
This is a draft version of a chapter to be published in Evans, A. J. (2020) Economics: A 
Complete Guide for Business.

Chapter 10

International Economics

Free trade will be the link to bind
Each nation to the other;
’Twill harmonize the rights of man
With every fellow brother.

Origin unknown1

Joško Joras lives in a house near the Dragonja River, close 
to the border between Slovenia and Croatia. His mother was 
Slovenian, and spent several years in a Nazi concentration camp 

during the occupation of Yugoslavia.2 He has lived in the house 
for over 40 years, and considers it part of Slovenia. But one day 

1 I believe this poem was used by the Anti Corn Law League, who campaigned for free 
trade in nineteenth-century Britain. The Corn Laws imposed import tariffs on grain 
and other cereals, resulting in higher prices for basic food such as bread. While British 
landowners prospered from the lack of competition, it severely affected the living 
standards of the average working family. The Corn Laws were abolished in 1846. A 
lovely example of how trade binds people together is during the 2002 FIFA world cup 
Australian cattlemen and stockmen cheered on South Korea. This was because South 
Korea was the largest importer of Australian beef. (Shenoy, S. (2003) The global per-
spective. Mises Daily Articles, 8 December.)

2 Most of what I know about the story of Joško Joras comes from students that I’ve 
taught in Ljubljana. There is an article in English on the Ljubljana Life website 
called Trouble at the border (http://www.ljubljana-life.com/ljubljana/border-dispute), 
otherwise you can attempt to translate his page on the Slovenian Wikipedia (http://
sl.wikipedia.org/wiki/Jo%C5%A1ko_Joras).
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he went to buy a washing machine, and became the centre of an 
international diplomatic stand-off.

According to Croatia, Joško’s house is within their territory, and 
Croat customs officials wanted him to pay import duties. Joško 
refused. He decided to use a gravel track between the Slovenian 
and Croatian border to get home, until the Croatian border police 
tried to block it off. He responded by erecting a Slovenian flag from 
his balcony and a large sign that reads, “This is Slovenia” on the 
side of his house.

Why does this all matter? How important are national borders? 
Few topics in economics create as much consternation and debate 
as trade theory. While economists tend to view the globalization of 
exchange as being essentially benign and welfare enhancing, the 
public often see it as a dangerous threat.3 From an economic point 
of view national borders are completely arbitrary.4 If prosperity 
stems from the extent of the market and the division of labour, 
you want it spread over as wide a geographical area as possible. If 
restrictions on trade (such as tariffs or quotas) make little sense 
when imposed between different cities, they make no more sense 
when imposed between different countries.

The aim of this chapter is to demystify some of the concepts 
relating to trade. We will look at how foreign exchange rates rest 
on basic demand and supply analysis, and how they affect a firm’s 

3 In his book The Myth of the Rational Voter, Bryan Caplan (2007) uses the 1996 “Sur-
vey of Americans and Economists on the Economy” to demonstrate the differences of 
opinion between the general public (who deem free trade to be bad) and professional 
economists (who deem it to be good). A 2013 study by Paola Sapienza and Luigi 
Zingales found that on average there was a 35 percentage point difference between 
how many professional economists and how many of the general public would agree 
with various statements about the economy (Sapienza and Zingales 2013). Further 
survey evidence that demonstrates that advocacy of free trade is a consensus position 
among professional economists appears in Chapter 12.

4 “How many victims, how much blood and suffering, are connected with this business 
of borders! There is no end to the cemeteries of those who have been killed the world 
over in defence of borders” (Kapuściński 1994, p. 20).



international eConoMiCs

329

performance. We’ll also look at how different currency regimes can 
impact strategic planning, and present some of the key things econ-
omists know about financial crises.

10.1 Globalization and trade theory

One day a stranger arrives in a town.5 Amid much fanfare he 
declares that he has made a discovery – a remarkable discovery 

– and that he can make televisions, and mobile phones, and refrig-
erators, and cars and all sorts of other goods much more cheaply 
than existing companies. People are dubious, but watch as he buys 
up a large plot of remote, coastal land and erects a gigantic factory. 
He hires 5,000 people, who all sign a contract to promise never to 
reveal his secret, and none of them do. Each day, they go through 
the gates in silence, and each day they go home again. Interested 
bystanders watch them, and try to talk to them, but nothing.

It isn’t only people who turn up each morning, as trucks full 
of grain and coal also arrive. Then, one day, the mysterious entre-
preneur announces that they’re ready. And with that, truckloads of 
televisions, mobile phones, refrigerators, cars and all sorts of other 
goods start rolling out of the factory and into shops all over the 
country. People can’t get enough – the products are better qual-
ity and cheaper than what they are used to, and everyone wants 
to know his secret. What sort of machine is capable of producing 
such a large amount of valuable items, for such little raw materials? 
He is hailed as a hero, a modern Edison or Bell. His employees are 
well paid and content. His customers delighted. Investors rush to 
invest. Politicians court and praise him. But not everyone is happy: 
his competitors are livid, and go to extreme lengths to learn how 
he does it. They call him a “monopolist”, and lobby government 

5 This story is a retelling of an allegory that I believe was first made by James Ingram 
(1970), but the version here is based on one written by Robert Schenk, and is available 
online (http://ingrimayne.saintjoe.edu/econ/International/InternTrade.html).
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to intervene. “His technology is ruining us!” they claim. But their 
cries are exposed as the hollow whimper of special interests, unable 
to keep up with technological progress.

Then, a little while later, a journalist manages to get a job in the 
factory. He brings in a secret camera, and sees something incredible. 
There are no machines! There is no factory! The property simply 
leads down to the seafront and a large dock. The grain and coal are 
being loaded up onto container ships that take them overseas. And 
from the other direction more boats arrive with televisions, mobile 
phones, refrigerators and cars. The entrepreneur doesn’t produce 
anything at all. His discovery is trade.

The journalist exposes the secret and there is a public outcry. 
Politicians lament foreign competition, and announce public 
spending to boost domestic manufacturing industry. Consumer 
groups boycott the products because of cheap foreign labour. The 
factory closes. The workers lose their jobs. Domestic prices go up. 
Quality goes down. And the entrepreneur is reviled.6

***
The global economy has provided opportunities for trade, and 
increased in wealth, for centuries.7 Extensive trading networks 
began in the fertile crescent, in the present Middle East, with the 

6 As similar allegory is known as the “Iowa Car Crop”, and can be found in Landsburg 
(2012). He says, “there are two technologies for producing automobiles in American. 
One is to manufacture them in Detroit, and the other is to grow them in Iowa”. How 
do you “grow” a car? Iowan farmers plant seeds, harvest the wheat, and exchange it for 
cars from Japan. As Landsburg says, “A tax or ban on ‘imported’ automobiles is a tax 
or ban on Iowa-grown automobiles. If you protect Detroit carmakers from competi-
tion, then you must damage Iowa farmers, because Iowa farmers are the competition”. 
Moreover “protection for Detroit does more than just transfer income from farmers to 
auto workers. It also raises the total cost of providing Americans with a given number 
of automobiles.” In other words, (i) you can only protect one domestic industry by 
damaging another domestic industry; and (ii) any protection creates a net welfare loss.

7 Every eating apple in the world today is a direct descendent of apples in the Tien Shan 
forest in Central Asia (Deakin 2008).
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onset of human civilization. From 250 bc to 250 ad the Red Sea 
become the predominant shipping route that connected Europe 
with the Indian continent. The Silk Road – across land and sea 

– was an ancient trading network that linked the East with West. 
Goods such a porcelain and spices were a key part of the develop-
ment of this route.8 By the time that Western European countries 
searched for a sea route to the East Asia, the global economy was 
already blossoming. All supply chains have been global for centuries. 
Spain tried to circumnavigate the globe and bumped into America. 
Portugal missed the Cape of Good Hope and “discovered” Brazil. 
The age of discovery led to the integration, and colonialization, of 
the global economy. Global trade in the 1700s was characterized 
by an assigned monopoly, competing against other national mon-
opolies, and supported by military protection. By the nineteenth 
century we had entered into an era of peaceful free trade.9 And no 
one played a bigger role than a Scottish moral philosopher.

