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sex, sexual orientation, socioeconomic status, ability, age, and religious or political beliefs.

Education is a powerful force for equity and change in our world. It has the potential to deliver 
opportunities that improve lives and enable economic mobility. As we work with authors to create 
content for every product and service, we acknowledge our responsibility to demonstrate inclusivity 
and incorporate diverse scholarship so that everyone can achieve their potential through learning. 
As the world’s leading learning company, we have a duty to help drive change and live up to our 
purpose to help more people create a better life for themselves and to create a better world.

Our ambition is to purposefully contribute to a world where:

Accessibility
We are also committed to providing products that  
are fully accessible to all learners. As per Pearson’s 
guidelines for accessible educational Web media,  
we test and retest the capabilities of our products 
against the highest standards for every release,  
following the WCAG guidelines in developing new 
products for copyright year 2022 and beyond.

You can learn more about Pearson’s  
commitment to accessibility at 

https://www.pearson.com/uk/accessibility.html

Contact Us
While we work hard to present unbiased, fully  
accessible content, we want to hear from you about 
any concerns or needs with this Pearson product  
so that we can investigate and address them.

Please contact us with concerns about any  
potential bias at 
https://www.pearson.com/report-bias.html

For accessibility-related issues, such as using 
assistive technology with Pearson products, 
alternative text requests, or accessibility 

documentation, email the Pearson Disability Support 
team at disability.support@pearson.com

Pearson is dedicated to creating bias-free content that reflects the diversity,  
depth, and breadth of all learners’ lived experiences.

Pearson’s Commitment  
to Diversity, Equity,  
and Inclusion

• �Everyone has an equitable and lifelong opportunity  
to succeed through learning.

• �Our educational content accurately reflects the 
histories and lived experiences of the learners  
we serve.

• �Our educational products and services are inclusive 
and represent the rich diversity of learners.

• �Our educational content prompts deeper 
discussions with students and motivates them to 
expand their own learning (and worldview).
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Preface
New to This Edition
Our continuing challenge is to strike a balance between being one of the very first textbooks 
in this field (and therefore in many ways defining the field) and introducing the many new 
concepts and components in global business today, from digital currencies to global fintech. 
We have hopefully found some balance between what is valued by continuing adopters 
and the valued insights of selected reviewers—the innovator’s dilemma. Surveys of adopt-
ers were extremely useful in this revision, and a number of specific recommendations were 
included.

	■ Corporate Governance, Activists, and Stakeholder Capitalism.  Chapter 4 on corporate 
governance, including elements of ownership, financial objectives, and the growing role of 
activist investors, has been revised and expanded. Of special note is the growth of stake-
holder capitalism and its multiple objective framework as compared to stockholder wealth 
maximization.

	■ The Impossible Trinity.  A core international financial principle, the Impossible Trin-
ity’s use as a unifying theoretical link across multiple subjects—whether it be Iceland’s 
financial crisis or choices made by the European Union on capital flows—is increasingly 
leveraged.

	■ The Foreign Exchange Market and Digital Trade.  New material in this edition explores 
in depth how the changing structure of the global foreign exchange market—trading, com-
munication, and settlement—is posing challenges for private players and public regulators 
and overseers.

	■ Currency Manipulation.  This is a politically charged topic between the U.S. and China, 
and we explore in depth the motivations, methods, and metrics associated with currency 
manipulation. Included is a new mini-case that seeks to determine whether China is or is 
not a currency manipulator.

	■ Emerging Market Regimes.  The sixteenth edition offers new insights into the currency 
and capital regime choices of many emerging market countries; many recognizing that they 
are trade-dependent economies in search of currency stability in lieu of attracting other 
capital account elements such as foreign direct investment.

	■ International Taxation.  Integrally linked to a world of digital commerce, multinational tax 
management continues to rise in its significance in multinational financial management. We 
have expanded our coverage of this critical determinant of global finance, with emphasis 
on the constantly changing U.S. tax rates and rules.

	■ Political Risk and Financial Losses.  The chapter on foreign direct investment and political 
risk has been revised to reflect the growing use of restrictions on convertibility, transfer-
ability, and the possibility of repudiation or expropriation.

A01_EITE5960_16_GE_FM.indd   5A01_EITE5960_16_GE_FM.indd   5 10/07/23   4:45 PM10/07/23   4:45 PM



    Solving Teaching and Learning Challenges  
Multinational Business Finance  is the financial management of multinational enterprises 
(MNEs)— multinational financial management . MNEs are firms and organizations of all kinds 
and sizes—for-profit companies, family-owned businesses, sovereign states, and nongovern-
mental organizations (NGOs), among others—that have operations in more than one coun-
try and conduct their activities through a multitude of structures and contracts from wholly 
owned foreign subsidiaries to joint ventures with local or global partners to host governments. 

 Moreover, global business and finance, all the way down to the trading of currencies, has 
been revolutionized by digital platforms from electronic trading to the coming introduction 
of digital currencies, all adding to the complexity of international business. 

Multinational Business Finance , Sixteenth Edition, is aimed at university-level courses 
in international financial management, international business finance, international finance, 
and similar titles. It can be used either at the graduate level or in executive education and 
corporate learning courses. 

 A prerequisite course or experience in corporate finance or financial management would 
be ideal. However, we review the basic finance concepts before we extend them to the multi-
national case. We also review the basic concepts of international economics and international 
business. 

 Over many years and many editions, as we ourselves have used the book in courses from 
Hyderabad to Helsinki to Honolulu, we have observed an ever-widening audience for this 
book. We continue to try to service this greater global audience with multicountry companies, 
markets, and challenges, whether in theoretical applications, practice boxes, mini-cases, or 
end-of-chapter problems.       

Global Financial Marketplace

Financial
Management and 

Leadership
Financial decision-making 
in pursuit of multinational 

business and 
financial goals

Multinational
Enterprises

Private companies, 
publicly traded enter-

prises, sovereign states, 
nongovernmental

organizations (NGOs)

Instruments and
Assets

Currencies, interest rates, 
financial derivatives—

options, futures, forwards, 
swaps, contracts

6 Preface
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	 Preface� 7

Organization
Multinational Business Finance has been redesigned and restructured for tightness—critical 
elements of the field but in a much shorter delivery framework. This has been accomplished 
by integrating a number of previous topics along financial management threads. The book is 
in five parts, the parts unified by the common thread of the globalization process by which a 
firm moves from a domestic to a multinational business orientation.

	■ Part 1 introduces the global financial environment.
	■ Part 2 explains foreign exchange theory and markets.
	■ Part 3 explores foreign exchange rate exposure.
	■ Part 4 details the financing of the global firm.
	■ Part 5 analyzes international investment decisions.

Pedagogical Tools
To make the book as comprehensible as possible, we use a large number of proven pedagogi-
cal tools. Again, our efforts have been informed by the detailed reviews and suggestions of 
a panel of professors who are recognized individually for excellence in the field of interna-
tional finance, particularly at the undergraduate level. Among these pedagogical tools are the 
following:

	■ A student-friendly writing style combined with a structured presentation of material, begin-
ning with learning objectives for each chapter and ending with a summarization of how 
those learning objectives were realized.

The two-tier structure which separated the Interdealer Market and Customer
Market for so many years is effectively gone. Today’s system, dominated by

electronic trading, allows customers of all kinds direct access to global trading.

Constructed by authors based on a number of sources including “Foreign Exchange Market Structure, Players and Evolution,” Michael R. King,
Carol Osler and Dagfinn Rime, Norges Bank, Working Paper, Research Department, 2011, 10, p. 21, and “The anatomy of the global FX market
through the lens of the 2013 Triennial Survey,” by Dagfinn Rime and Andreas Schrimpf, BIS Quarterly Review, December 2013.

Voice
Broker

DealerDealer

Single-Bank
Trading System

Retail
Aggregator

Electronic
Broker

Prime
Broker

Multibank
Trading System

Customer

Customer

Customer

Customer

Emerging Market
Customer

Hedge Fund
Customer

EXHIBIT 5.4 The Foreign Exchange Market Today
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8	 Preface

	■ A wealth of illustrations and exhibits to provide a visual parallel to the concepts and content 
presented.

	■ A running case on a hypothetical Ireland-based firm, Aidan Corporation, provides a cohe-
sive framework for the multifaceted globalization process and is reinforced in several 
end-of-chapter problems.

	■ A mini-case at the end of each chapter illustrates the chapter content and extends it to the 
multinational financial business environment.
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Source: Constructed by authors from Federal Reserve Bank of New York and Federal Reserve Bank of St. Louis (FRED) data bases. Period: April 3, 2018–
June 6, 2021.

