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Chapter 1 

Introduction 

International finance is a sub-field of economics that sits in the intersection of macroeconomics and finance. 

Macroeconomics studies the sources and consequences of macroeconomic fluctuations and economic growth. Finance 

studies the determinants of prices of financial assets. For historical reasons, research and teaching in 

macroeconomics and finance have evolved in significantly different directions in terms both methodology and 

practical orientation. From a methodological standpoint, the differentiating feature has been the pursuit of general 

versus partial equilibrium analysis. In general equilibrium analysis, which macroeconomic analysis has pursued, 

prices and quantities in all markets are determined simultaneously. In a partial equilibrium analysis, which financial 

economics has pursued, prices and quantities are determined in a set of markets, given prices and quantities in 

remaining markets. From the standpoint of practical orientation, the differentiating feature has been the emphasis on 

public policy objectives versus private objectives.1 

Over time, these differences created vastly different vocabularies in both subfields, effectively preventing a 

meaningful communication between macroeconomics and financial economics. According to mainstream 

macroeconomic models (at least until 2007), financial markets were “efficient” (asset prices can not be predicted by 

analyzing past data), and “endogenous” (finance is driven by the real sector, and is not a source of macroeconomic 

fluctuations). These models culminated in the (unwarranted) claim that financial markets were inconsequential for 

economic outcomes, and could even be dropped from macroeconomic analysis. This belief has persisted despite the 

                     
1For instance, Laszlo Birinyi, a fund manager, identifies precisely these differences between macroeconomics and 

finance, when he praises Nouriel Roubini, a macroeconomist by training, for doing “a very good job on the economy,” 
while distinguishing it from their approach, which is “to try to understand the market and not try to do much more 
than that” (Bloomberg.com, 2009). Beyond personalities, the distinction between general and partial equilibrium may 
sound abstract. In a partial equilibrium, say, house prices depend on the interest rate. But, in general equilibrium, 
the interest rate also depends on demand for houses. During subprime mortgage crisis that unfolded after 2006, the 
public quickly learned these general equilibrium effects. Connectedness is at the heart of general equilibrium, and 
Chapter 2 amplifies this issue. 
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accumulating evidence that mainstream macroeconomic models make predictions about asset prices that appear to be 

grossly erroneous, especially in the short run. According to financial models, on the other hand, financial markets 

were a “closed trading system,” insulated from the rest of the economy and governed by their own natural laws. These 

models culminated in the equally unwarranted claim that there was a “statistical model” within reach (after 

exhaustive data mining) that would unlock the natural laws of asset pricing. This belief has persisted despite the 

accumulating evidence that financial returns moved in lockstep with real returns, and that looking for statistical laws 

in economics is like looking for unicorns—youthful but fantastic. 

Then, how does a less dichotomous and more profitable approach to international finance look like? While we do 

not have a fully developed conceptual framework, such an approach must be open minded about asset price bubbles 

and fads, and highly complex links between financial decisions and economic outcomes. In my view, one must have an 

open mind about these issues because financial markets are incomplete, imperfect, and operate under a range of 

frictions—although we do not have a complete understanding of each of these fundamental factors. But, lack of 

complete understanding should not be interpreted as an excuse for policy “inaction,” or a cover for denial. 

With this in mind, I have structured these lectures with an emphasis on macroeconomic issues, rather than on 

mainstream finance. My expertise in macroeconomics is responsible for this emphasis, but only in part. The bigger 

reason is the practical orientation of this topic. Macroeconomic problems arise because interconnectedness of 

individuals through markets culminate in outcomes that need not resemble the motivations underlying individual 

actions: when all individuals attempt to save more, aggregate demand may collapse, leading to lower savings 

(paradox of thrift). Public policy informed by macroeconomic analysis, which studies these subtle and often complex 

linkages, can design social insurance mechanisms that help align socially desirable economic outcomes and individual 

motivations.2 I am persuaded that this practical orientation is worth pursuing. I am not, on the other hand, 

persuaded that narrowly-defined finance, with its practical orientation toward private gains, inevitably aligns 

socially desirable economic outcomes with individual motivations. 

1.1 Scope and Modeling 

An insightful macroeconomic model defines a tighter scope for analysis than the one we face in reality (complexity). 