8 The reason that spices formed the orgins of early global trade routes was because it is 
high value but low weight. Several years ago I was giving a talk at Oxford University 
and afterwards I needed to get to my wife’s family, in the Cotswolds. My brother-
in-law happened to be driving from London to Cheltenham on that very night and 
kindly took a detour in order to give me a lift. I wanted to buy him a gift to show my 
appreciate but didn’t have the means to carry anything bulky. So I opted for saffron. 
Saffron has long been produced in Spain and England so it hardly counts as an “exotic” 
spice. But it’s certainly high value, relative to weight. I remember when celebrity chef 
Keith Floyd was cooking some sort of beef stew and instructed the viewer to add 
saffron, “as much as you can afford”. That evening I cooked for my wife and took the 
advice seriously. When I asked her what she thought of the meal she pulled a face and 
said “too much saffron”.

9 Bernstein (2008). There’s a fairly strong empirical link between more free trade and 
economic growth since the 1970s. It’s true that this relationship was less strong in 
the nineteenth century, but this is probably because trade within countries was more 
important than trade between countries (see Bernstein 2008, p. 375). From the per-
spective of Virginia it doesn’t matter so much what the tariffs with France are like 
relative to the tariffs with Pennsylvania. Once it became common for goods to move 
freely within countries, reducing international barriers had more impact. Interesting-
ly many who remain hostile to free trade between nations tend to favour free trade 
within nations.
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When Adam Smith published the Wealth of Nations in 1776, 
one of his chief accomplishments was to critique the prevailing 
views about trade policy. The sixteenth century to late eighteenth 
century were dominated by mercantilism – the belief that national 
wealth is maximized by increasing exports and accumulating pre-
cious metals in return. This coincided with the emergence of nation 
states, and they competed for resources through trade policy. Trade 
was deemed to be zero sum, therefore one nation succeeded by 
harming its rivals. As Laura LaHaye says, “mercantilism is eco-
nomic nationalism for the purpose of building a wealthy and pow-
erful state”.10 The alternative to economic nationalism, is economic 
liberalism – free trade. Smith provided a coherent and penetrating 
critique of mercantilism by arguing three main things: 11

1. Trade is positive sum. When two people exchange goods it is 
because they both believe they are being made better off, and 
whether they are in two different countries doesn’t change this.

2. Specialization leads to growth. A division of labour means that 
we can concentrate on more efficient production, and allows 
us to trade for things we can’t make for ourselves.

3. Laissez-faire policy is truly egalitarian. Mercantile trade policies 
help merchants by increasing the cost to consumers. An egal-
itarian trade policy would help consumers (by allowing cheap 
imports) rather than producers (who want to keep prices high).

Nations don’t grow wealthy by accumulating gold and silver, they 
grow wealthy by “improving their industrial and agricultural 
productivity”.12 At the time Smith’s insights led to a revolution of 

10 LaHaye, L., Mercantilism, Library of Economics and Liberty (https://www.econlib.
org/library/Enc/Mercantilism.html).

11 LaHaye, L., Mercantilism, Library of Economics and Liberty (https://www.econlib.
org/library/Enc/Mercantilism.html).

12 Bernstein (2008, p. 258).
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thought away from mercantile protectionism and towards nine-
teenth-century free trade. However, mercantilism struck back. 
The Great Depression saw the end of economic liberalism, and 
World War II unleashed a military-industrial complex that once 
again sought to dictate trade policy based on the special interests 
of producers.

But what are the arguments in favour of free trade? The main 
one is the concept of comparative advantage.

I enjoy mowing the lawn, and I’m pretty good at it. I don’t 
just cut the grass; I pick out weeds, put down seed, tidy the edges 
and borders, and roll it into a nice striped pattern. I’ll often split 
my weekends between writing articles and gardening. But on some 
occasions I have a deadline, and my time becomes scarcer. My deci-
sion about what to do becomes an economic one, because there’s an 
opportunity cost involved. Each hour in the garden is one less hour 
writing. I can’t do both. So I prioritize whatever is most valuable to 
me, in this case writing. And I pay a neighbour’s son, Rudyard, to 
mow the lawn. The cost of getting him to do it is lower than not 
having enough time to finish my writing.

So I settle down in my study and begin typing away, but after 
a while I decide to check up on him. It’s frustrating to watch. He 
can’t mow in a straight line, keeps having a break, and is taking far 
longer than I would. I’m tempted to say “Forget it! I’ll do it myself”. 
In economic terms we can say that I am the more productive gar-
dener, and the more productive writer. I can mow more square feet 
per hour than him, and can write more pages per hour. I have an 
absolute advantage over him in both gardening and writing.

But this doesn’t mean that I should do both. Even though I am 
more productive at both tasks, I’m not as more productive at both. If 
I do what I’m the “most best” at, and he does what he’s “least worst” 
at, we can both benefit from cooperating. This is the principle of 
comparative advantage: exchange is mutually beneficial if one 
produces that which he can do at lowest opportunity cost. Rudyard 
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is able to mow the lawn at lower cost to me than if I did it myself, 
in precisely the same way that whenever we buy a good or service, 
it’ll usually be far cheaper than if we gave up the time and resources 
necessary to make it ourselves.

If my writing takes off, and the demands on my time increase, 
Rudyard and I will probably adopt a routine. And the more time 
he spends mowing the lawn the better he will become. Even my 
frustration at having someone perform the task to a lower quality 
level than I can do it myself will help matters: I am richer as a result 
of the arrangement, and can provide capital equipment (such as a 
better lawnmower) to help him out. It is because of specialization 
and investment that he may well become a better gardener than me. 
An absolute advantage is a function of our skills and expertise, and 
these are subject to change.

This is the process in which we have a division of labour, mean-
ing that jobs tend to be tasks that are related to each other, but 
involve separate operations. Knowing where to specialize and how 
to divide up labour is the driving force behind the massive output 
and productivity of modern industry. The logic is pretty simple – if 
it’s cheaper to buy something than it is to make it yourself, buy it. 
If it’s cheaper to import something than it is to produce it yourself, 
import it.13 As F. A. Harper said, “so we trade our special abilities 

– trade our peculiarities”.14

Although earlier writers had already alluded to the principle of 
comparative advantage, David Ricardo made the first systematic 

13 As an example of how long standing and obvious this point is consider the following 
quote from Samuel Fortrey, writing in 1633 (quoted in Niehans 1994):

Our care should … be to increase chiefly those things which are of least charge 
at home, and greatest value abroad … wherefore, could we employ our lands 
to anything of more worth, we could not want plenty of corn, though we had 
none of our own; for what we should increase in the room of it, of greater value 
by exportation, would not only bring us home as much corn as that land would 
have yielded, but plenty of money to boot.

14 Harper (1957).
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exposition in the early nineteenth century. He noted that different 
countries not only have different natural resources, but since labour 
and capital were (relatively) immobile they will have different cost 
advantages. In other words, some countries will be more efficient at 
producing certain goods than others.

He used the example of England and Portugal, both producing 
wine and cloth. Even though Portugal was more productive at both, 
it would not be as more productive at both. So if Portugal special-
izes in the product it is “most best” at, and England specializes in 
what it is “least worst” at, they can trade with each other for their 
mutual benefit. This is a phenomenal finding – that all countries 
can be made better off through trade.

We can therefore see the importance of comparative advantage:

• It is ubiquitous, since it exists wherever there are different skills, 
and/or different resources.

• If we can’t all do everything ourselves (i.e. if we face a con-
straint), it’s a means to allocate production so that our total 
output increases.

• It is a signal that tells us about relative productivity, so that we 
know what is our lowest opportunity cost, and therefore what 
to specialize in.

• The more productive in society benefit from being able to 
concentrate on what they do the best, and can use their extra 
income to trade with those with lower opportunity costs.