EXHIBIT B    Comparison of SOFR and Overnight USD LIBOR

The continuing popularity of our mini-cases has prompted us to introduce 11 new mini-
cases in the sixteenth edition. The new topics, among others, include the following:

	■ Global fintech.  Global fintech’s continuing role in opening the emerging world to global 
finance.

	■ Digital currencies.  The rise of digital currencies like the Chinese eYuan.
	■ Toshiba’s corporate governance challenges.
	■ International remittances.  The role international remittances may play in alleviating 

global income inequality and opportunity.
	■ Replacing LIBOR.  The rationale and complexity of replacing the global financial system’s 

interest rate centerpiece—LIBOR.
	■ Currency volatility.  The rise and fall of currency volatility during the year of COVID.
	■ Google tax.  The U.S. development of what many term “the Google tax.”
	■ Saudi Aramco.  The initial public offering of the world’s most profitable company, Saudi 

Aramco.
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	 Preface� 9

	■ Hostile acquisitions.  A detailed exploration of one of the world’s most hostile interna-
tional acquisitions, Mittal’s acquisition of Arcelor.

	■ Global Finance in Practice boxes in every chapter highlight how real firms and real manag-
ers deal with the never-ending complexity of executing global business deals in a changing 
marketplace, from the mundane accounts payable to the exceptional expropriation. These 
applications extend the concepts without adding to the length of the text itself.

GLOBAL FINANCE IN PRACTICE 13.1 
are defined as small businesses, and firms with revenue 

medium-sized according 
to the European Union. This segment of borrowers is par-
ticularly sensitive to these changes as many of these firms 
use only one bank for the majority of their financial services. 
Without alternative banks, offering either alternative services 
or competitive rates, they are starting to feel the impacts of 
reduced services and increased costs. As a result of rising 
bank fees and fewer alternatives, borrowers have experi-
enced rising costs of debt.

How this will ultimately impact business activity is hard to 
say, but early signs from these segments are not encouraging. 
Some experts, including Professor Aswath Damodaran of New 
York University’s Stern School of Business, have been encour-
aging companies to focus on the three drivers of business 
valuation—cash flows, growth rates, and discount rates—and 
not fall victim to pessimism. He has characterized Brexit as a 
“garden variety crisis” that most businesses should endure. A 
number of firms, however, have cut back on new investment 
projects. Rising capital costs make fewer prospective invest-
ments financially viable. A number of borrowers have noted 
that their firms will intentionally now work to increase their 
cash balances—a form of precautionary source of funds—as 
they fear reduced access to affordable debt.

The decision for the United Kingdom to leave the European 
Union is resulting in more and more companies having a 
higher cost of capital on both sides of the Channel. A restruc-
turing of the banking sectors in both regions involves direct 
costs as well as more segmented markets, all at a time when 
global interest rates—dollar, pound, and euro—are expected 
to start rising as the post-COVID stimulus programs fall fur-
ther and further into the past.
Impacts on Banks. Banks in the UK are already incurring 
sizeable restructuring costs. A number of London banks have 
been moving quickly to move large portions of their opera-
tions and jobs to the Continent in an effort to retain clients and 
market share. London banks are estimating that restructuring 

-
lion. The costs of capital for banks themselves are expected 
to rise at least 4%, and many are looking to increase their 
capital bases by more than 30% as they establish European 
banks to retain Continental clients.
Impacts on Borrowers. One of the unintended results is a 
multitude of banks are reducing their lines of credit and in-
creasing their fees to many of the small to medium-sized en-

Brexit and the Cost of Capital

	■ A multitude of end-of-chapter questions and problems assess the students’ understanding 
of the course material. All end-of-chapter problems are solved using spreadsheet solutions. 
Selected end-of-chapter problem answers are included at the back of this book.

	■ Numerous mathematical derivations, such as parity conditions, foreign currency option pric-
ing, and complex option products, are placed in appendices. This allows selective use as the 
student or faculty member feels appropriate.
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The subject of this book is the financial management of multinational enterprises (MNEs)—
multinational financial management. MNEs are firms—both for-profit companies and 
not-for-profit organizations—that have operations in more than one country and conduct 
their business through branches, foreign subsidiaries, or joint ventures with host country firms.

It is a brave new world, a new world in which digital startups may become multinational en-
terprises in hours, where the number of publicly traded companies on earth is shrinking, where 
the most challenging competitors are arising from emerging markets, and where more and more 
value is being created by “idea firms.” The global marketplace is seeing change—radical, disrup-
tive, rapid, whatever terminology you prefer—from the growing role of the Chinese currency, 
the yuan; the continuing recuperative efforts to economies following the global pandemic; or the 
possible sea change likely to come from the introduction of digital currencies. In 2021 the world 
even saw the first country, El Salvador, adopt a cryptocurrency, Bitcoin, as legal tender. In the 
following chapters we will explore everything from how the international financial community is 
in the process of changing its global benchmark (LIBOR) of the past 50 years, to the changes in 
currency volatility during the global pandemic, to the entry of the world’s most profitable com-
pany (Saudi Aramco) into the public security markets. Change is indeed the constant.

Multinational financial management requires managers and leaders all over the world to 
identify and navigate the prospective returns and risks of the global financial marketplace. 
These risks may all occur on the playing field of the global financial marketplace, but they are 
still a question of management—of navigating complexity in pursuit of the goals of the firm 
and all of its varied stakeholders.

LEARNING OBJECTIVES
1.1	 Explore the global financial marketplace—players and playing field

1.2	 Consider how the theory of comparative advantage applies to multinational business

1.3	 Examine how international financial management differs from domestic financial 
management

1.4	 Discover the steps and stages of the globalization process

The objects of a financier are, then, to secure an ample revenue; to impose it with judg-
ment and equality; to employ it economically; and, when necessity obliges him to make 
use of credit, to secure its foundations in that instance, and forever, by the clearness and 
candor of his proceedings, the exactness of his calculations, and the solidity of his funds.
—Edmund Burke, Reflections on the Revolution in France, 1790, p. 467.

Multinational Financial 
Management: Opportunities 
and Challenges

1
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 CHAPTER 1  Multinational Financial Management: Opportunities and Challenges 25

 This  first  chapter provides a brief overview of the global financial landscape including 
foreign currency markets and financial institutions—the ground rules and nomenclature of 
the game. We then explore the foundations of comparative advantage, those forces differ-
entiating international from domestic finance. We conclude our introductory overview with 
the alternative paths firms may take in going global. The chapter concludes with a mini-case, 
 Global Fintech , that examines how financial technology is changing all financial functions 
and services, how it offers the power to overcome barriers to access and inclusion across the 
globe, but also how its adoption faces many political and institutional barriers along the way.   

      1. 1     The Global Financial Marketplace   
 Business—domestic, international, global—involves the interaction of individuals and indi-
vidual organizations for the exchange of products, services, and capital across markets. The 
global    capital markets  and business marketplace is in many ways the field of play. This is 
the landscape upon which the daily activities of global business play out. Like all institu-
tions created by humans, it is constantly changing, yet certain fundamental components rarely 
change. We begin by exploring the institutional and behavioral landscape of global business— 
specifically, the organizations and assets that make up the global financial marketplace. 

   Assets, Institutions, and Linkages  
     Exhibit    1. 1   provides an overview of the global capital markets. One way to characterize the 
global financial marketplace is through its securities and institutions, all linked through the 
interbank market. 

Bank

Mortgage Loan

Corporate Loan

Corporate Bond

Bank

Interbank
Market
(LIBOR )

Bank

Public Debt

Private Debt

Private Equity

Central Banks Institutions

Currency Currency

Currency

The global capital market is a collection of institutions (central banks, commercial banks, investment banks, not-for-
profit financial institutions like the IMF and World Bank) and securities (bonds, mortgages, derivatives, loans, etc.),
which are all linked via a global network—the Interbank Market. This interbank market is the critical pipeline system
for the movement of capital

The exchange of securities, the movement of capital in the global financial system, must all take place through
a vehicle—currency. The exchange of currencies is itself the largest of the financial markets. The interbank market,
which must use currencies, bases its pricing through the single most widely quoted interest rate in the world—LIBOR
(the London Interbank Offered Rate).

        EXHIBIT    1. 1       Global Capital Markets    
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26	 PART 1    Global Financial Environment

Securities.  The securities—financial assets—at the heart of the global capital markets are the 
debt securities issued by highly industrialized country governments (e.g., U.S. Treasury Bonds, 
U.K. gilts). These low-risk or risk-free securities form the foundation for the creation, trading, 
and pricing of other financial securities like bank loans, corporate bonds, and equities (stock). 
In recent years, a number of additional securities—derivatives—have been created from exist-
ing securities, the value of which is based on market value changes of the underlying securities. 
The health and security of the global financial system rely on the quality of these securities.

