
International Finance Part II 

Trillions of dollars every day are being exchanged 
around the world in all of the financial markets. 

-Kenneth Lay 
 



Market Dynamics 

Exchange rates are always changing in 
response to shifts in demand and supply. 
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Depreciation and Appreciation 

Depreciation refers to a fall in the price of 
one currency relative to another. 

Appreciation  refers to a rise in the price of 
one currency relative to another. 

Whenever one currency depreciates, 
another currency must appreciate. 
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Market Forces 

Exchange rates change whenever the 
supply or demand (or both) has shifted. 

Market forces are constantly changing – 
keeping foreign exchange markets busy. 

Foreign exchange markets are places 
where foreign currencies are bought and 
sold. 
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Market Forces 

Some of the more important reasons 
supply and/or demand may shift: 

relative income changes 

relative price changes 

changes in product availability 

relative interest rate changes 

speculation 
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Charts: Shifts in Foreign Exchange 
Markets 
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Chart: The Changing Values of the US 
Dollar 
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The Asian Crisis of 1997-1998 

The Asian crisis of 1997-1998 was 
caused by several market forces moving 
in the same direction at the same time. 

It’s a good example of how currency rate 
changes can affect the international 

economy. 
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The Asian Crisis of 1997-1998 

In July 1997, the Thai government decided 
the baht was overvalued and let market 
forces find a new equilibrium.  

Within days, the dollar price of the baht 
plunged 25% and the Thai price of the US 
dollar increased. 

9 



The Asian Crisis of 1997-1998 

The devaluation of the baht had a domino 
effect on other Asian currencies. 

Holders of the Malaysian ringget, the 
Indonesian rupiah and the Korean won 
rushed to buy US dollars. 
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The Asian Crisis of 1997-1998 

The “Asian contagion” wasn’t confined to 
that area of the world. 

Hog farmers in the US saw foreign demand 
for their pork evaporate. 

Koreans stopped taking vacations in 
Hawaii. 

Tai Airways canceled orders for Boeing jets. 
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The Asian Crisis of 1997-1998 

This loss of export markets slowed 
economic growth in the United States, 

Europe, Japan and other nations. 
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Resistance to Exchange Rate Changes 

Resistance to exchange rate changes 
originates in various micro and macro 

economic interests. 
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Micro Interests 

People who trade or invest in world 
markets want a solid basis for forecasting 
future costs, prices and profits. 

Fluctuating currency exchange rates are an 
unwanted burden on trade. 
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Micro Interests 

A change in the price of a country’s money 
automatically alters the price of all of its 
exports and imports. 

Import competing industries suffer when 
currency depreciations make imports 
cheaper. 
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Macro Interests 

A micro problem that becomes widespread 
enough can turn into a macro one. 

The huge US trade deficits of the 1980s 
effectively exported jobs to foreign nations. 
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The US as a Net Debtor 

From 1914 to 1984, the United States was 
a net creditor in the world economy. 

Since 1985, the United States has been a 
net debtor. 

US debtor status can complicate domestic 
policy. 

A sudden flight from US assets could 
severely weaken the dollar and disrupt the 
domestic economy. 
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The Gold Standard: 
A Fixed Exchange Rate System 

Between 1867 and 1933, most of the world’s 
economies used the gold standard. 

Gold Standard – a system of fixed exchange rates in 
which the value of currencies was fixed relative to the 
value of gold and in which gold was the primary 
reserve asset 

Under the gold standard, each country determined that 
its currency was worth so much gold and each agreed 
to pay a specified amount of gold on demand to 
anyone who wanted to exchange its currency for gold.  
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The Gold Standard: 
A Fixed Exchange Rate System 

The gold-specie flow mechanism was the long-run 
mechanism that maintained the gold standard.  

Gold flowed out of a country when it experienced 
a balance of payments deficit and into a country 
with a balance of payments surplus. 

Since the amount of money a country issued was 
tied directly to gold, the gold standard determined 
a country’s monetary policy. 
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The Gold Standard: 
A Fixed Exchange Rate System 

The US partially abandoned the gold standard 
during the Depression in 1933. 

US citizens could no longer exchange dollars for 
gold but, until the late 1960s,  were given silver 
instead.  

In 1971, in response to a conflict between 
international and domestic goals, the US totally cut 
off the relationship between dollars and gold.  
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The Bretton Woods System: 
A Fixed Exchange Rate System 

Bretton Woods System – an agreement that fixed 
the exchange rates that governed international 
financial relationships from the period after World 
War II until 1971 

The Bretton Woods system established 

the International Monetary Fund (IMF), which 
arranges short-term loans between countries. 

the World Bank, which makes longer-term loans 
to developing countries. 
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The Bretton Woods System: 
A Fixed Exchange Rate System 

The Bretton Woods system was not based on a gold 
standard. 

A country would buy or sell other currencies when it 
experienced a balance of payments deficit or surplus. 

A stabilization fund was established to make short-
term loans to countries that ran out of currency 
reserves. 

The IMF supervised orderly adjustments of exchange 
rates if they became fundamentally misaligned. 
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The Bretton Woods System: 
A Fixed Exchange Rate System 

The IMF created a type of international 
money called special drawing rights (SDRs). 

SDRs never replaced the dollar as an official 
reserve currency. 

By the early 1970s, the number of US dollars 
held by foreigners exceeded the amount of 
US gold. 
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The Bretton Woods System: 
A Fixed Exchange Rate System 

When France and other countries 
demanded gold for their dollars, the US 
ended its policy of exchanging gold for 
dollars in 1971. 

After 1971 a dollar could be redeemed only 
for another dollar. 

With that change, the Bretton Woods 
system was dead. 24 



Fixed Exchange Rates 

Advantages 

provide international monetary stability 

force governments to make adjustments to 
meet international problems 

Disadvantages 

create monetary instability if they become 
unfixed 

force governments to make adjustments to 
meet international problems 
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The Present US System: 
 Partially Flexible Exchange Rates  

The exchange rates of most Western 
countries are now allowed to fluctuate. 

At various times, governments buy or sell 
their own currencies to affect the exchange 
rate if they believe a balance of payments 
imbalance is temporary. 

If an imbalance is a fundamental one, they 
let the exchange rate rise or fall. 
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Chart: The US Balance of Payments 
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Balance of Payment Problems 

Market supply and demand of currency 
naturally shift. 

This moves the equilibrium exchange rate 
away from the fixed exchange rate. 

Excess demand for a foreign currency 
implies a balance-of-payments deficit for 
the domestic nation and a balance-of-
payments surplus for the foreign nation. 
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Balance of Payment Problems 

A balance-of-payments deficit results from 
an excess demand for foreign currency at 
current exchange rates. 

A balance-of-payments surplus results 
from an excess demand for domestic 
currency at current exchange rates.  
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Balance of Payment Problems 

There are only two ways to deal with 
balance-of-payments problems when there 
are fixed exchange rates. 

Allow exchange rates to change. 

Alter market supply or demand so that 
they intersect at the established 
exchange rate. 
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Continued in 
International Finance Part III 
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