• The less productive in society can utilize their low opportun-
ity cost, and find employment. If people specialize in what 
they have a comparative advantage in, they will become more 
productive.

• Absolute costs don’t determine the gains from trade, relative 
costs do.

• Society in general benefits from the increase in incomes, output 
and productivity.
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• The only way to have sustainable increases in real incomes is to 
have genuine increases in real productivity.

The implication for management is clear. Your competitive advan-
tage lies in where you have a comparative advantage. The principle 
of comparative advantage is little more than the application of 
opportunity-cost reasoning to trade theory. But it is the bedrock of 
many trade models, and we can see how a few of the most impor-
tant ones build directly upon the version described above:

• Heckscher–Ohlin model15

They consider multiple factors of production (land, labour and 
capital) and show how differences in factor endowments determine 
a country’s comparative advantage. For example Australia produces 
more food than the UK because they have a greater endowment of 
land. According to William Bernstein, their, “essential insight was 
that decreased shipping costs created not only the global conver-
gence of commodity prices, but also the convergence of the prices 
of the three basic input factors: wages, rents and interest rates”.16 
Indeed the gap in real wages between the Old World and the New 
World fell from 136 percent in 1870 to 87 percent in 1913.17

• Stolper–Samuelson theory18

An increase in the relative price of a good increases the return to 
the factor that is used most intensively. If the price of wool jump-
ers increases, then there will be an increase in real wages to the 
(labour-intensive) wool industry, but a decline in the real wages to 
those in capital-intensive industries. The theory predicts that the 

15 Although the origins of the model are in a book written by Bertil Ohlin (1933), his 
supervisor Eli Heckscher is credited as the co-creator.

16 Bernstein (2008, p. 340).

17 O’Rourke and Williamson (1994). Cited by Bernstein (2008, p. 341).

18 Stolper and Samuelson (1941).



international eConoMiCs

337

main beneficiaries of trade will be the owners of the abundant fac-
tors of production. As Bernstein points out, this helps to explain 
which groups will favour free trade policies.19 In England the cap-
italists and labourers were the abundant factors, and they wanted 
more trade. The scarce factors – landowners – wanted protection. 
In the United States it was the opposite, with landowners benefit-
ing the most from trade, and labourers and capitalists not so much.

• Rybczynski theory20

An increase in endowment will cause the output of the good 
that uses that factor more intensely to increase disproportion-
ately. If there’s increased migration to Australia, then production 
of labour-intensive goods will increase, but production of capital- 
intensive goods will decline.

As time has passed the mathematics within the models has become 
more complicated, and the nuances have been focused on. But the 
statements above are consistent with common sense – trade theory 
tells us that an economy will be relatively effective at producing 
goods that are intensive to the factors with which the country is 
relatively well endowed.

It would be an exaggeration to say that globalization is entirely 
benign, and we will look in more detail at this in Chapter 12. But 
the reason trade models form such a central core of economic the-
ory is because trade is seen as the way in which we increase our 
wealth. Consider Henry Martyn’s ode to trade:

Why are we surrounded by the Sea? Surely that our Wants 
at home might be supply’d by our navigation into other 
Countries, the least and easiest Labour. By this we taste the 

19 Bernstein (2008, p. 343).

20 Rybczynski (1955).
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spices of the Arabia, yet we never feel the scorching Sun 
which brings them forth; we shine in silks which our Hands 
have never wrought; we drink of Vinyards which we never 
planted; the Treasures of those Mines are ours, in which we 
have never digg’d; we only plough the Deep and reap the 
Harvest of every Country in the World.21

What is clear is that the absence of trade – autarky – is brutal. 
Fortunately, self-sufficiency is impossible. Next time you’re sitting 
at a bar take a look at the bottles behind it. Vodka from Russia 
and Sweden; whisky from Scotland and America; Tequila from 
Mexico; red wine from Argentina, Chile and France; white wine 
from Australia and South Africa; gin from England; bitter from 
Ireland; lager from Belgium and Holland. Every bottle having 
touched infinite invisible hands on their respective journeys. One 
of the most quintessentially English products is Worcestershire 
sauce, but look at the list of ingredients. You don’t find anchovies 
in Worcester!22

Some of the most controversial debates focus on how corpo-
rations participate in international trade, but often this rests on a 
misunderstanding of certain key terms:

• Outsourcing. The delegation of activities to a specialist service 
provider.

• Offshoring. The delegation of activities to a foreign location.
• Foreign Direct Investment (FDI). The cross-border acquisi-

tion of physical capital.

21 Martyn (1701). Cited by Bernstein (2008, p. 259).

22 The economic historian Sudha Shenoy liked to tell the story of her husband, who 
enjoyed eating Dundee marmalade at their home in Australia. Dundee is a small 
Scottish city that has been making marmalade since the late eighteenth century, des-
pite the cold climate. Local fisherman would trade their Atlantic catch with oranges 
from farmers in Seville.
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These definitions reveal one source of popular confusion. “Out-
sourcing” has nothing to do with international trade per se – if 
a company hires a private firm to clean their offices, then this is 
outsourcing. If we apply the concept of comparative advantage, it 
should be clear why outsourcing is important. However, too much 
outsourcing is dangerous. Boeing outsourced a lot of the produc-
tion of the 787 Dreamliner, but encountered major difficulties. 
They were unable to ensure that all of the component parts fitted 
together, or that the subcontractors completed the work on time. 
Ultimately they felt that they had to buy some of the subcontrac-
tors, so that they could exercise the managerial control they needed 
to complete the work.23 As we saw in Chapter 4, firms must weigh 
up the costs of benefits of too much outsourcing, relative to too 
little.

Often times the press use outsourcing to refer to companies that 
move jobs overseas, but provided those jobs are still being done by 
the same company this is in fact “offshoring”.

The main argument in favour of offshoring is that it can be a 
more efficient way of performing a task. Think of call centres as an 
example. Many UK firms have offshore call centres, in countries 
like India. (These would be owned by the firm, but based overseas. 
They are therefore also an example of FDI.) The main reason is 
cost – a significant part of the cost of a call centre is labour, and 
wage rates in India tend to be lower. It isn’t just that costs are 
lower though. As more firms offshore it becomes an incentive 
to invest in complementary assets. Whether it’s training of the 
workers, the infrastructure of the phone networks or the ease and 
convenience of travelling to the site, these are all positive spillover 
effects that increase the efficiency of the Indian call centre indus-
try. In the UK a popular backlash began to develop, as Indian 
operators were seen to be less competent than those based in the 

23 The trouble with outsourcing. The Economist, 30 June 2011.
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UK. Stories about operators mispronouncing English words, or 
indeed being difficult to understand, meant that firms began to 
reassess their strategy. More recently, there has been a trend for 

“onshoring”, where operations return from overseas. An analyst 
sums it up:

Offshoring call centres has often resulted in reduced cus-
tomer service quality, and latterly increased customer attri-
tion as other providers now offer “UK-only call centres”. 
This has become a real differentiator in the UK retail, bank-
ing and mobile telecoms sector.24

So perhaps this is a nice example of consumer sovereignty. Since 
customers prefer UK-based call centres, firms respond to provide 
them. But if this was the case, why not just have premium rate 
phone numbers for mildly xenophobic customers? There may also 
be a cost explanation, because wage rates in India have been rising, 
reducing the cost advantage for offshoring. Ultimately managers 
must weigh up the costs of labour, with the costs of training, the 
costs of technology and indeed the costs of management. Out-
sourcing and offshoring are simply two additional margins on 
which those trade-offs need to be made.25 Although it is important 
to stress that they are not the same thing, they perform similar 

24 On-shoring is the new off-shoring as call centres come back to UK. HR Zone 
(http://www.hrzone.com/topic/business-lifestyle/shoring-new-shoring-call-centres 

-come-back-uk/112654).