The open economy IS-LM model defines such a scope: it primarily studies the relation among output, the interest 

rate, and the exchange rate. This model tackles these relations in a variety of settings. In the short-run version of the 

model (Chapter 2), the price level is fixed, the level of output may deviate from potential output, and the expected 

exchange rate is fixed. This is the most familiar version studied in intermediate level macroeconomics textbooks (e.g., 

Blanchard and Johnson, 2010). In the medium-run version of the model (Chapter 3), the price level and the exchange 

rate are also endogenous. Finally, when the economy transitions from the short-run to the medium-run equilibrium, 

there are transition dynamics associated with each of these variables (Chapter 4). 

The open economy IS-LM model allows us to highlight several important issues about macroeconomic analysis. 

First, it requires us to be explicit about general equilibrium interactions among the goods market, the financial 

market, and the exchange rate. While competing macroeconomic models may differ in terms of their specification of 

these markets, in all cases the principle of general equilibrium provides the necessary linkages among these markets. 

                     
2The pursuit of individual gain by all, yet, in the absence of coordination, lower well-being for everyone manifests 

itself beyond markets. In stadiums, a few excited fans in front rows force the entire crowd watch the game standing—
although sitting is generally better for everyone. Good macroeconomic policies are like solutions to such coordination 
failures in stadiums. 
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These linkages can be subtle and complex. We cannot possibly expect to understand the whole without understanding 

the more subtle, individual parts (sectors or markets). At the same time, seemingly plausible statements about 

individual parts would have little meaning when placed within a more complex system. For instance, an individual 

can decide to work in the market and earn more income this year, and spend that additional income in the future. 

This may be perfectly sensible, and it is certainly feasible. However, a macroeconomic unit as a whole can not earn 

more income this year and spend it in the future: it would be foolish to speak of any aggregate income in the absence 

of spending, either in the form of consumption or investment. What makes an individual decision about future 

consumption feasible is the corresponding demand for current consumption by some other individual(s). Thus, when 

aggregate demand collapses, aggregate income too collapses. 

Second, the IS-LM model disciplines our logic through a tight analytical framework, which helps us make 

statements about cause and effect—or in the jargon of macroeconomics, impulse and propagation mechanisms. What 

happens to income when domestic monetary policy unexpectedly becomes contractionary? What happens to the 

exchange rate when fiscal policy becomes expansionary? And, how can we design empirical methodologies to check 

whether our theoretical premises are valid? 

Third, the causal relations identified by the IS-LM model also guide us to think carefully about empirical 

correlations. Does depreciation of the Canadian dollar lead to higher or lower employment in Canada? How can we 

interpret the empirical correlation between the exchange rate and unemployment? How about the correlation between 

the interest rate and domestic income? 

So, throughout this course, I will urge you to use a formal framework to organize your thoughts and arguments. 

The IS-LM model is the natural candidate in most circumstances. But, as the course progresses, we will begin to see 

its shortcomings, and we will encounter well-defined questions that are almost impossible to address using the IS-LM 

model. For instance, the IS-LM model provides durable insights about the relative effectiveness of monetary and fiscal 

policies when the nominal interest rate is close to its zero bound, and handles well many of the flow variables (like 

income). But it provides no insights concerning stock variables (like wealth). At the same time, many of the 

contemporary policy-related issues relate to these stock variables, including the determinants of the current account 

deficits and the corresponding surplus in the financial account, the international investment positions, and 

international risk sharing. These issues form an important component of this course content, but are hard to examine 

through the IS-LM model. I will thus present and discuss frameworks that are substantially more suitable for those 

issues at hand. Ultimately, we must recognize that there is no “comprehensive” macroeconomic model that is capable 

of addressing all the interesting questions, and that the most useful models are those that provide durable insights, 

without promising or claiming unsubstantiated generality. 

1.2 Historical Facts 
Macroeconomics is a highly theoretical (abstract) field. It deals with complex phenomenon which easily lends itself to 

several competing explanations—seemingly plausible or otherwise. Empirical evidence is the most sensible way to 

discriminate between these alternative explanations. But empirical evidence accumulates very slowly in 

macroeconomics. Besides, macroeconomic data require analysis and interpretation, which require theory. 

Experimental scientists perfect their understanding of the external world by designing better experiments and by 

developing better equipments that enable them to collect new and higher quality data, which in turn is the final 

product of research. By contrast, most macroeconomic research is about perfecting existing methodologies that may 

change the interpretation of existing data. 