Institutions.  The institutions of global finance are the central banks, which create and con-
trol each country’s money supply; the commercial banks, which take deposits and extend 
loans to businesses, both local and global; and the multitude of other financial institutions 
created to trade securities and derivatives. These institutions take many shapes and are sub-
ject to many different regulatory frameworks. The health and security of the global financial 
system rely on the stability of these financial institutions.

Linkages.  The links between the financial institutions, the actual fluid or medium for exchange, 
are the interbank networks using currency. The ready exchange of currencies in the global mar-
ketplace is the first and foremost necessary element for the conduct of financial trading, and the 
global currency markets are the largest markets in the world. The exchange of currencies, and the 
subsequent exchange of all other securities globally via currency, is the international interbank 
market. This network, whose primary price is the London Interbank Offered Rate (LIBOR), is 
the core component of the global financial system. (In Chapter 8 we will examine the interna-
tional effort to replace LIBOR and what it may mean for financial instruments and markets.)

The movement of capital across currencies and continents for the conduct of business has 
existed in many different forms for thousands of years. Yet it is only within the past 50 years 
that the velocity of these capital movements has increased to the pace of an electron in the 
digital marketplace. And it is only within the past 20 years that this market has been able to 
reach the most distant corners of the earth at any moment of the day. The result has been an 
explosion of innovative products and services—some for better and some for worse.

The Market for Currencies
The price of any one country’s currency in terms of another country’s currency is called a 
foreign currency exchange rate. For example, the exchange rate between the U.S. dollar (indi-
cated by the symbols $ or USD) and the European euro (€ or EUR) may be stated as “1.1274 
dollars per euro” or simply abbreviated as $1.1274 = €1.00. This exchange rate can also be 
stated as “USD1.1274 = EUR1.00” using the three-digit ISO codes. Since most international 
business activities require at least one of the two parties in a business transaction to either 
pay or receive payment in a currency that is different from their own, an understanding of 
exchange rates is critical to the conduct of global business.

Currency Symbols.  As noted, USD and EUR are often used as the symbols for the U.S. 
dollar and the European Union’s euro. These are the computer symbols (ISO-4217 codes) 
used today on the world’s digital networks. The financial press, however, has a rich history of 
using a variety of different symbols, and a variety of different abbreviations are commonly 
used. For example, the British pound sterling may be indicated by £ (the pound symbol), 
GBP (Great Britain pound), STG (British pound sterling), ST£ (pound sterling), or UKL 
or UK£ (United Kingdom pound). This book uses both the simpler common symbols—the  
$ (dollar), the € (euro), the ¥ (yen), the £ (pound)—and the three-letter ISO codes.

Exchange Rate Quotations and Terminology.  Exhibit 1.2 lists currency exchange rates 
for June 19, 2021, as would be quoted in New York or London. Each exchange rate listed is 
for a specific country’s currency against the U.S. dollar, the euro, and the British pound. The 
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EXHIBIT 1.2     Selected Global Currency Exchange Rates for June 18, 2021

Note that a number of different currencies use the same symbol. (For example, both China and Japan have traditionally used the ¥ symbol, yen or 
yuan, meaning “round” or “circle.”) All quotes are mid rates and are drawn from the Financial Times.

Country Currency Symbol Code
Currency to 

equal 1 Dollar
Currency to 
equal 1 Euro

Currency to 
equal 1 Pound

Argentina nuevo peso Ps ARS 95.3800 113.1875 131.8533

Australia dollar A$ AUD 1.3342 1.5833 1.8444

Brazil real R$ BRL 5.0522 5.9949 6.9800

Canada dollar C$ CAD 1.2406 1.4722 1.7150

Chile peso $ CLP 743.68 882.53 1,028.06

China yuan ¥ CNY 6.4500 7.6542 8.9165

Czech Republic koruna Kc CZK 21.5280 25.5470 29.7600

Denmark krone Dkr DKK 6.2649 7.4346 8.6606

Eurozone euro € EUR 0.8424 1.0000 1.1645

Hong Kong dollar HK$ HKD 7.7643 9.2116 10.7295

Hungary forint Ft HUF 299.730 355.760 414.240

India rupee Rs INR 74.083 87.914 102.412

Indonesia rupiah Rp IDR 14,495.25 17,052.88 19,865.09

Israel shekel Shk ILS 3.2795 3.8889 4.5266

Japan yen ¥ JPY 110.38 130.99 152.59

Kuwait dinar KD KWD 0.2971 0.3524 0.4104

Malaysia ringgit RM MYR 4.1370 4.9123 5.7190

Mexico new peso $ MXN 20.6905 24.5534 28.6025

Morocco dirham DH MAD 8.7967 10.4350 12.1501

New Zealand dollar NZ$ NZD 1.4397 1.7095 1.9905

Norway krone NKr NOK 8.6678 10.2861 11.9824

Pakistan rupee Rs PKR 153.1770 181.7477 211.5997

Philippines peso ? PHP 47.8400 56.7228 66.0317

Peru new sol Sl PEN 3.7814 4.4856 5.2229

Poland zloty zl PLN 3.8335 4.5519 5.3002

Russia ruble R RUB 72.4350 86.0093 100.1470

Saudi Arabia riyal — SAR 3.7117 4.4009 5.1231

Singapore dollar S$ SGD 1.3441 1.5960 1.8584

South Africa rand R ZAR 14.2702 16.9344 19.7271

South Korea won W KRW 1,134.93 1,347.12 1,568.35

Sweden krona SKr SEK 8.6176 10.2310 11.9147

Switzerland franc Fr. CHF 0.9217 1.0938 1.2742

Taiwan dollar T$ TWD 27.8020 33.0121 38.4390

Thailand baht B THB 31.4700 37.3675 43.5100

Turkey lira YTL TRY 8.7136 10.3465 12.0474

United Arab Emirates dirham — AED 3.6726 4.3583 5.0770

United Kingdom pound £ GBP 0.7236 0.8582 1.0000

United States dollar $ USD 1.0000 1.1867 1.3824

Vietnam dong d VND 22,450.00 26,618.45 30,986.89
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rate listed is termed a “midrate” because it is the middle or average of the rates at which cur-
rency traders buy currency (bid rate) and sell currency (offer rate).

The U.S. dollar has been the focal point of currency trading since the 1940s. As a re-
sult, most of the world’s currencies are quoted against the dollar—Mexican pesos per 
dollar, Brazilian real per dollar, Hong Kong dollars per dollar, etc. They are also fre-
quently quoted against other major world currencies like the euro and pound. For ex-
ample, the Japanese yen is commonly quoted against the dollar, euro, and pound, as 
¥110.38 = $1.00, ¥130.99 = €1.00, and ¥152.59 = £1.00, as illustrated in Exhibit 1.2.

Quotation Conventions.  Several of the world’s major currency exchange rates follow a 
specific quotation convention that is the result of tradition and history. The exchange rate 
between the U.S. dollar and the euro is always quoted as “dollars per euro” or $ = €1.00—for 
example, $1.1867 listed in Exhibit 1.2 for “United States.” Similarly, the exchange rate be-
tween the U.S. dollar and the British pound is always quoted as “dollars per pound” or $ = 
£1.00—for example, $1.3824 listed for “United States” in Exhibit 1.2. In addition, countries 
that were formerly members of the British Commonwealth will often be quoted against the 
U.S. dollar, as in U.S. dollars per Australian dollar.

Global Finance in Practice 1.1 introduces the topic that is fundamental to this entire field 
of study, the quotation of currencies.

If exchange rates never changed, the global financial marketplace would be a much 
kinder, simpler place. But, alas, that is not the case. Exchange rates change, and when they 
do, they alter the business results and competitiveness of all players on the playing field. As 
illustrated in the following section, it requires a careful calculation of even the amount of the 
change—percentage change.

GLOBAL FINANCE IN PRACTICE 1.1

quote provides the value of one unit of the base currency 
in terms of the underlying currency. This makes it easy to 
list currencies in tables and databases as it eliminates the 
need for details like “Renminbi per pound.”

■■ Third, all these quotes are different from the way curren-
cies were quoted for decades, when the common way to 
express these would have been ¥ 7.8259/£, spoken as 
¥7.8259 per pound.

Our objective in this book is to both educate and inform 
the reader with how international finance is conducted and 
communicated in the modern world. That means we will use 
both forms of currency symbols, the ISO-4217 codes and 
symbols like £, $, and ¥. In certain cases, you may note that 
the same symbol is used for more than one currency. For 
Example, the U.S. dollar, Singapore dollar, and Australian 
dollar use the same symbol, $. The standardized ISO-4217 
codes eliminate this confusion (USD, SGD, and AUD).