25 In the 2012 US Presidential campaign the difference between outsourcing and off-
shoring became a major issue. Barack Obama accused Mitt Romney of “outsourcing 
American jobs”, and mocked his opponent’s attempt to draw a distinction between 
outsourcing and offshoring. (Obama hammers Romney on outsourcing vs. “offshoring” 
explainer. ABC News, 25 June 2012 (http://abcnews.go.com/blogs/politics/2012/06/
obama-hammers-romney-on-outsourcing-vs-offshoring-explainer/).) But while the 
decision to either outsource or offshore activities can be driven by the same consider-
ations, they are very different things.
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benefits for firms. Managers should consider the following advan-
tages to both outsourcing and offshoring:26

• Reduce operating, development, sales or other costs.
• Allow you to focus on your comparative advantage.
• Get access to best practices and innovations of specialist firms.
• Get access to human capital.
• Increase flexibility and scalability of activities.
• Get a foothold in the global economy.

It may be the case that if you value domestic jobs over foreign jobs, 
then the arguments in favour of offshoring should be counterbal-
anced by this. But why would you think this? Why should jobs 
in the country you live in be worth more than jobs in other (and 
typically poorer) ones? Some of those who oppose offshoring like to 
present it as bad economics, and argue that it harms the domestic 
economy. But yet again there’s a gulf between how professional 
economists and the general public view this. While almost 80% of 
the general public agreed with the statement “The ‘Buy American’ 
policy is good for manufacturing employment” only around 10% 
of economics experts did.27 Perhaps it is the economists who are 
wrong. But perhaps not.

Economics is positive sum for the following reasons:28

• Heterogeneity of people, and the diversity of preferences.
• Increasing returns to scale (i.e. the benefits of team work and 

joint production).
• Division of labour and specialization (i.e. the principle of com-

parative advantage).

26 This list of the advantages of outsourcing and offshoring is based on The Risk Intelligent 
Approach to Outsourcing and Offshoring, Deloitte Risk Intelligent Series, Issue 8.

27 Sapienza and Zingales (2013).

28 Bernstein (2006, p. 266).
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10.2 Balance of payments

A country’s balance of payments (BoP) is simply a record of 
their economic transactions with the rest of the world. It can look 
daunting but in reality is merely an application of double- entry 
bookkeeping to national accounts. They measure the flow of pay-
ments between one country and foreign countries. International 
transactions that create an inflow of domestic currency are a credit 
(+), because they are a source of funds. An outflow of domestic 
currency is a debit (–), because they are a use of funds. Therefore 
exports are credits (i.e. a source of foreign exchange), while imports 
are debits (a use of foreign exchange).29 For simplicity I will assume 
that we are in the UK and the domestic currency is the pound 
sterling (£).

The “balance” stems from the fact that the flow of goods and 
services across borders must be equal to the flow of financial assets/
liabilities that finance capital accumulation, and it is defined as the 
following:

BoP = Current Account + Capital Account (+ Financial Account)

Traditionally the BoP was simply the relationship between the cur-
rent and capital accounts; however, the IMF uses a separate item. 
But we can merge the capital and financial accounts. A typical BoP 
will look similar to the following:30

1. Current account
• Trade balance/net exports/(X – M) – these include goods such 

as oil, raw materials and clothing, and also services.

29 Moss (2007, p. 118).

30 “An introduction to the United Kingdom balance of payments”, also known as “The 
Pink Book”. 2012 edition. Published by the Office for National Statistics.
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• Net investment income – on dividends and interest.
• Net transfers received – including foreign aid and money moved 

across border by migrants.

2. Capital account/financial account
• Foreign direct investment (FDI) – investment in physical 

infrastructure.
• Portfolio investment – equities (i.e. shares in companies) or 

corporate bonds.
• Other investment – more liquid assets such as government 

bonds.
• Reserve assets.

By definition we know that 1 = 2, however, in practice they don’t 
always add up. Therefore there is usually a final line on a BoP called 

“net errors and omissions”, which is simply the difference.
Looking at the current account, the first (and usually largest) 

item is known as the “trade balance”, or “net exports”. Now that 
we are thinking about international trade, we can go back to the 
equation for total spending in an economy, and realize that it is still 
incomplete. In addition to consumption, investment and govern-
ment spending, a further source of demand comes from foreigners 
If we export (X ) more than we import (M), and have a positive 
trade balance, this will boost aggregate demand.31

AD = C + I + G + (X – M )

31 It’s important to recognize that although additional exports will increase GDP, ad-
ditional imports do not decrease it. This is because GDP is intended to measure the 
domestic production of final goods, and therefore imports shouldn’t affect GDP at 
all. If an American buys a Japanese car for $30,000, this will appear as an increase 
in consumption (C). By subtracting the value of imports (M) this ensures that GDP 
remains unchanged. The use of M is therefore an accounting strategy rather than an 
expenditure variable.
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If a country has a trade deficit (which implies a current account 
deficit),32 it means that they are importing more than they are 
exporting. How is it possible to import more than you export? 
There are really two ways. The first is by drawing down foreign 
reserves. The second way is to borrow money from overseas. If you 
think of yourself as a “country”, the only way you can “import” 
(consume) more than you “export” (produce) is either by drawing 
down your savings, or by borrowing from outside sources.33 The 
capital account shows these sources of financing.

FDI is typically viewed as being more favourable to the recipi-
ent country; because it is a more long-term, stable investment. But 
precisely because indirect investment is easier to reverse, this may 
make it more advantageous to the company doing the investing.

There are obviously lots of factors that influence the trade bal-
ance, but economists tend to point to three main ones:

• Domestic income (Y )
The richer we are the more imports we demand. And if M 

rises then (X – M) falls. Therefore there is a negative relationship 
between domestic income and the trade balance.
• Foreign income (Y*)

The richer foreigners are, the more of our exports they demand. 
And if X rises then (X – M) rises. Therefore there is a positive rela-
tionship between foreign income and the trade balance.

32 For most countries the trade balance and the current account are effectively the same 
thing, because net investment income and net transfers received will be small. If coun-
tries receive a lot of foreign aid, however, this won’t be the case and so it is important 
to know the difference. Net investment income is the interest earned by domestic 
people on foreign investments, less interest earned by foreign people on domestic 
investments. Net transfers received is the aid received from foreign countries less aid.

33 Thinking of yourself as a country also dispels the fear about trade deficits. I have a trade 
deficit with my local supermarket. But even though they receive my money, I get an 
equivalent amount of goods and services (plus consumer surplus) in return. Similarly 
the US may have a $35bn trade deficit with China, but this means that American con-
sumers have voluntarily exchanged this sum for £35bn of goods and services.
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• Exchange rate (E)
If our currency becomes less valuable (depreciates) our exports 

become cheaper for foreigners to buy, and imported goods become 
more expensive to us. And if X rises and M falls then (X – M) rises. 
There is an ambiguous relationship between the exchange rate and 
the trade balance – it depends on whether we use a direct or indi-
rect quote (we will discuss this in the next section).

Therefore we can now complete the AD equation from Chapters 8 
and 9:

AD = C(I, y – t) + I(I, y) + G + NX(Y, Y*, E )34

If a country has a trade deficit, then it is reasonable to expect that 
they (i) also have a current account deficit and (ii) are a net bor-
rower on global markets. Is this a bad thing? Indeed it is typical of 
rich countries (such as the US and the UK) to import more goods 
than they export; hence they run current account deficits. But to 
maintain the balance of payments a current account deficit must 
result in a capital account surplus. You might hear commentators 
say the following:

“The US must borrow more than $3 billion per day from 
foreigners to finance its huge trade deficits.”

But the following is just as true:

“Foreigners must sell the US goods and services worth more 
than $3 billion per day to finance their huge purchase of US 
assets.”35

34 Where NX = (X – M).

35 This is a slight variation of a quote attributed to Jack Wenders, by Donald Boudreaux 
(2006).
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People often refer to the “twin deficits” of a budget deficit (when 
government spending > government revenue) and a trade deficit 
(when imports > exports).36 But it is important to realize that:

• A current account deficit is not necessarily a debt.
If a foreign company such as Sony sells a Playstation 2 for £100 

and uses that cash to buy shares in a British company such as Uni-
lever, there is no debt.
• Potential political risks are part of a deeper problem.