4 Econ 3331 : Introduction and Scope

 

This course is not on economic methodology (econometrics, calibration and simulation of dynamic general 

equilibrium models). So, there will be no requirement that you interpret the data through the lenses of alternative 

research methodologies. However, evidence-based reasoning is a critical learning objective. Consequently, you will 

collect and analyze data to present evidence to support your claims and reasons. Hopefully, you will appreciate the 

value of evidence-based reasoning in shedding light on important economic questions. 

One important source of data and type of evidence is historical. The quality of data (pure measurement) tends to 

deteriorate as we go back in history. Still, we gain insights that are not otherwise easily available. Consider the scope 

of this course as outlined above: the goods market, financial markets, labour markets, and exchange rates in an 

international perspective. Historical evidence shows that globalization of goods markets (exports and imports), 

globalization of financial markets (cross border financial flows), and globalization of labour markets (immigration and 

offshoring) that we have been witnessing over the last two decades had occurred in the past, and at times with equal 

or even bigger force. Globalization provides a perfect context to demonstrate the value of historical evidence in 

understanding contemporary issues. 

As an operational definition, globalization implies integration of geographically separate sources of demand and 

supply. Take the case of goods and commodity markets. In an integrated world economy, the demand for a particular 

commodity in one geographic location need not be met by production in the same location, the difference being covered 

by trade. In an integrated world economy, the price of an identical commodity should also be roughly identical in 

different locations. One can qualify these statements in a variety of ways, but the basic message remains: 

globalization is about economic integration. 

With this operational definition in hand it is easy to see that there have been two major episodes of globalization 

over the last 150 years: the first wave of globalization lasting from about 1870 until 1910, and the second wave of 

globalization that has been ongoing unabated since the 1970s. 

1.2.1 The First Wave of Globalization 

Globalization of the goods market.—The global trade in commodities (food, spices) and luxury goods (pottery, silk) is a 

very old phenomenon. Its scale has varied as a function of wars, natural disasters, and geographic factors. But, in the 

nineteenth century, its size and scope expanded dramatically. 

Figure 1.1 shows the ratio of world trade (total exports plus imports) to world GDP from 1500 to 2000. The data 

from earlier centuries have significant margins of error, so the results are shown with the lower and upper bound 

estimates. There are more reliable and frequent data after 1870. One important point of these data is the remarkable 

expansion of world trade from 1870 until 1914, followed by a series of setbacks and a dramatic collapse after the 

Great Depression, and a steady expansion after 1950 (the Second Wave of Globalization). For instance, Lewis 

(1978,pp. 12,14) estimates the growth rate of world trade from 1870 to 1899 at about 3.0 per year and from 1900 to 

1913 at 3.8 percent per year. 

What were the main reasons for the first wave of globalization in the goods market? Colonial forays into resource 

rich territories, rising world population, rising incomes, declining transportation and communication costs, and low 

tariffs were all contributing factors. From 1870 until 1913, the world economy expanded considerably (both incomes 

and income per capita), which directly stimulated international trade. In addition, transportation costs were declining 

rapidly during this period, and this not only stimulated
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Figure 1.1: World trade to GDP ratio, 1500-2000 Source: 

Estevadeordal, Frantz, and Taylor (2003). 

1500 1600 1700 1800 1900 

international trade directly, 

but also contributed to rising 

incomes.3 At the same time, 

although tariffs were initially low, they rose progressively during this period. U.S. tariffs in the nineteenth (Figure 

1.2), for instance, are no exceptional in this regard. 

The expansion of industrial revolution to industrializing countries of the world stimulated international trade at a 

massive scale, mostly driven by trade in food and manufactures. According to Yates (1959, tables 29 and 30), during 

this period industrial countries accounted for 71 percent of world exports, and 97 percent of world manufactures 

exports.4 Exports from industrial to industrial countries accounted for about 45 percent of total world exports, and 

exports from non-industrial to non-industrial countries was only 4 percent of this total. The remaining 50 percent was 

equally divided between exports from industrial to non-industrial, and non-industrial to industrial countries. 

Globalization of financial markets.—The globalization of the goods market required new investments (railroads, 

ports). These new investments were largely financed by international capital, whereby countries with domestic 

savings exceeding their domestic investments financed those countries with savings less than their domestic 

investments. Most of these capital transfers were intermediated through private international bond issues (not 

through banks). There was also an active market for lending to sovereign governments (such as Brazil, Egypt, and the 

Ottoman Empire). Settler countries such as Argentina, Australia, Canada, and the United States were the primary 

recipients of this international capital, and Great Britain was the  

                     
3See Jacks, Meissner, and Novy (2008) for a quantitative assessment of these contributing factors. 

