrong,” The Economist, June 25, 2005, p. 100.


“Let the Dollar Fall,” C. Fred Bergsten, http://www.iie.com/papers/bergsten0702.htm, from the Financial



Times, July 17, 2002.


“Something’s gotta give: in theory the dollar should weaken further in 2004. In practice, will it?” The

 
Economist, The World in 2004, p. 115. 

“The disappearing dollar,” and “The future of the dollar: The passing of the buck?,” The Economist, December 

4, 2004, p. 9 and pp. 71-73.  

“When Weakness is a Strength,” NYT, November 26, 2004, p. A41. 

Dollar Adjustment: How Far? Against What? Edited by C. Fred Bergsten and John Williamson, Institute for 

International Economics, November 2004. 

“Show Me the Money: America’s Foreign Debt,” The Economist, July 9, 2005, p. 62.

“Currency Competition,” The Economist, October 1, 2005, p. 88.

“No (Dollar) Gain Without Pain?,” WSJ, November 2, 2005, p. C1.

D. BOP Adjustments under Fixed or Flexible Exchange Rates


Text: Ch. 23

1. BOP adjustments under a flexible exchange-rate system



–    Managed floats

· Exchange controls



2. BOP adjustments under a fixed exchange-rate system



–    BOP adjustments through price changes



–    BOP adjustments through changes in interest rates



–    Income adjustments

E. Macroeconomic Policies, IS-LM in the Open Economy; Role of K mobility
Text: Ch. 24, 25, 26, and 27

1. Fixed Exchange-rate system



–    Effects of Fiscal Policy

· Effects of Monetary Policy 


2. Flexible Exchange-rate system



–    Effects of Fiscal Policy



–    Effects of Monetary Policy



–    Policy Coordination

Readings: “U.S. Sneezes, World Catches Cold,” Federal Reserve Bank of Atlanta, EconSouth, Second Quarter

2001, pp. 14-19. 

 “United we fall: increasing globalization could lead to bigger economic booms and busts,” The

Economist, September 28, 2002, online.

“Post-war blues: despite a quick victory in Iraq, the world economy still looks sad,” The Economist, April 12, 

2003, p. 10.

“The bigger threat still lurking: there is plenty to worry about even after the conflict in Iraq is ended,” The 

Economist, April 12, 2003, pp. 62-63.

“A cruel sea of capital: a survey of global finance,” The Economist, May 3, 2003, pp. 3-24.

“How to sustain the global rebound,” by Michael Mussa, January 2, 2004, Institute for International 

Economics, online.
“Out of Kilter: Europe’s and America’s Economies,” The Economist, May 28, 2005, p. 93.

“Traffic Lights on the Blink? World Economy,” The Economist, August 20, 2005, p. 57.

**“Survey: The great thrift shift,” “The hare and the tortoise,” “Forever Free,” and “Rebalancing act,” all in 

The Economist, September 24, 2005, p. 3, p. 20, p. 22, and p. 27.

“Global Growth Faces Some Threats,” WSJ, November 30, 2005, p. A2.

“Greenspan on Global Imbalances,” WSJ online, December 2, 2005. 

F. Fixed or Flexible Exchange Rates?





Text: Ch. 28 


1. Issues to consider, including speculation: is it stabilizing or destabilizing?


2. Optimum Currency Areas


–    The theory of optimum currency areas

· European Monetary Union and the Euro: Is Europe an optimum currency area?
Readings: “Man of the Hour: Mundell’s theory of optimal currency areas,” The Economist, Oct. 16, 1999,

p. 82.

“Fixed or Flexible? Getting the exchange rate right in the 1990s,” F. Caramazza and J. Aziz, King reader.

G. The International Monetary System





Text: Ch. 29
 
– the price-specie flow mechanism under the gold standard


– the myth and reality of the gold standard


– the structure of Bretton Woods and its fundamental flaw (the “Triffin Dilemma”)

· worldwide inflation and the transition to floating exchange rates 
Readings: “The Euro arrives, but should it?” Gordon, 2000, pp. 476-477.


“Strengthening the Euro Isn’t Rocket Science,” WSJ, September 27, 2000, p. A26.