The final difference is that the quotes rates are slightly 
different from each other. This is because the forex market is 
the only financial market that operates 24*7 as at least one 
currency zone is always operating at any given point in time. 
Also, different organizations use different sources to obtain 
their rates and sometimes the markets may not be in per-
fect sync with each other. However, it is much more complex 
than this, a subject best left for Chapter 5. Now back to your 
previously scheduled program.

Exchange Rate Quotations

Foreign exchange rate refers to the per unit value of a given 
currency in terms of another currency. Seemingly a very simple 
concept—except it is not. For example, on October 7, 2022, 
the following were the spot currency quotes across three major 
business and financial data sources for the value of the British 
pound sterling (GBP) in terms of the Chinese renminbi (CNY):

Financial Times      GBPCNY    7.8467
Bloomberg          GBP-CNY   7.8259
Xe.com	 GBP/CNY    7.8819

To be clear, all three are saying nearly the same thing: that the 
value of one British pound is equivalent to seven renminbi and 
85 fen (one hundred fen equals one renminbi). However, there 
are some unique characteristics that highlight the differences.

■■ First, they use the three-letter ISO-4217 code for each 
currency. For example, GBP instead of British pound 
sterling or £, or CNY instead of renminbi or ¥. This is 
how the rates are expressed in the financial markets. Yet, 
many news organizations and contemporary media still 
commonly use symbols like £, $, €, or ¥.

■■ Second, the order of the currency codes is the same, GBP 
and then CNY. In this standardized format the first curren-
cy (GBP) is the “base” currency and the second currency 
(CNY) is known as the “underlying” currency. A standardized  
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Percentage Change in Spot Exchange Rates
Assume that the Mexican peso has recently changed in value from MXN 16.00 = USD 1.00 to 
MXN 20.00 = USD 1.00. If your home currency is the U.S. dollar (USD), what is the percent 
change in the value of the Mexican peso (MXN)? The calculation depends upon the desig-
nated home currency.

Foreign Currency Terms.  When the foreign currency price (the price, MXN) of the home 
currency (the unit, USD) is used, Mexican pesos per U.S. dollar in this case, the formula for 
the percent change (%Δ) in the foreign currency becomes

%∆ =
Begin rate - End rate

End rate
: 100 =

MXN16.00 - MXN20.00
MXN20.00

: 100 = -20.00%

The Mexican peso fell in value 20% against the dollar. Note that it takes more pesos per dol-
lar, and the calculation resulted in a negative value, both characteristics of a fall in value.

Home Currency Terms.  When the home currency price (the price, USD) for a foreign cur-
rency (the unit, MXN) is used—the reciprocals of the foreign exchange quotes above—the 
formula for the percent age change in the foreign currency is

%∆ =
End rate - Begin rate

Begin rate
: 100 =

USD0.05000 - USD0.06250
USD0.06250

: 100 = - 20.00%

The calculation yields the identical percentage change, a fall in the value of the peso by 
–20%. Many people find the home currency terms calculation to be the more intuitive be-
cause it reminds them of a general percentage change calculation (ending value less begin-
ning value over beginning value); however, one must be careful to remember that these are 
exchanges of currency for currency, and the currency that is designated as the home currency 
is important.

The fall of the Argentine peso in 2015 serves as a clear example of percentage change. 
On December 16, 2015, the government of Argentina announced it would lift currency con-
trols; it would no longer restrict the ability of its citizens to move money out of the country. 
Over the next 24 hours, as Argentinians took advantage of this new freedom, the value of 
the Argentine peso fell from ARG 9.7908 per U.S. dollar to 13.6160, as pesos poured out of 
Argentina into the foreign exchange markets.

%∆ =
Begin rate - End rate

End rate
: 100 =

ARG9.7908 - ARG13.6160
ARG13.6160

: 100 = - 28%

After the 28% drop in the value of the peso against the U.S. dollar, the peso stabilized. But 
a fall in its value of that magnitude, 28%, was both dramatic and devastating for some. The 
change in exchange rates is the first example of our next subject—risk.

Financial Globalization and Risk
Back in the halcyon pre-crisis days of the late 20th and early 21st centuries, it was taken 
as self evident that financial globalization was a good thing. But the subprime crisis and 
eurozone dramas are shaking that belief . . . what is the bigger risk now—particularly in 
the eurozone—is that financial globalization has created a system that is interconnected in 
some dangerous ways.

 —“Crisis Fears Fuel Debate on Capital Controls,” Gillian Tett, Financial Times, December 15, 2011.
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Much of the discussion dominating global financial markets today is centered on the complex-
ity of risks associated with financial globalization—the discussion goes far beyond whether 
such globalization is simply good or bad and encompasses ways to lead and manage multina-
tional firms in the rapidly moving marketplace. The following is but a sampling of risks that 
must be explored, considered, and—ultimately—managed.

■■ The international monetary system, an eclectic mix of floating and managed fixed ex-
change rates, is under constant scrutiny. The rise of the Chinese renminbi is changing 
much of the world’s outlook on currency exchange, reserve currencies, and the roles of 
the dollar and the euro (see Chapter 2).

■■ Large fiscal deficits, including the continuing eurozone crisis, plague most of the major 
trading countries of the world, complicating fiscal and monetary policies and, ultimately, 
leading to the use of negative interest rates in an attempt to stimulate economies and 
protect currencies (see Chapter 3).

■■ Many countries experience continuing balance of payments imbalances and, in some cas-
es, dangerously large deficits and surpluses—whether it be the twin surpluses enjoyed by 
China, the current account surplus of Germany, or the continuing current account deficits 
of the United States and United Kingdom, all will inevitably move exchange rates (see 
Chapter 3).

■■ Ownership and governance vary dramatically across the world. The publicly traded com-
pany is not the dominant global business organization; the privately held firm or the 
state-owned enterprise dominates in many countries, changing corporate objectives and 
expectations for financial performance (see Chapter 4).

■■ Global capital markets that normally provide the means to lower a firm’s cost of capital 
and, even more critically, increase the availability of capital, have in many ways shrunk 
in size and have become less open and accessible to many of the world’s organizations 
(see Chapter 2).

■■ Today’s emerging markets are confronted with a new dilemma: the problem of first be-
ing the recipients of capital inflows and then of experiencing rapid and massive capital 
outflows. Financial globalization has resulted in the ebb and flow of capital into and 
out of both industrial and emerging markets, greatly complicating financial management 
(Chapters 5 and 8).

Eurocurrencies and Eurocurrency Interest Rates
One of the major linkages of global money and capital markets is the eurocurrency market.

Eurocurrencies.  Eurocurrencies are domestic currencies of one country on deposit in a 
second country. For example, a U.S. dollar deposit in a British bank, a eurodollar deposit, is 
one type of eurocurrency. Banks will pay interest on these deposits—eurocurrency interest—
depending on the agreed-upon maturity—a period ranging from overnight to more than a 
year or longer. Eurocurrency deposits are digitally transferred between banks.

The eurocurrency market serves two valuable purposes: (1) eurocurrency deposits are 
an efficient and convenient money market device for holding excess corporate liquidity; and 
(2) the eurocurrency market is a major source of short-term bank loans to finance corporate 
working capital needs, including the financing of imports and exports.

Any convertible currency can exist in “euro” form. Note that this use of the “euro” prefix 
should not be confused with the European currency called the euro. The eurocurrency mar-
ket includes eurosterling (British pounds deposited outside the United Kingdom), euroeuros 
(euros on deposit outside the eurozone), euroyen (Japanese yen deposited outside Japan), 
and eurodollars (U.S. dollars deposited outside the U.S.).
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Banks in which eurocurrencies are deposited are called eurobanks. A eurobank is a fi-
nancial intermediary that simultaneously bids for time deposits and makes loans in a cur-
rency other than that of its home currency. Eurobanks are major world banks that conduct 
a eurocurrency business in addition to all other banking functions. Thus, the eurocurrency 
operation that qualifies a bank for the name eurobank is, in fact, a department of a large com-
mercial bank, and the name springs from the performance of this function.

The modern eurocurrency market was born shortly after World War II. Eastern European 
holders of dollars, including the various state trading banks of the Soviet Union, were afraid 
to deposit their dollar holdings in the United States because those deposits might be attached 
by U.S. residents with claims against communist governments. Therefore, Eastern Europeans 
deposited their dollars in Western Europe, particularly with two Soviet banks: the Moscow 
Narodny Bank in London and the Banque Commerciale pour l’Europe du Nord in Paris. 
These banks redeposited the funds in other Western banks, especially in London. Additional 
dollar deposits were received from various central banks in Western Europe, which elected to 
hold part of their dollar reserves in this form to obtain a higher yield. Commercial banks also 
placed their dollar balances in the market because specific maturities could be negotiated in 
the eurodollar market. Such companies found it financially advantageous to keep their dollar 
reserves in the higher-yielding eurodollar market. Various holders of international refugee 
funds also supplied funds.