4Industrial countries of this era are: Belgium, France, Germany, Austria-Hungary, Netherlands, Italy, Sweden, 
Switzerland, Japan, USA, and UK. 
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Source: Cochrane (1979, figure 14.1). 

main supplier. Figure 1.3 shows the degree of financial globalization from 1825 to 2000. The series labeled as 

“assets/GDP” is the ratio of assets held abroad by domestic residents to their GDP. This ratio is for a group of mostly 

industrial countries, for which there are data, and it starts in 1870. The series labeled as “U.K. assets/all assets” is 

the ratio of assets held by U.K. residents abroad to all foreign assets held abroad by the sample countries. This series 

starts in 1825. 

Two interesting observations emerge from this figure. First, the changes over time in foreign assets to GDP ratio 

is similar to those of trade to GDP ratio in Figure 1.1: foreign assets to GDP ratio peaks at about 0.6 at the turn of the 

twentieth century, decreases dramatically and secularly between the two world wars, and increases thereafter. On 

interesting aspect of the series is that foreign assets to GDP ratio reaches its previous peak only around 1990, and 

then surpasses it. Second, the predominance of U.K. capital in financing investments abroad is quite striking. In the 

mid-nineteenth century, U.K. assets held abroad accounted for about 80 percent of the total assets held abroad in this 

group of countries. Over time, the significance of U.K. assets declines considerably, and its dominance is replaced first 

by the U.S. (1945-1970), and latter by surplus countries, such as Germany, Japan, and (more recently) China. 

Globalization of labour markets.—By globalization of labour markets, I refer to international mobility of workers 

or international mobility of jobs. The theory of international trade suggests that the goods and services traded across 

borders embody value-added by factors of production, so international trade in goods and services is a substitute of 

international mobility of factors of production, especially labour. However, during the First Wave of Globalization, the 

expansion of world trade accompanied a worldwide pattern of mass immigrations. While immigration to settler 

societies was the most important driver of this mass migration, there was also significant immigration within “old 

Europe” (O’Rourke and Williamson, 1999). 

Figure 1.4 shows the immigration rates to Argentina, Canada and the United States from 1870 to 1910. Over this 

period three fifths of all immigrants from Europe landed in the United States. Many economic 

PERCENT 

 

SOURCE. U.S. BUREAU Of CENSUS- HISTORICAL STATISTICS OF THE UNITED STATES. COLONIAL TIMES TO 1970. AND STATISTICAL ABSTRACT OF THE UNITED STATES, 1975. . _ _ , 

Figure 1.2: Selected tariff and trade acts and percentage of U.S. duties on dutiable imports before and after passage,
1820-1975 
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Note: The series labelled as “assets/GDP” is the ratio of assets held abroad by domestic residents to their GDP. This 
ratio is for a group of mostly industrial countries, for which there are data, and it starts in 1870. GDP data is the 
limiting factor for this series. The series labelled as “U.K. assets/all assets” is the ratio of assets held by U.K. 
residents abroad to all foreign assets held abroad by the sample countries. This series starts in 1825. 
Source: Obstfeld and Taylor (2004, table 2.1). 

historians study this period through the lenses of integration of international labour markets, because the migration 

flows between countries were large. The immigration rates in figure 1.4 are measured per 1,000 mean population over 

a decade. In Canada, at its peak from 1901 to 1910, annual immigration amounted to about 1.7 percent of its resident 

population. By contrast, over the last several decades, immigration rate to Canada has been about 0.7 percent per 

year. The immigration rate to the United States was also high during the first wave of globalization: about 1 percent 

of the population per year between 1901 and 1910, whereas currently it stands at around 0.3 percent per year.5 While 

transatlantic migration slowed considerably with the onset of the First World War, in other regions of the 

international migration continued, and even increased after the first decade of the twentieth century (McKeown, 

2004). 

Exchange rate arrangements.—Exchange rate markets have historically been “too sensational” (Corden, 2002). 