People may be concerned about foreigners owning large 
amounts of domestic assets but this gives them an incentive to 
maintain their value.
• Budget deficits help to create current account deficits.

A trade deficit (or the inflow of foreign investment that allows 
for a trade deficit) offsets insufficient private (S) and government 
(T – G) savings. The real problem is therefore the budget deficit, 
and the current account deficit may just be a symptom.

The main point is that it depends on why there is a current account 
deficit. In a McKinsey Quarterly article, Jack Hervey and Loula 
Merkel provide three potential explanations for the US current 
account deficit.37

1. Is it due to a consumption boom, in which case is it sustainable?
2. Is it due to foreign people viewing the US economy to be a 

safe haven, in which case the extra loanable funds should put 

36 Controversy about an “adverse” trade balance is nothing new. A common argument is 
that the outflows of gold and silver in exchange for seemingly trivial products meant 
that “Rome went broke buying pepper and silk”. In fact, as Bernstein (2008) argues, 
they exported a lot of coral, glass, lead, copper, tin and wine. Ultimately trade is 
always “balanced” in the sense that both parties believe they are improving their own 
situation.

37 Hervey, J. L. and Merkel, L. S. (2001) In defence of the US current-account deficit. 
McKinsey Quarterly no. 2, pp. 165–68.
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downward pressure on interest rates, but may be subject to 
reversal.

3. Is it due to technological change, and foreign people wanting 
to invest in the US economy, in which case the higher demand 
will put upward pressure on interest rates.

They argue that consumption had been falling as a share of GDP, 
and that industrial materials are a larger share of imports than con-
sumer goods. They also argue that in a large diversified economy 
such as the US “hot money” is not a realistic concern. Sudden cap-
ital withdrawals are much more dangerous for small countries with 
a less steady flow of capital. And most of the US capital inflows are 
FDI, large equity stakes and longer-dated bonds. They conclude that 
the source of the current account deficit is therefore more likely to 
be due to technological improvements, which is good news – “with 
greater investment and productivity, the United States could expect 
to reap income gains in the future”.38 So current account deficits 
aren’t necessarily a problem. For emerging markets this might also 
be due to the fact that they are making lots of investments and will 
experience higher future growth as a result. In which case run-
ning a current account deficit may be perfectly sensible. However, 
if an emerging market begins to resemble a safe haven relative to 
other countries in the region, attracting high portfolio inflows, or 
if incoming funds are used as a means for increased consumption, 
rather than investment, there may be concerns.39 So if the current 
account deficit reflects an underlying indebtedness, then it may 
well be a problem. But not in and of itself.

38 Hervey and Merkel (2001, p. 168).

39 As a rule of thumb if a current account deficit exceeds 3% of GDP investors start to 
worry.
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10.3 Foreign exchange markets

As with any market the best way to understand changes in a foreign 
exchange market is to use demand and supply analysis. The equilib-
rium “price” and “quantity” of any currency will be the interaction 
between demand and supply – the daily balance of expectations. 
Therefore we need to understand the driving forces on both sides of 
the market (for simplicity we assume that imports are price-elastic):

1. Demand for £
(a) Foreign consumers who wish to import UK goods and ser-
vices and need to convert their foreign currency into £.
(b) UK exporters who have sold goods and services for foreign 
currency and wish to convert this back into £.
(c) Overseas investors/governments who wish to invest in UK 
assets (e.g. stocks in British companies or UK bonds).

2. Supply of £
(a) UK consumers who wish to import foreign goods and ser-
vices need foreign currency and therefore relinquish £.
(b) Foreign companies that have sold goods and services to UK 
consumers and want to convert their £ into their own currency.
(c) UK investors who want to buy assets in foreign countries.
(d) The domestic money supply will also be a chief driver of the 
supply of £.

As with any commodity if the demand for £ rises so does its value 
– it appreciates. If the demand for £ falls then it depreciates. If the 
supply of £ rises then it becomes less valuable – it depreciates. If the 
supply of £ falls then it appreciates.

In terms of economic fundamentals just remember the relation-
ship between changes in demand and supply and the changes in 
value. I’m using “appreciate” to mean “become more valuable” and 
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“depreciate” to mean “become less valuable”. Whether or not the 
actual exchange rate goes “up” or “down” depends on the type of 
quote. The reason this is confusing is because we always report the 
value of a currency in relation to another currency. Therefore the 
demand for £ may go up, but whether the exchange rate goes up 
depends on whether we’re looking at the number of £ we can get 
per unit of foreign currency, or the number of units of foreign cur-
rency we can get per £.

On 6 September 2012 the ECB announced a new policy of buy-
ing troubled assets, and the exchange rate (approximately) changed 
as follows:

 12 p.m.:  1.264 USD/EUR
  2 p.m.:  1.257 USD/EUR

In other words, at 12 p.m. €1,000 was worth $1,260; but by 2 p.m. 
it was only worth $1,257. We can say that the purchasing power of 
the euro fell, or that it depreciated.40 By contrast, the dollar is worth 
more in terms of the euro – it has appreciated. But it is important 
to be careful here. It is also tempting to say that the exchange rate 
fell (from 1.264 to 1.257), but this is only because we are looking 
at an indirect quote, which is how many units of foreign currency 
(in this case $) you get per 1 unit of home currency (€). By contrast 
a direct exchange rate is when you see how many units of home 
currency you get for 1 unit of foreign currency. Given that these are 
just two ways to explain the same relationship, it is easy to switch 
between them. A direct rate is simply the reciprocal of the indirect 
rate (i.e. it is 1 divided by the indirect rate). In our case this gives 
the following:

40 Indeed if the exchange rate fell from 1.264 to 1.257, we could say that it depreciated 
by (1.264 –1 .257)/1.264 = 0.55%.
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12 p.m.:  0.791 EUR/USD
 2 p.m.: 0.796 EUR/USD

Here, at 12 p.m. $1,000 was worth €791, but by 2 p.m. it was worth 
€796. Since you now need more euros to buy the same amount of 
dollars, we can see that the euro has declined in value (it has still 
depreciated). But in this instance the exchange rate has risen. It’s 
common for American newspapers to use direct exchange rates, 
but there can be ambiguity about which currency is the “home” 
one in any situation. It is conventional to simply write an exchange 
rate such that it is greater than 1, which means that in any list of 
rates there will be a mixture of direct and indirect quotes. For this 
reason it’s better to think in terms of increasing in value (appreci-
ation) or decreasing in value (depreciation) rather than going “up” 
or “down”.

There are four key drivers of foreign exchange rates:

1. Interest rates. If interest rates fall in the UK, UK bonds become 
relatively less attractive to investors. This will result in a reduction in 
the demand for £ (effect 1c), a fall in the quantity of £ being traded 
and a currency depreciation. The process of borrowing money from 
countries with low interest rates, and depositing it in countries with 
higher interest rates, is known as the carry trade, because investors 
earn a spread (the “carry’). According to The Economist, in all but 
three of the years from 1979 to 2009 the carry trade offered a pos-
itive return.41

2. Inflation. If there is domestic inflation there will be an increase 
in the supply of £ through channel 2d. Note that the increase in 
the money supply can be considered to have caused both the price 
inflation and the currency depreciation (these are two sides of the 

41 The weak shall inherit the earth. The Economist, 6 October 2012.
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same coin). In addition a higher rate of inflation will reduce the 
real return on UK assets and reduce the demand for £ through 
channel  1c. Consequently the amount of £ being traded will 
increase but the currency will depreciate. According to the classical 
dichotomy we should expect the real exchange rate to be reasonably 
stable over time. Therefore high rates of inflation cause the nominal 
value of the currency to appreciate.