Although the basic causes of the growth of the eurocurrency market are economic ef-
ficiencies, many unique institutional events during the 1950s and 1960s contributed to its 
growth.

■■ In 1957, British monetary authorities responded to a weakening of the pound by impos
ing tight controls on U.K. bank lending in sterling to nonresidents of the United King-
dom. Encouraged by the Bank of England, U.K. banks turned to dollar lending as the 
only alternative that would allow them to maintain their leading position in world  
finance. For this they needed dollar deposits.

■■ Although New York was “home base” for the dollar and had a large domestic money and 
capital market, international trading in the dollar centered in London because of that 
city’s expertise in international monetary matters and its proximity in time and distance 
to major customers.

■■ Additional support for a European-based dollar market came from the balance of pay-
ments difficulties of the U.S. during the 1960s, which temporarily segmented the U.S. 
domestic capital market.

Ultimately, however, the eurocurrency market continues to thrive because it is a large 
international money market relatively free from governmental regulation and interference. 
The attitude of governments toward market intervention, such as the possible intentional 
undervaluation of one’s own currency, is the subject of Global Finance in Practice 1.2.

Eurocurrency Interest Rates.  The reference rate of interest in the eurocurrency market 
is the London Interbank Offered Rate, or LIBOR. LIBOR is the most widely accepted 
rate of interest used in standardized quotations, loan agreements, or financial derivatives 
valuations. The use of interbank offered rates, however, is not confined to London. Most 
major domestic financial centers construct their own interbank offered rates for local 
loan agreements. Examples of such rates include PIBOR (Paris Interbank Offered Rate), 
MIBOR (Madrid Interbank Offered Rate), SIBOR (Singapore Interbank Offered Rate), 
and FIBOR (Frankfurt Interbank Offered Rate), to name just a few. But as prevalent 
and central LIBOR is to the global financial system, it is now slated for replacement, the  
subject of our mini-case in Chapter 8.
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The key factor attracting both depositors and borrowers to the eurocurrency loan mar-
ket is the narrow interest rate spread within that market. The difference between deposit 
and loan rates is often less than 1%. Interest spreads in the eurocurrency market are small 
for many reasons. Low lending rates exist because the eurocurrency market is a wholesale 
market where deposits and loans are made in amounts of $500,000 or more on an unsecured 
basis. Borrowers are usually large corporations or government entities that qualify for low 
rates because of their credit standing and because the transaction size is large. In addition, 
overhead assigned to the eurocurrency operation by participating banks is small.

Deposit rates are higher in the eurocurrency markets than in most domestic currency 
markets because the financial institutions offering eurocurrency activities are not subject to 
many of the regulations and reserve requirements imposed on traditional domestic banks 
and banking activities. With these costs removed, rates are subject to more competitive pres-
sures, deposit rates are higher, and loan rates are lower. A second major area of cost savings 
associated with eurocurrency markets is that deposit insurance (such as the Federal Deposit 
Insurance Corporation [FDIC]) and other assessments paid on deposits in the United States, 
for example, are unnecessary.

1.2  The Theory of Comparative Advantage
The theory of comparative advantage provides a basis for explaining and justifying interna-
tional trade in a model world assumed to enjoy free trade, perfect competition, no uncer-
tainty, costless information, and no government interference. The theory’s origins lie in the 
work of Adam Smith, and particularly his seminal book, The Wealth of Nations, published 
in 1776. Smith sought to explain why the division of labor in productive activities, and sub-
sequently international trade of goods produced, increased the quality of life for all citizens. 
Smith based his work on the concept of absolute advantage, with every country specializing 
in the production of those goods for which it was uniquely suited. More would be produced 
for less. Thus, with each country specializing in products for which it possessed absolute ad-
vantage, countries could produce more in total and trade for goods that were cheaper in price 
than those produced at home.

GLOBAL FINANCE IN PRACTICE 1.2

held across Africa. Countries like Nigeria use all possible ways 
to maintain their currency at a value that many in the world 
believe is either slightly overvalued or about equilibrium, but 
hardly ever will one find a currency significantly undervalued.

That’s not to say that African currencies are famously 
solid. The Zimbabwe currency is infamous in its inability to 
maintain its value as a result of bouts of hyperinflation and 
rampant money printing by the government. And there are 
others. But the international markets keep a watchful eye on 
any African country’s currency showing any sign of weak-
ness and will pounce (or maybe flee is the more appropri-
ate term) if they smell smoke. For much of Africa, however, 
maintaining the value of their currency is a matter of pride and 
demonstrated resilience and stability, and even if a weaker or 
cheaper home currency might help boost exports and there-
fore their economy, in their eyes, the “cost” is too much.

Why Don’t African Countries Undervalue Their 
Currencies?

One of the oldest strategies to promote a country’s exports is 
to undervalue its currency, maintain its traded value against 
other currencies at a rate of exchange that makes it relatively 
cheap. And if the currency is cheap, products that are priced 
in that currency—the country’s exports—will be relatively 
cheap. And, theoretically, cheaper prices mean greater sales. 
It is not a secret that many of the countries of south Asia 
maintained undervalued currencies for many years in pursuit 
of export-led growth. If it worked for them, why not Africa?

A representative of the International Monetary Fund (IMF) 
once encouraged the president of Tanzania to weaken its cur-
rency. The president, Julius Nyerere, responded, “I will devalue 
the shilling over my dead body.” That perspective is commonly 
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In his work On the Principles of Political Economy and Taxation, published in 1817, David 
Ricardo sought to take the basic ideas set down by Smith a few logical steps further. Ricardo 
noted that even if a country possessed absolute advantage in the production of two goods, it 
might still be relatively more efficient than the other country in one good’s production than the 
production of the other good. Ricardo termed this comparative advantage. Each country would 
then possess comparative advantage in the production of one of the two products, and both 
countries would benefit by specializing completely in one product and trading for the other.

Although international trade might have approached the comparative advantage model 
during the nineteenth century, it certainly does not today, for a variety of reasons. Countries 
do not appear to specialize only in those products that could be most efficiently produced 
by that country’s particular factors of production. Instead, governments interfere with com-
parative advantage for a variety of economic and political reasons, such as to achieve full 
employment, economic development, national self-sufficiency in defense-related industries, 
and protection of an agricultural sector’s way of life. Government interference takes the form 
of tariffs, quotas, and other non-tariff restrictions.

At least two of the factors of production—capital and technology—now flow directly 
and easily between countries, rather than only indirectly through traded goods and services. 
This direct flow occurs between related subsidiaries and affiliates of multinational firms, as 
well as between unrelated firms via loans and license and management contracts. Even labor 
can flow between countries to varying degrees, such as immigrants into the EU from North 
Africa and the Middle East and then in turn between states in the EU.

Modern factors of production are more numerous than in this simple model. Factors con-
sidered in the location of production facilities worldwide include managerial skills, a depend-
able legal structure for settling contract disputes, research and development competence, 
educational levels of available workers, energy resources, consumer demand for brand name 
goods, mineral and raw material availability, access to capital, tax differentials, supporting 
infrastructure (roads, ports, and communication facilities), and possibly others.

Although the terms of trade are ultimately determined by supply and demand, the pro-
cess by which the terms are set is different from that visualized in traditional trade theory. 
They are determined partly by administered pricing in oligopolistic markets.

Comparative advantage shifts over time as less-developed countries become more devel-
oped and realize their latent opportunities. For example, over the past 150 years, comparative ad-
vantage in producing cotton textiles has shifted from the United Kingdom to the United States, 
to Japan, to Hong Kong, to Taiwan, and to China. The classical model of comparative advantage 
also does not address certain other issues such as the effect of uncertainty and information costs, 
the role of differentiated products in imperfectly competitive markets, and economies of scale.

Nevertheless, although the world is a long way from the pure theory of comparative advan-
tage, the general principle of comparative advantage is still valid. The closer the world gets to 
true international specialization, the more world production and consumption can be increased, 
provided that the problem of equitable distribution of the benefits can be solved to the satisfac-
tion of consumers, producers, and political leaders. Complete specialization, however, remains an 
unrealistic limiting case, just as perfect competition is a limiting case in microeconomic theory.

Comparative advantage is still a relevant theory to explain why particular countries are 
most suitable for exports of goods and services that support the global supply chain of both 
MNEs and domestic firms. The comparative advantage of the twenty-first century, however, is 
one that is based more on services and their cross-border facilitation by telecommunications 
and the Internet. The source of a nation’s comparative advantage, however, is still the mixture 
of its own labor skills, access to capital, and technology.