The first wave of globalization fomented such feelings, as there were fierce debates about the appropriate exchange 

rate regime individual countries should adopt. While such debates raged in many countries (including the United 

States), the period from 1870 to 1913 represents the heydays of the gold-exchange standard, in which currencies were 

backed by gold—although many countries, such as China, continued 

                     
5The numbers I quote in this paragraph are gross immigration rates. Net immigration rates are smaller. For 

instance, during the first wave of globalization, there was substantial emigration from Canada to the United States. 
There was also (and still is) significant return migration. For instance, Italian and Spanish return migration from 
Argentina was about 50 percent of the initial immigration into the country. Today, about 30 percent of immigrants to 
Canada return back after about 5 years of initial immigration, which is roughly equivalent to the reported return 
migration rate in the United States at the turn of the twentieth century (O’Rourke and Williamson, 1999, p. 120). 

Figure 1.3: International assets, 1870-2000 
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to use silver.6 Gold content of individual currencies determined their bilateral exchange rate, and most currencies 

maintained a fixed gold content. This automatically translated into a virtually universal pegged exchange rate 

regime. Although there were some restrictions on gold exports, currencies were largely convertible into gold (or the 

underlying ore), and this facilitated international capital mobility, leading some to remark about international capital 

movements of a “disturbing sort” (Radnar, 1945). 

1.2.2 The Second Wave of Globalization 

In terms of world trade in merchandise and services, financial assets, and mobility of workers across borders, we have 

significantly more data since the 1950s. These data point toward a Second Wave of Globalization, that has accelerated 

since about 1980. It has not been a uniform process, but there has been a remarkable expansion in world trade (e.g., 

Jacks et al., 2008), a remarkable increase in cross border financial flows, and non-negligible increase in cross-border 

labour flows. I discuss the first two issues briefly below. 

Globalization of the goods market.—Most of the contemporary countries are small open economies: they trade with 

the rest of world extensively, and are relatively small so that they have little to no influence on the world price of the 

goods and services they trade, including the prices of globally traded financial assets. A small open economy is a 

recurrent theme in this course. So, it is useful to appreciate the influence of international trade on these small open 

economies. Figure 1.5 shows the ratio of exports plus imports

                     
6 In the United States, there was strong demands, especially by farmers, for the adoption of silver instead of gold as 

the underlying commodity. For an entertaining and stimulating account of such a debate in the context of beloved 
children’s story Wizard of Oz, see Dighe (2002). 

(per 1,000 mean population over a decade) 

 

Figure 1.4: Immigration rates, 1850-1910 
Note: This figure reports the in-migration (immigration) rates in Argentina, Canada and the United States per 1,000
mean population over a decade. 
Source: O’Rourke and Williamson (1999, table 1.1), based on Ferenczi and Willcox (1929, pp. 200—201). 
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to GDP for member countries of the World Trade Organization in 2010. Most developing regions of the world have 

trade to GDP ratios above 60 percent. There are also industrial, but quintessentially small open economies as well 

(such as Canada and Switzerland). Large economies tend to trade less with the rest of the world, and this is true for 

both large industrial economies (such as the United States) and large industrializing economies (such as Brazil). 

These lectures emphasize the influence of relative prices on external trade, aggregate demand, and income. These 

prices include the relative price of currencies (the nominal exchange rate), the price of those goods produced 

domestically and consumed abroad (domestic traded goods) relative to the price of those goods produced abroad and 

consumed domestically (foreign traded goods), and the relative price of goods produced domestically but not traded in 

international markets (domestic nontraded goods). 

Since 1980, incomes have risen considerably in some regions of the world (in particular, in Asia), and this has 

stimulated international trade.7 Moreover, prices of agricultural and manufactured goods have fallen relative to the 

prices of non-traded goods, and this contributed significantly to expanding volume of international trade. Recently, 

there has also been an increase in cross-border transactions in services, such as financial services and software 

programming, which have been increasing the volume of international trade. Finally, over this period, tariffs have 

been low and falling, which further greased the wheels of international trade. While the determinants of international 

trade flows, such as tariffs and comparative advantage are interesting and while international finance complements 

international trade, international trade will not be a central theme of these lectures.  

                     
7Incomes in Sub-Saharan Africa stagnated or even worsened in much of the 1980s and 1990s. South and central 

America had an uneven track record. Since 2000s, with rising commodity prices, income per person in these regions 
have increased gradually. 

Figure 1.5: Trade to GDP ratio, circa 2010 
Note: This figure shows for each member country of the World Trade Organization, total trade of goods and 
commercial services (exports plus imports, balance of payments basis) divided by gross domestic product (GDP),
calculated on the basis of data for the three latest years available. 
Source: World Trade Organization, www.wto.org (accessed December 10, 2010). 
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