3. The trade balance. Let’s assume that there’s an exogenous increase 
in imports causing the trade deficit to increase. Channel 2a shows 
how domestic consumers need to acquire foreign currency (and 
therefore relinquish £), while 2b shows how the foreign companies 
that sell the imported goods will seek to convert the £ into foreign 
currency. This leads to an increase in the supply of £, an increase 
in the quantity of £ being traded, and a depreciation. Similarly a 
fall in exports (the other way in which a current account deficit can 
increase) will lead to a reduction in the demand for £ (foreigners 
have less need for them) and the value of the £ will fall. Persistent 
current account deficits cause currencies to depreciate.

4. Economic growth. Provided the economy is healthy, current 
account deficits can be sustainable. If investors are confident about 
the long-term prospects in an economy they will want to invest in 
it; this increases the demand for £ through 1c, and causes a cur-
rency appreciation.

Perhaps the easiest way to think of the above is to put yourself 
in the position of an investor, and consider whether each event is 
likely to encourage you to move money either in or out of the UK. 
An inflow of funds causes the price to rise (an appreciation in the 
value of the £), while an outflow would cause the price to fall (a 
depreciation).

Therefore a strong currency tends to be driven by the following:
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1. Expectations of higher interest rates
2. Low and stable inflation
3. Trend towards a trade surplus (i.e. higher exports)
4. Healthy economic growth prospects (e.g. rising GDP per 

capita, low unemployment, high industrial production, low 
budget deficit).

And of course the opposite of the above will all weaken the cur-
rency. Although these are the main “drivers”, there is an infinite list 
of items that can be said to influence foreign exchange rates. Some 
of the more common are a reduction in the budget deficit; strong 
stock market returns; lower tax rates and higher productivity. Tra-
ditionally British firms would pay their Chinese suppliers in hard 
currency (e.g. dollars), but Tesco are an example of one that has 
sought to pay them in the yuan. Legal changes that would allow 
trades to be settled in the yuan would alter the demand and supply 
dynamics of that currency, and related ones.42 But the whole point 
of having capital markets is for investors to try to work out what 
other factors will influence market prices. Ultimately investors are 
not even trying to work out what influences the price, but what 
people think will influence the price.

The key thing to realize is that there are so many factors that 
influence forex markets it is impossible to isolate the impact of any 
one change. Therefore we can never be sure how a change in eco-
nomic fundamentals will affect the exchange rate – this is some-
thing we rely upon the market process to tell us. Indeed we can 
only make theoretical statements about how we’d expect certain 
changes to impact the exchange rate ceteris paribus.

For example, although we’d normally expect an increase in 
interest rates to cause a currency to appreciate in value (channel 
1c) this isn’t necessarily the case. In Chapter 8 we saw that if the 

42 Yuan for the money. The Economist, 9 February 2013.
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UK government raises interest rates it would cause a reduction in 
AD and slow down the economy. It is conceivable that – in the 
judgement of some investors – the prospect of reduced growth 
outweighed the additional return from UK assets. And since the 
exchange rate is a market price, it will always reflect this balance of 
expectations. There is no mechanical link between different macro-
economic variables. It depends on how new events are interpreted. 
As HSBC’s David Bloom says,

the implications of QE on currency are not uniform and are 
based on market perceptions rather than some mechanistic 
link.43

When the value of a currency is given with respect to another cur-
rency it can be hard to gauge absolute movements. For example, 
bad domestic policy could coincide with an appreciation of the cur-
rency if it’s being measured against one that has done even worse. 
There are therefore two important adjustments we can make:

The real exchange rate is the price of foreign goods in terms 
of domestic goods – it shows us the relative prices of goods, not 
currencies. As with any “real” variable it controls for the difference 
in inflation. If we are based in the UK and are looking at the US 
we make the following adjustments:

• Take the price of the US good in US dollars (P*).
• Multiply by the exchange rate (E) to find the price of the US 

good in UK pounds (= EP*).
• Divide this by the price of UK goods in UK pounds (P) to find 

the real exchange rate (e).
• Thus e = (EP*)/P.

43 The weak shall inherit the earth.
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With so many different exchange rates, governments tend to focus 
on a trade-weighted index to judge the value of the domestic cur-
rency. This is a weighted average of exchange rates, based on how 
much trade occurs between the countries concerned. For example 
the nominal effective exchange rate for the euro is an average rate, 
weighted by the share of trade done with 21 major trading partners.

But do we want a “strong currency”? It sounds good, but there 
are always two sides of the story. Having a “strong” currency is 
a mixed blessing – there are winners and losers for all currency 
movements, as shown in Table 10.1.

If markets are functioning properly the same good should have 
the same price even if it is in different locations. This is known as 

“the law of one price” and rests on the assumption that arbitrage will 
eliminate any price differentials. This simple claim is the basis of 
the purchasing power parity (PPP) theory of exchange rate deter-
mination. PPP implies that over time exchange rates should adjust 
to ensure that the price of a basket of identical goods costs the 
same in different countries. If – having taken the market exchange 
rate – a basket of goods is cheaper in one country than another, it 
suggests that the currency may be undervalued. Generally speak-
ing, economists think that in the long run foreign currency will be 
determined by PPP.

Table 10.1 Currency changes

People who favour a 
strong UK currency

People who favour a 
weak UK currency

British holidaymakers 
who go abroad

UK companies that wish 
to export overseas

British expats who live overseas Foreign consumers who wish to 
import UK goods and services

UK consumers who wish to import 
foreign goods and services UK citizens with foreign earnings

Foreign companies that 
wish to export to us

The domestic tourism industry
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Since 1986 The Economist magazine has promoted a light-
hearted application of PPP by using a single good in its basket: 
a Big Mac. In June 2012 a Big Mac cost $4.20 in America, but 

– at market exchange rates – it cost $6.81 in Switzerland and only 
$2.44 in China. In theory it should cost the same. The fact that it 
is more expensive in Switzerland implies the Swiss franc may be 
overvalued relative to the dollar. And the fact it’s cheaper in China 
is evidence that the yuan may be undervalued. All else being equal, 
we would expect the Swiss franc to depreciate relative to the dollar, 
and the Chinese yuan to appreciate, until their respective purchas-
ing powers were the same. There are several reasons why a Big Mac 
is a suitable good to use:

• It is available everywhere.
• It is the same product everywhere (in India they don’t sell Big 

Macs, but we can use the Maharaja Mac, made with chicken as 
a substitute).

• They’re produced locally, as opposed to imported.
• It is a reasonably competitive market, therefore we expect prices 

to be close to marginal cost.

Of course there are some downsides too:

• They can’t easily be traded across borders.
• Prices are distorted by differences in the cost of non-traded local 

inputs (such as rent or wages).
• It is subject to political manipulation. In 2012 publications 

such as The Economist were critical of Cristina Kirchner’s pop-
ulist policies, but the Argentinian government maintained that 
inflation was lower than international observers claimed. In an 
effort to prevent the Big Mac index from revealing the falling 
value of the peso it is claimed that the government leaned on 
McDonald’s to keep the price of the Big Mac low. This led to 
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McDonald’s stopping advertising the non-profitable burger and 
even took it off menus in some restaurants.44

This suggests that the Big Mac index may be more useful when 
comparing countries at a similar level of economic development, 
but in reality it should not be useful at all. The fact that it has 
demonstrated better predictive power than a number of highly 
complex indices that incorporate a large basket of multiple goods 
simply demonstrates the difficulty of predicting foreign exchange 
movements.

The Balassa–Samuelson effect is an important offshoot of PPP 
and suggests that because productivity varies more in countries that 
have a high amount of traded goods, real wages will be relatively 
higher, and this will lead to an appreciating real exchange rate.45

One of the reasons why foreign exchange can appear daunting 
is because it ties in closely to other types of financial markets. Cur-
rencies can be used in derivative contracts, which are contracts 
that derive their value from an underlying asset (in this case the 
currency itself). Investors can use currency derivatives to manage 
their risk or speculate on changes in the market. There are five 
main types:

• Spot transactions. Spot rates are the exchange rates that apply to 
the present moment in time. If you exchange foreign currency 
at an airport you will be paying the spot rate.