The extent of global outsourcing is already reaching every corner of the globe. From 
financial back offices in Manila to information technology engineers in Hungary, modern 
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telecommunications now bring business activities to labor rather than moving labor to the 
places of business.

1.3  �What Is Different About International Financial 
Management?

Exhibit 1.3 details some of the main differences between international and domestic financial 
management. These component differences include institutions, corporate governance, foreign ex-
change, political risks, and the modifications required of financial theory and financial instruments.

Multinational financial management requires an understanding of cultural, historical, 
and institutional differences such as those affecting corporate governance. Although both 
domestic firms and MNEs are exposed to foreign exchange risks, MNEs alone face certain 
unique risks, such as political risks, that are not normally a threat to domestic operations. 
MNEs also face other risks that can be classified as extensions of domestic finance theory.

For example, the normal domestic approach to the cost of capital, sourcing debt and eq-
uity, capital budgeting, working capital management, taxation, and credit analysis needs to be 
modified to accommodate foreign complexities. Moreover, a number of financial instruments 
that are used in domestic financial management have been modified for use in international 
financial management. Examples are foreign currency options and futures, interest rate and 
currency swaps, and letters of credit.

The main theme of this book is to analyze how an MNE’s financial management evolves 
as it pursues global strategic opportunities and as new constraints emerge. In this chapter, 
we introduce the challenges and risks associated with Aidan Corporation (Aidan), a com-
pany we use as an example throughout this book. Aidan is a company evolving from being 
domestic in scope to becoming truly multinational. The discussion includes constraints that 
a company will face in terms of managerial goals and governance as it becomes increasingly 

EXHIBIT 1.3     What Is Different about International Financial Management?

Concept International Domestic

Culture, history, and institutions Each foreign country is unique and not 
always understood by MNE management

Each country has a known base 
case

Corporate governance Foreign countries’ regulations and 
institutional practices are all uniquely 
different

Regulations and institutions are well 
known

Foreign exchange risk MNEs face foreign exchange risks due to 
their subsidiaries, as well as import/export 
and foreign competitors

Foreign exchange risks from import/
export and foreign competition (no 
subsidiaries)

Political risk MNEs face political risk because of their 
foreign subsidiaries and high profile

Negligible political risks

Modification of domestic finance 
theories

MNEs must modify finance theories like 
capital budgeting and the cost of capital 
because of foreign complexities

Traditional financial theory applies

Modification of domestic 
financial instruments

MNEs utilize modified financial instruments 
such as options, forwards, swaps, and 
letters of credit

Limited use of financial instruments 
and derivatives because of few 
foreign exchange and political risks
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involved in multinational operations. But first we need to clarify the unique value proposition 
and advantages that the MNE was created to exploit.

Market Imperfections: A Rationale for the Existence  
of the Multinational Firm
MNEs strive to take advantage of imperfections in national markets for products, factors 
of production, and financial assets. Imperfections in the market for products translate into 
market opportunities for MNEs. Large international firms are better able to exploit such 
competitive factors as economies of scale, managerial and technological expertise, product 
differentiation, and financial strength than are their local competitors. In fact, MNEs thrive 
best in markets characterized by international oligopolistic competition, where these factors 
are particularly critical. In addition, once MNEs have established a physical presence abroad, 
they are in a better position than purely domestic firms to identify and implement market op-
portunities through their own internal information network.

Why Do Firms Go Global?
Strategic motives drive the decision to invest abroad and become an MNE. These motives 
can be summarized under the following categories:

1.	 Market seekers produce in foreign markets either to satisfy local demand or to export to 
markets other than their home market. U.S. automobile firms manufacturing in Europe 
for local consumption are an example of market-seeking motivation.

2.	 Raw material seekers extract raw materials wherever they can be found, either for 
export or for further processing and sale in the country in which they are found—the 
host country. Firms in the oil, mining, plantation, and forest industries fall into this 
category.

3.	 Production efficiency seekers produce in countries where one or more of the factors of 
production are underpriced relative to their productivity. Labor-intensive production of 
electronic components in Taiwan, Malaysia, and Mexico is an example of this motivation.

4.	 Knowledge seekers operate in foreign countries to gain access to technology or mana-
gerial expertise. For example, German, Dutch, and Japanese firms have purchased U.S. 
electronics firms for their technology.

5.	 Political safety seekers acquire or establish new operations in countries that are consid-
ered unlikely to expropriate or interfere with private enterprise. For example, Hong Kong 
firms invested heavily in the United States, United Kingdom, Canada, and Australia in 
anticipation of the consequences of China’s 1997 takeover of the British colony.

These five types of strategic considerations are not mutually exclusive. Forest products 
firms seeking wood fiber in Brazil, for example, may also find a large Brazilian market for a 
portion of their output.

In industries characterized by worldwide oligopolistic competition, each of the afore-
mentioned strategic motives should be subdivided into proactive and defensive investments. 
Proactive investments are designed to enhance the growth and profitability of the firm itself. 
Defensive investments are designed to deny growth and profitability to the firm’s competitors. 
Examples of the latter are investments that try to preempt a market before competitors can 
get established in it or capture raw material sources and deny them to competitors. But as 
highlighted by Global Finance in Practice 1.3, the objectives and responsibilities of the mod-
ern multinational enterprise have grown significantly more complex with these elements.
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1.4  The Globalization Process
Aidan Corporation is a hypothetical Irish firm that is used as an illustrative example through-
out the book to demonstrate the phases of the globalization process—the structural and 
managerial changes and challenges experienced by a firm as it moves its operations from 
domestic to global.

Global Transition I: Domestic Phase to the International Trade Phase
Aidan is a young firm that manufactures and distributes an array of telecommunication 
equipment. Its initial strategy is to develop a sustainable competitive advantage in the Irish 
market. Like many other young firms, it is constrained by its small size, competitors, and lack 
of access to cheap and plentiful sources of capital. The top half of Exhibit 1.4 shows Aidan in 
its early domestic phase.

Aidan sells its products in euros to Irish customers and buys its manufacturing and ser-
vice inputs from Irish suppliers, paying euros. The creditworthiness of all suppliers and buyers 
is established under European practices and procedures. A potential issue for Aidan at this 
time is that, although Aidan is not international or global in its operations, some of its com-
petitors, suppliers, or buyers may be. This is often the impetus to push a firm like Aidan into 
the first phase of the globalization process—into international trade. Aidan was founded in 
Dublin by Aidan McClafferty in 1960 to make telecommunication equipment. The family-
owned business expanded slowly but steadily over the following 60 years. The demands of 
continual technological investment in the 1990s, however, required that the firm raise addi-
tional equity capital in order to compete. This need for capital led to its initial public offering 
(IPO) in 1998. As an Irish publicly traded company on Euronext Dublin, Aidan’s manage-
ment sought to create value for its shareholders.

As Aidan became a visible and viable competitor in the Irish market, strategic opportunities 
arose to expand the firm’s market reach by exporting products and services to one or more for-
eign markets. The European Economic Area (EEA) made trade with other European countries 

GLOBAL FINANCE IN PRACTICE 1.3

goodness, corporate responsibility, corporate social respon-
sibility (CSR), corporate philanthropy, and corporate sustain-
ability, to list but a few. Confusion can be reduced by using 
a guiding principle—that sustainability is a goal, while re-
sponsibility is an obligation. It follows that the obligation of 
leadership in the modern multinational is to pursue profit, so-
cial development, and the environment, all along sustainable 
principles.

The term sustainability has evolved greatly within the 
context of global business in the past decade. A traditional 
primary objective of the family-owned business has been 
the “sustainability of the organization”—the long-term abil-
ity of the company to remain commercially viable and pro-
vide security and income for future generations. Although 
narrower in scope, the concept of environmental sustain-
ability shares a common core thread—the ability of a com-
pany, a culture, or even the earth to survive and renew 
over time.

Corporate Responsibility and Corporate 
Sustainability

Sustainable development is development that meets the 
needs of the present without compromising the ability of 
future generations to meet their own needs. 

—Brundtland Report, 1987, p. 54.

What is the purpose of the corporation? It is accepted that 
the purpose of the corporation is to certainly create profits 
and value for its stakeholders, but the responsibility of the 
corporation is to do so in a way that inflicts no costs on so-
ciety, including the environment. As a result of globalization, 
this growing responsibility and role of the corporation in soci-
ety have added a level of complexity to the leadership chal-
lenges faced by the multinational firm.

This developing controversy has been somewhat ham-
pered to date by conflicting terms and labels—corporate 
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such as Norway and Iceland attractive. This second phase of the globalization process is shown 
in the lower half of Exhibit 1.4.