“A global euro?” The Economist, July 28, 2001, p. 70. 


H. The Asian and other currency crises


Readings: “The Asian crisis: Causes and Cures,” IMF Staff, King reader. 

“Financial Crises in Emerging Markets,” Finance and Development, December 1998, pp. 28-31.


“Hazards and Precautions: Tales of International Finance,” Hufbauer and Wada, 1999, Institute for

International Economics, online.






“Rethinking capital controls: when should we keep an open mind?,” by Kenneth Rogoff, IMF’s, Finance and

Development, December 2002, online.
 
Statement of Disabilities



If you have a documented learning disability and will be requesting academic accommodation for this class, please contact Dean Cheryl Ashcroft in the Office of the Dean of Students, UC 212, x 84152. 
Statement of Academic Integrity (from the Student Senate)

It is duty and obligation of students to meet and uphold the highest principles and values of personal, moral and ethical conduct. As partners in our educational community, both students and faculty share the responsibility for promoting and helping to ensure an environment of academic integrity. As such, each student is expected to complete all academic course work in accordance to the standards set forth by the faculty and in compliance with the University's Code of Conduct. 
Learning Objectives for International Finance, Eco 340
By the end of this course, you should be able to:
1. 
Discuss the advantages and disadvantages of the current multilateral trade deficit to the U.S. economy. 

2.
Predict the impact of a balanced federal budget on the U.S. current-account balance.  

3.
Decide whether a trade surplus is necessary for a high standard of living in the United States. 

4.
Understand the link between interest rates and exchange rates. 

5.
Explain the effect of official intervention in the foreign-exchange market.

6.
Predict the impact of currency depreciation (or devaluation) on an economy.

7.
Understand the theory of optimum currency areas and the current challenge faced by the European Monetary System (EMS).

8.
Evaluate whether a return to a fixed exchange rate system would benefit the world economy.

9.
Understand the persistence of the U.S.-Japan trade imbalance and the widening U.S. trade deficit with China.

10.
Show how the role of monetary and fiscal policy is affected by the exchange-rate regime. 

11.
Explain the significance of the “real” exchange rate and assess the validity of purchasing power parity. 

12.
Discuss the importance of policy cooperation in a world of floating exchange rates.

Relevant Current Data from econweb.com 1/11/06
	Exchange Rates and International Trade 
The October trade deficit sets a new record. The U.S. international deficit in goods and services increased to a record $68.9 billion in October from a revised $66.0 billion in September as imports increased more than exports. Exports increased to $107.5 billion in October from $105.8 billion in September while imports increased to $176.4 billion in October from $171.8 billion the previous month. The trade deficit through the first ten months of 2005 is $598 billion, about $95 billion higher than the deficit at the same period in 2004.
             Jan. 12, 2006 from WSJ … The U.S. trade deficit narrowed more than expected in November, falling 5.8% to $64.21 billion, as the price of crude oil eased, exports grew and the deficit with China declined for the first time in seven months. Import prices fell 0.2% in December. 

The dollar continues its upward trend in November. The weighted average exchange value of the U.S. dollar against major currencies rose slightly from 85.21 in October to 86.68 in November. Over the past year, the dollar has appreciated by nearly 7.0 percent. 
Monetary Policy and Interest Rates 
The Fed boosts rates again in December. At its meeting of December 13, the Federal Open Market Committee (FOMC) raised the federal funds rate by 25 basis points to 4.25 percent. This announcement marks the 13th consecutive meeting that the Committee has raised rates by 25 basis points. The rate hikes may not be over. The Committee wrote that "some further measured policy firming is likely to be needed to keep the risks to the attainment of both sustainable economic growth and price stability roughly in balance." The next meeting is scheduled for January 31, 2006. 
Fiscal Policy and the Budget Deficit 
The fiscal-year 2005 budget deficit is less than the 2004 deficit. The fiscal-year 2005 budget deficit registered $319 billion, $94 billion less than 2004 deficit. The primary reason for the lower deficit was a 14.6 percent increase in tax revenues, which more than offset an 8 percent increase in outlays. 
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