• Forwards. These are when people agree to exchange currency 
at some point in the future. Whether or not the forward rate 
is higher or lower than the spot rate depends on whether the 
market expects that currency to appreciate or depreciate. They 
are based on forward contracts, which are agreements to make 

44 Yglesias, M. (2012) Why Big Macs are cheap in Argentina. Slate, 1 May.

45 Samuelson (1994).
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a future exchange at a fixed price. This means that regardless of 
what happens to the spot rate, you are locked into an agreement. 
Contracts are typically for one, three or six months into the 
future, and offer an opportunity to hedge against potential cur-
rency fluctuations.

• Swaps. If you receive lots of payments in foreign exchange it is 
possible to “swap” the stream of foreign currency with someone 
who is in the opposite situation. For example a Croatian com-
pany may receive lots of Serbian dinars, and a Serbian company 
may receive lots of Croatian kuna. Rather than each of them 
having to buy multiple forward contracts, or indeed expose 
themselves to currency risk, they can simply agree to swap the 
currency at a prior agreed rate.

• Futures. Futures contracts relate to a standard volume of currency 
that is exchanged at a future date. Unlike forward contracts 
(which tend to be customized to one particular buyer), they are 
standardized and traded on public markets. This means they 
are less useful for firms that want to hedge their risk, but more 
appropriate for firms wishing to speculate on currency changes.

• Options. These are contracts that give the owner the right to 
either buy or sell currency at a predefined price at some point 
in the future. Unlike forward or futures contracts you are not 
obliged to “own” the currency once the contract matures, and if 
it doesn’t move in the direction you hope for you can cut your 
losses and simply pay the premium.

10.4 Currency regimes

We previously saw how governments may outsource their monetary 
authority to a panel of independent economists, as a way to make 
a credible commitment not to create inflation. We also saw how 
countries can use a commodity currency, which binds their hands 
by linking inflation to something with a relatively fixed supply.
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Somewhere between these two options, we can think about a 
country retaining a fiat currency, but tying it to the decisions made 
in other countries. If this is the case, rather than the exchange rate 
fluctuating according to the forces of demand and supply (a “float-
ing exchange rate’), it will be “fixed” to a designated target.

We said before that a country may have foreign reserves in order 
to fund a current account deficit. Foreign reserves are a means to 
pay for imports and pay off creditors. But this was on the assump-
tion that the foreign exchange rate is set by market forces. If a coun-
try decides to intervene in the market and “fix” their exchange rate, 
then they will need foreign reserves in order to do so. Countries 
that are operating a fixed exchange rate require official financing 
to maintain the value of the currency. They are able to intervene 
in the market by selling their own currencies and accumulating 
foreign exchange reserves. Alternatively, they can buy their own 
currency and deplete their foreign exchange reserves. This is typi-
cally dollars – they account for around 60% of currency reserves.46

The main advantage to fixing your exchange rate is if the cur-
rency you’re fixing yourself to has a stronger reputation than your 
own. Several countries in Latin America have a history of monetary 
mismanagement, and it’s simply not credible for them to “promise” 
to try harder. But by fixing their exchange rate with the dollar they 
piggyback on the economic reputation of the Federal Reserve. If 
the currency being fixed to is a well-managed one, then this will 
serve as an inflation anchor. This is because if local producers raise 
their prices they will be undercut by imports. We might expect 
confidence in the currency – and the economy itself – to increase, 
with investors more willing to put their money in. Almost by defi-
nition a fixed exchange rate will be more stable and predictable 
than a floating one. This will help entrepreneurs form expectations, 
reduce transaction costs, and will facilitate trade and investment 

46 Yuan for the money.
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(and indeed may especially increase trade between the countries 
whose currency is tied). There may also be political capital to be 
gained from closer economic links.

As ever though, there is a downside. Like any market price, 
exchange rate movements provide information. Instead of seeing 
the daily balance of expectations, you see only a government policy 
decision. And since that policy decision is to use monetary policy 
to hit an exchange rate target, they cannot use monetary policy for 
other targets.47 If the economy is in a recession the central bank 
can no longer change interest rates to boost aggregate demand, 
since interest rates are already being used as part of the exchange 
rate target. Countries that fix their currencies give up independent 
monetary policy of the type discussed in Chapter 8.

In April 1991 the Argentine government announced a pol-
icy called convertibility. This was an attempt to improve the 
economy by fixing the value of the peso to the US dollar. They 
announced that the US dollar would become legal tender in 
Argentina, and interchangeable with the peso. People would have 
the freedom to switch currencies, and the Argentinean govern-
ment was committed to maintain the value. This meant that the 
central bank needed to keep enough “hard” currency (i.e. US 
dollars and gold) in reserve to fully back all of the pesos in cir-
culation. This limited their ability to increase the money supply, 
because if people became began to suspect an impeding inflation 
they would attempt to redeem their pesos for dollars. The gov-
ernment was voluntarily handing over the keys of the printing 
press to the United States. It is like someone with a gambling 

47 Fixed exchange rates also reduce the gains from speculation. They offer a one-way 
bet to speculators that launch an attack, and can therefore increase pressure on the 
currency. Also, rising real exchange rates are more likely to harm domestic producers 
under a fixed exchange rate. Under a fixed exchange rate a negative trade balance is 
corrected through a costly devaluation. Whereas in a floating exchange rate it is done 
automatically. The floating rate can release exchange rate tensions and incorporate 
changing economic conditions into the “price” more quickly.
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addiction deciding to cut up their credit card (or at least giving it 
to a responsible uncle to look after).

The problem with any fixed exchange rate, though, is that the 
public (and in particular the markets) may not buy it. If people try 
to offload pesos this would reduce their value relative to the dollar. 
To keep the fix the government would have to find other ways to 
encourage people to want pesos. They’d have to raise interest rates. 
Generally speaking, economists maintain that we can only ever 
have two of the following:

• Free capital movements
• Fixed exchange rate
• Independent domestic monetary policy

If an exchange rate is fixed, then there is a lot of stability. But this 
stability can be an illusion. If investors are losing confidence then 
the government will be going to ever-greater lengths to keep the 
fix. If interest rates are high this will cause a recession, and could 
be very unpopular. It almost becomes a battle of wills, as investors 
test just how “committed” the government is to the fix. If there’s 
sufficient pressure, there will always be a point at which the govern-
ment decides that the cost of maintaining the fix (in terms of high 
interest rates) is simply not worth the benefits. In many cases it just 
comes down to who has deeper pockets.

When the fixed exchange rate is abandoned, we can see dra-
matic exchange rate movements. Therefore despite offering stability 
while the fixed exchange rate applies, they open the potential for a 
currency crisis should the fixed rate become too far from where the 
market thinks it should be. Indeed the trigger of a currency crisis 
is often the abandonment of a fixed exchange rate.48 As Milton 

48 Usually this is when the central banks ceases to support the value of the currency and 
allow it to depreciate. However, in January 2015 the Swiss central bank unexpectedly 
abandoned an exchange rate ceiling. The ceiling had been imposed in 2011 to reduce 
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Friedman said, “under a floating exchange rate there cannot be and 
never has been a foreign exchange crisis.”49

A fixed exchange rate is sometimes known as a currency peg, 
since the country is “pegging” their currency to an external, bench-
mark. It could be 1 to 1, or it could be at any specified rate. Usu-
ally the peg will be to a trading partner, or a country with a good 
reputation.50 But you do not necessarily need the permission of the 
country you are pegging to. It is also possible to have a currency 
band, where instead of choosing a single rate, the government 
chooses a corridor within which they will keep it. This is almost 
like a hybrid between a floating and fixed regime, since market sen-
timent will determine the exchange rate within a particular range, 
but if it threatens to become either above the ceiling or below the 
floor the monetary authorities will intervene.

As already mentioned in Chapter 8, an even stronger form of 
credibility than a fixed exchange rate is a currency union. This 
raises the question of under what circumstances does it make sense 
for two countries to share the same currency?

upward pressure on the Swiss franc due to an increase in demand during the euro 
zone sovereign debt crisis. The decision to abandon the fixed exchange rate triggered 
a 39% appreciation. This fits our definition of a currency crisis, but ordinarily we look 
at cases where investors scramble to get money out of a country. See Shotter, J., Ross, 
A. and Hunter, M. (2015) Swiss stun markets and scrap franc ceiling. Financial Times, 
15 January.