Aidan responded to these globalization forces by importing inputs from Norwegian sup-
pliers and making export sales to Icelandic buyers. We define this phase of the globalization 
process as the International Trade Phase. Exporting and importing products and services in-
crease the demands of financial management over and above the traditional requirements of 
the domestic-only business in two ways. First, direct foreign exchange risks are now borne by 
the firm. Aidan may now need to quote prices in foreign currencies, accept payment in foreign 
currencies, or pay suppliers in foreign currencies. As the values of currencies change from min-
ute to minute in the global marketplace, Aidan will increasingly experience significant risks 
from the changing values associated with these foreign currency payments and receipts.

Second, the evaluation of the credit quality of foreign buyers and sellers is now more 
important than ever. Reducing the possibility of non-payment for exports and non-delivery 
of imports becomes a key financial management task during the international trade phase. 
This credit risk management task is much more difficult in international business, as buyers 
and suppliers are new, subject to differing business practices and legal systems, and generally 
more challenging to assess.

Global Transition II: The International Trade Phase  
to the Multinational Phase
If Aidan is successful in its international trade activities, the time will come when the glo-
balization process will progress to the next phase. Aidan will soon need to establish foreign 
sales and service affiliates. This step is often followed by establishing manufacturing opera-
tions abroad or by licensing foreign firms to produce and service Aidan’s products. The mul-
titude of issues and activities associated with this second, larger global transition is the real 
focus of this book.

Aidan’s continued globalization will require it to identify the sources of its com-
petitive advantage, and with that knowledge, expand its intellectual capital and physi-
cal presence globally. A variety of strategic alternatives are available to Aidan—the 

Irish Buyers
(domestic customers)

Icelandic Buyers
(international customers)

Phase 1: Domestic Operations

Phase 2: Expansion into International Trade

Irish Suppliers
(domestic suppliers)

Norwegian Suppliers
(international suppliers)

All Euro denominated transactions
under European Union credit laws

and practices

Norwegian Krone, Icelandic Krona, or 
Euro denominated transactions?

Are suppliers and customers creditworthy?

Aidan Corporation
(Cork, Ireland)

EXHIBIT 1.4     Aidan Corp: Initiation of the Globalization Process
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foreign direct investment sequence—as shown in Exhibit 1.5. These alternatives include 
the creation of foreign sales offices, the licensing of the company name and everything 
associated with it, and the manufacturing and distribution of its products to other firms 
in foreign markets.

As Aidan moves further down and to the right in Exhibit 1.5, the extent of its physical 
presence in foreign markets increases. It may now own its own distribution and production 
facilities, and ultimately, it may want to acquire other companies. Once Aidan owns assets and 
enterprises in foreign countries, it has entered the multinational phase of its globalization.

The Multinational Enterprise’s Consolidated Financial Results
Aidan will create more and more foreign subsidiaries as it expands globally. Some MNEs 
may only have one foreign subsidiary, while others, like Johnson & Johnson (U.S.), have 
nearly 200. Each subsidiary will have its own set of financial statements and results (income 
statement, balance sheet, and statement of cash flow). Each subsidiary is also likely operating 
in a different currency, subject to differing tax rates, accounting practices such as deprecia-
tion, and a multitude of other financial parameters. The company, however, must periodically 
consolidate all those financial results and report them in the currency of its home country.

Exhibit 1.6 illustrates a simplified income statement consolidation for Aidan. Assuming 
that Irish-based Aidan has two foreign subsidiaries, one in Malaysia and one in Turkey, in 
addition to its Irish operations, it converts the various income statement items to euros 
from Malaysian ringgit and Turkish lira at the average exchange rate for each currency pair 
for the period (in this case, the year). As we will see in later chapters, this process results 
in a number of currency risks and exposures, as exchange rates may change in ways that 
increase or decrease consolidated results.

EXHIBIT 1.5     Aidan’s Foreign Direct Investment Sequence

Greater Foreign Investment

Requiring Putting More
and More Capital at Risk

Greater Foreign Presence

Requiring a Higher
Level of Managerial Intensity

Control/Own Assets Abroad

Exploit Existing
Advantage Abroad

Production at Home:
Exporting

Licensed Manufacturing

Change Competitive
Advantage

Aidan Corporation

Wholly Owned SubsidiaryJoint Venture

Acquisition of a 
Foreign EnterpriseGreenfield Investment

Production Abroad
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The Limits to Financial Globalization
The theories of international business and international finance introduced in this chapter 
have long argued that with an increasingly open and transparent global marketplace in which 
capital may flow freely, capital will increasingly flow and support countries and companies 
based on the theory of comparative advantage. Since the mid-twentieth century, this has in-
deed been the case as more and more countries have pursued more open and competitive 
markets. But the past decade has seen the growth of a new kind of limit or impediment to fi-
nancial globalization: the increasing influence and self-enrichment of organizational insiders.

One possible representation of this process can be seen in Exhibit 1.7. If influential insiders in 
corporations and sovereign states continue to pursue the increase in firm value, there will be a defi-
nite and continuing growth in financial globalization. But if these same influential insiders pursue 
their own personal agendas, which may increase their personal power and influence or personal 
wealth, or both, then capital will not flow into these sovereign states and corporations. The result 
is the growth of financial inefficiency and the segmentation of globalization outcomes creating 
winners and losers. As we will see throughout this book, this barrier to international finance may 
indeed become increasingly troublesome. This growing dilemma is also something of a composite 
of what this book is about. The three fundamental elements—financial theory, global business, and 
management beliefs and actions—combine to present either the problem or the solution to the 
growing debate over the benefits of globalization to countries and cultures worldwide.

We close this chapter and open this book with the simple words of one of our colleagues 
on the outlook for global finance and global financial management:

Welcome to the future. This will be a constant struggle. We need leadership, citizenship, 
and dialogue. 

—Donald Lessard, in Global Risk, New Perspectives and Opportunities, 2011, p. 33.

EXHIBIT 1.6     Selected Consolidated Income Results for Aidan (Ireland)

As an Irish-based multinational company, Aidan must consolidate the financial results (in this case, sales and earnings 
from the income statements) of foreign subsidiaries. This requires converting foreign currency values into euros.

Aidan, for the year shown, generated 61.3% of its global sales in Ireland, with those Irish sales making up 58.9% of its consolidated profits. From 
quarter to quarter and year to year, both the financial performance of the individual subsidiaries will change in addition to exchange rates.

* This is a simplified consolidation. Actual consolidation accounting practices require a number of specific line item adjustments not shown here.

Country Currency
Sales  

(millions)
Avg Exchange Rate 

for Year
Sales  

(millions euros)
Percent  
of Total

Ireland European euro (€) €400 €400 61.3%

Malaysia Malaysian ringgit (MYR) MYR500 MYR4.59 = €1.00 €108.9 16.7%

Turkey Turkish lira ( ) 900 6.28 = €1.00 €143.3 22.0%

€652.2 100%

Country Currency
Earnings  
(millions)

Avg Exchange Rate 
for Year

Earnings  
(millions euros)

Percent  
of Total

Ireland European euro (€) €38.1 €38.1 58.9%

Malaysia Malaysian ringgit (MYR) MYR43.75 MYR4.59 = €1.00 €9.53 14.7%

Turkey Turkish lira ( ) 107.1 6.28 = €1.00 €17.05 26.4%

€64.68 100%
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Summary Points

Source: Constructed by authors based on “The Limits of Financial Globalization,” Rene M. Stulz, Journal of Applied Corporate
Finance, Vol. 19, No. 1, Winter 2007, pp. 8–15.

If these influential insiders are building personal wealth over that of the firm, it will indeed result in preventing
the flow of capital across borders, currencies, and institutions to create a more open and integrated global
financial community.

There is a growing debate over whether many of the insiders and rulers of organizations with enterprises
globally are taking actions consistent with creating firm value or consistent with increasing their own
personal stakes and power.

Actions of Rulers 
of Sovereign States

Higher Firm Value
(possibly lower
insider value)

Lower Firm Value
(possibly higher
insider value)

Actions of
Corporate Insiders

The Twin Agency
Problems Limiting

Financial Globalization

EXHIBIT 1.7     The Limits of Financial Globalization

■■ The creation of value requires combining three critical 
elements: (1) an open marketplace, (2) high-quality 
strategic management, and (3) access to capital.

■■ The theory of comparative advantage provides a basis 
for explaining and justifying international trade in a 
model world of free and open competition.

■■ International financial management requires an un-
derstanding of cultural, historical, and institutional dif-
ferences, such as those affecting corporate governance.

■■ Although both domestic firms and MNEs are exposed 
to foreign exchange risks, MNEs alone face certain 
unique risks, such as political risks, that are not nor-
mally a threat to domestic operations.

■■ MNEs strive to take advantage of imperfections in na-
tional markets for products, factors of production, and 
financial assets.