49 Friedman (1998). As a rule of thumb we can define a currency crisis as when a cur-
rency falls by 10% (or more) in value, within a one-week period, against a relevant 
currency arrangement benchmark. By this definition the UK suffered a currency crisis 
on the announcement of the result of the Brexit referendum, when it fell by 11.1% 
on 24 June 2016, despite having a floating exchange rate. See Pound struggles to re-
cover after plunging 6% in 2 minutes. Financial Times, 7 October 2016 (https://www.
ft.com/content/dfb375be-8c23-11e6-8cb7-e7ada1d123b1).

50 As mentioned in Chapter 8 if the country maintains 100% reserves such that they 
have the financial resources to honour any and all redemption requests, this is called 
a currency board.
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Ideally, the countries that form a currency union should con-
stitute an optimal currency area (OCA). There is a fairly conven-
tional set of assumptions about what constitutes an OCA These are:

• Similar economic shocks
Since the countries give up their ability to use monetary policy 

to deal with economic shocks, it is better if they face similar shocks. 
The greater the differences in the economies, the less likely a com-
mon monetary policy will be suitable for all members.
• Labour market flexibility

Since the labour market is a key part of how the economy 
responds to shocks, wages need to be flexible and it needs to be pos-
sible for people to move within the currency area. Labour mobility 
doesn’t just refer to things like visa restrictions and employment 
law, but whether there is a common language and cultural ties.
• Fiscal transfers

If there is a boom in one of the countries, and a recession in the 
other, and rigidities are preventing labour markets from adjusting, 
one option is simply using tax money generated in the growing 
country to boost demand in the one that is suffering. This is where 
issues such as solidarity come in, because it may be unpopular to 
simply transfer money from some regions to others.

The economies of California and New York are very different, but 
most economists think that a common currency is appropriate 
because US labour markets are reasonably flexible. But given that 
they face different shocks it isn’t unheard of to question whether 
they should have the same currency. It’s also important to realize 
that fiscal transfers are not a necessary condition for a currency 
area. America was not a “transfer union” until after the Great Deal. 
As The Economist points out, in the first century of America’s exist-
ence the federal government only spent about 2% of GDP, which 
is similar to the European Union’s share of GDP today. It’s not so 
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much that fiscal transfers are a required part of a currency union, 
it’s that they provide an additional means to help a currency union 
survive if it starts to run into problems.

For this reason I don’t consider fiscal transfers to be a neces-
sary condition for an OCA. Rather, we can treat similar economic 
shocks and labour market flexibility as the two economic precon-
ditions. And then consider which political backstops may be nec-
essary if those two conditions insufficiently hold. If two regions 
share a common currency but face severe economic tensions, pol-
icymakers have four options. The first is increased fiscal integration. 
This may be along the lines of the fiscal transfers mentioned above, 
or closer federation. Many have argued that the problem with the 
euro zone is that it has monetary union without fiscal union, and 
so they are advocating closer fiscal integration. But if there isn’t the 
political or cultural will for fiscal transfers, an alternative option is 
devaluation. This could be an external devaluation (i.e. one region 
leaves the currency union, adopts their own currency, and uses a 
lower exchange rate as a means to provide a spending boost); or an 
internal devaluation (i.e. the burden of adjustment is placed on the 
internal labour market, and a reduction in real wages in order to 
reflect the economic reality and increase competitiveness). The final 
option for policymakers would be to permit a default. In the con-
text of the euro zone debt crisis notice how eternal devaluations (i.e. 
Greece leaving the euro) and default (i.e. Greece defaulting on its 
debt) are two alternative options. A default is potentially a way to 
preserve a currency union as opposed to breaking it apart. Indeed 
if the state of California undergoes a debt crisis it would be able to 
default without anyone suggesting this threatened its inclusion in 
the dollar area. The US Federal government may decide to inter-
vene, provide bailouts, and utilize the fiscal transfer backstop, but 
these are all separate choices.

This helps to explain the bind the Greece found itself in. The 
euro zone is typically deemed to face different economic shocks 
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and has a reasonably inflexible labour market. Therefore it isn’t an 
OCA, and policymakers need to choose which backstops to employ. 
Fiscal transfers are unpopular (although some taxpayer-funded 
bailouts have occurred), and an external devaluation and outright 
default are politically untenable. The only alternative, therefore, is 
an internal devaluation and the painful adjustment costs, deep 
recession and rising youth unemployment, that this implies.

In Chapter 7 we looked at banking crises, in Chapter 8 we 
looked at hyperinflation, and we have just considered currency cri-
ses. We can consider the following types of financial crisis51

1. Banking crisis (B)
2. Currency crisis (C)
3. Sovereign debt crisis (D)
4. Inflation crisis (I)
5. Stock market crisis (+)

Economists Carmen Reinhert and Kenneth Rogoff have done 
some controversial historical work looking at all types, and they 
discuss ways in which they feed into each other. For example, they 
find that banking crises tend to precede and predict sovereign debt 
crises.52 And although there are no hard and fast rules to be able 
to predict financial crises, in their book This Time Is Different they 
suggest that the main indicators are (i) asset price inflation, (ii) ris-
ing leverage, (iii) large and sustained current account deficits and 
(iv) slowing growth.53 When these conditions combine, the outlook 
for a country looks bleak. Indeed in a 2010 paper they argued (at 
p. 573),

51 The terminology comes from White (2010).

52 Reinhart and Rogoff (2011b).

53 Reinhart and Rogoff (2009).
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Our main result is that whereas the link between growth and 
debt seems relatively weak at “normal” debt levels, median 
growth rates for countries with public debt over roughly 90 
percent of GDP are about one percent lower than otherwise; 
average (mean) growth rates are several percent lower.54

This reinforced a conventional rule of thumb that when public debt 
reached 90% of GDP (for developed countries, or 60% for emerg-
ing countries) a tipping point was reached, and growth slowed 
significantly. Due to the direct policy relevance the paper became 
a famous one, and a graduate student called Thomas Herndon 
decided to attempt to replicate the results. It is a common exercise 
for students to attempt to replicate published articles, but Herndon 
was unable to generate the same results. It is seen as best practice 
for economists to make their data public, precisely so that others 
can replicate it, and Reinhart and Rogoff sent Herndon their orig-
inal Microsoft Excel file. Herndon then realized that the reason 
he couldn’t replicate it was because of some basic errors. Given the 
politicized nature of this debate, the fact that a graduate student 
had “exposed” these errors became a big story. It caused embarrass-
ment for those who used the 90% tipping point as a justification 
for austerity.

Table 10.2 compares the original Reinhart and Rogoff figures 
with the revised ones calculated by Herndon et al.55 It shows the 
average amount of real GDP growth, depending on how large pub-
lic debt was, as a percentage of GDP. Herndon et al. agree that once 
public debt reaches 90% real growth drops considerably. However, 
not as considerably as Reinhert and Rogoff found. Furthermore, 
Herndon et al. argue that the 90%+ category is too wide, and by 

54 Reinhart and Rogoff (2010).

55 Herndon et al. (2013).
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breaking it into 90–120% and 120%+ this further reduces the 
drop-off seen at the 90% threshold.

Table 10.2 Debt ratios

Public debt (% of GDP)

0–30% 30–60% 60–90% 90%+

Reinhart and Rogoff (2010) 4.1% 2.9% 3.4% –0.1%

Herndon et al. (2013) 4.2% 3.1% 3.2% 2.2%

Real GDP growth by public debt/GDP categories.

But it’s important to take a step back. The fact that there’s a 
negative correlation between public debt levels and growth is well 
established. The debate is at what point, if any, it becomes unsus-
tainable. The fact that economists cannot point to a convenient 
threshold does not make the problem disappear.