■■ The decision whether or not to invest abroad is driven 
by strategic motives and may require the MNE to 
enter into global licensing agreements, joint ventures, 
cross-border acquisitions, or greenfield investments.

■■ If influential insiders in corporations and sovereign 
states pursue their own personal agendas, which may 
increase their personal power, influence, or wealth, 
then capital will not flow into these sovereign states 
and corporations. This will, in turn, create limitations 
to globalization in finance.

terment for many. Fintech could conceptually include any 
technology associated with the movement of or transactions 
involving money. The abacus, cash register, and automated tell-
er machine (ATM) are all examples of financial technological 
developments. The term today is more commonly associated 
with online payments processing, such as AliPay, PayPal, or M-
Pesa and cryptocurrencies like Bitcoin and Litecoin.2

Global Fintech1

Fintech—financial technology—will, in the eyes of some, revo-
lutionize the world. To others, it is just the most recent evo-
lutionary stage of the financial industry. It has, however, the 
power to overcome barriers of access and inclusion to people 
in many countries, altering the trajectory of economic bet-

MINI-CASE

1Copyright ©2021 Michael H. Moffett. All rights reserved. This case was prepared by Professor Michael H. Moffett for the purpose of 
classroom discussion only.
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2Many of these developments and platforms use blockchain technology. Blockchain is an encrypted list of records, called blocks, that 
are linked together. Although fundamental to cryptocurrencies like Bitcoin, it is not a uniquely financial technology.
3El Salvador in 2021 became the first country to declare a cryptocurrency, Bitcoin, official legal tender, money.
4“The Future of Financial Services: How Disruptive Innovations Are Reshaping the Way Financial Services Are Structured, Provisioned 
and Consumed,” World Economic Forum, Prepared in collaboration with Deloitte, Final Report, June 2015.

But fintech is much more than just payments process-
ing or cryptocurrencies.3 Developments in financial tech-
nology associated with Internet access and mobile commu-
nications can potentially disrupt nearly every dimension of 
financial services. At present, across the globe, from Kenya 
to Kathmandu, new platforms and processes and products 
are advancing as rapidly as most nations will allow them to. 
The potential for fintech across countries will in many ways 
cross three different axes of national development: (1) lev-
el of economic development, (2) financial sector infrastruc-
ture, and (3) bank/financial services regulatory landscapes. 
But like all technologies, they are not inherently good or 
evil; the societal outcome depends on how they are applied.

Financial Landscape
Access to critical financial services, such as payments, 
savings and insurance, helps people improve their lives. 
But access is unequal and poor people and small firms 
typically have many fewer options. Fintech has shown  
its potential to close gaps in the delivery of financial ser-
vices to households and firms in emerging markets and 
developing economies. Initially, such benefits were chan-
neled via mobile money and digital payments solutions.

Research conducted at country and regional level, and 
more recently at global level, has shown the effectiveness 
of such solutions for financial inclusion. Other types of 
fintech firms, such as lending and capital raising plat-
forms, are showing their potential to improve access to  
finance for underserved groups, including SMEs,  
although these platform solutions are still at an early 
stage in the majority of emerging markets and develop-
ing economies. Finally, firms that provide supporting 
services such as credit scoring or digital ID solutions are 
helping to expand the benefits of fintech across the en-
tire financial sector.  —“The Global Covid-19 FinTech Market 
Rapid Assessment Study,” World Bank Group, 2020, p. 8.

What is fintech’s real potential? Which societal financial 
functions are likely to be impacted? A basic overview of 
which financial functions and services society utilizes has 
been somewhat missing from the discussion. The World Eco-
nomic Forum offered up a basic description of the financial 
landscape, what it called the Wheel, a number of years ago 
that is helpful in understanding the multitude of financial 
service sectors that could potentially be impacted by fintech. 
The Wheel identifies six sectors of potential impact.4

1.	 Payments. The execution of payment processing for 
both B2C and B2B transactions was the first and gener-
ally easiest financial service to be impacted by fintech. 
The movement toward digital payments is already quite 
advanced in a number of nations where the people are 
often ahead of the institutions, both banks and regulators.

2.	 Market provisioning. The development of technologi-
cal data collection and analysis, some using artificial 
intelligence for rapid financial assessments, some 
using artificial intelligence, is expected to be a key 
area of impact. This sector is still considered in its in-
fancy, as the artificial intelligence and big data neces-
sary to support its use are still considered developing.

3.	 Investment management. The increased reach of 
fintech to previously ignored and underserved de-
mographic and income sectors (e.g., Robinhood) 
has already proven both powerful and disruptive. 
The promise of the developing world is enormous in 
changing spending/saving-investment behaviors.

4.	 Insurance. Access to insurance services, particularly 
affordable services, is one of the key development 
barriers in emerging economies. Insurance is often 
one of the requirements for acquiring and utilizing 
assets for business and economic development. But 
new digital insurance providers are rapidly changing 
who and what is insured at what costs.

5.	 Deposits and lending. This is one of the core tradi-
tional banking functions that is already undergoing 
disruptive change. Financial institutions have been 
rapidly adopting fintech apps for deposit taking but 
have been slow to advance the lending functions. 
Fintech lending has some of the greatest potential 
but also some of the greatest risks—for example, the 
experience China has had with peer-to-peer (P2P) 
lending—for the global financial system.

6.	 Capital raising. Internet-based capital-raising chan-
nels such as crowdfunding have rapidly developed 
their own financial ecosystems. More innovation than 
disruption, fintech capital raising represents some 
of the greatest potential improvements in society 
through economic development.

This is just one taxonomy of societal financial func-
tions. But regardless of how the financial service cake is 
sliced, it is clear that fintech’s potential to alter the lives 
of people in all countries and markets is real and, in many 
cases, already here. The recent global pandemic provided a 
multitude of examples of how fintech could provide more 
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the bureaucratic, stodgy banking empires of the past. But that 
will only happen if they can break down the political power 
and breach the turf of the established institutions.

The one sector of possibly the greatest potential ben-
efit in global business is digital lending. A naive or simplis-
tic view of the world might be to visualize that the rich, 
highly industrialized countries, that play host to most of 
the world’s capital, could see massive opportunities in get-
ting the capital to the business entrepreneurs, startups, and 
under-capitalized enterprises in the emerging world. This 
access, once again, has been somewhat denied as estab-
lished banking industries in countries, not foreign inves-
tors or lenders, define the rules of access. Again, fintech 
innovations, like FairMoney in Nigeria or Goldman Sachs 
in Mexico, are finding their way through the forests of na-
tional regulatory barriers and data deficiencies to offer 
small enterprises access to capital.5

Cross-Border Potential
One example of the potential power of fintech for good is 
that of international money transfers. Migrant workers all 
over the world continue to suffer extremely high transfer 
costs, often ranging between 5% to 25%, to simply transfer 
the income they have generated in a host country back to 
their families and friends in their home countries.

International money transfers in many ways repre-
sent one of the biggest challenges of fintech: low-income 
populations, with no legal standing, political standing, 
or banking access, attempting to move small amounts of 
money across borders. Fintech firms have started building  
their own international correspondent relationships, some 
banking, allowing these transfers to bypass the legacy  
banking systems that exploited lower-income migrant 
populations. Unfortunately, that does not mean that the 
fintech providers do not similarly exploit low-income cus-
tomers. M-Pesa, a payment processing platform founded 
in Kenya and then expanded to a multitude of countries 
across Africa, is considered by many one of the true suc-
cess stories of fintech. But a multitude of studies have cited 
its monopoly status. With no real competitors, it has been 
able to charge high fees for its use. Once again technology 
does not assure healthy societal outcomes.

Promise and Peril
Probably no single case exemplifies the risks and rewards 
of fintech better than Alipay and China. China, all agree, 
is the leader in fintech development, in some ways be-
cause it is a nexus of both categories of markets described 
in the previous section—under-banked and over-banked. 
And China also offers a powerful device of expediting 

information and more financial services to people every-
where, partially in support of the world’s struggle to ease 
human suffering from COVID.

Digital financial services are faster, more efficient, and 
typically cheaper than traditional financial services and, 
therefore, increasingly reaching lower-income house-
holds and small- and medium-sized enterprises (SMEs). 
During the COVID-19 health crisis, digital financial ser-
vices can and are enabling contactless and cashless trans-
actions. Where digital financial inclusion is advanced, 
they are helping facilitate the efficient and quick deploy-
ment of government support measures, including to peo-
ple and firms affected by the pandemic. —“The Promise 
of Fintech, Financial Inclusion in the Post COVID-19 Era,” 
Ratna Sahay, Ulric Eriksson von Allmen, Amina Lahreche, 
Purva Khera, Sumiko Ogawa, Majid Bazarbash, and Kim 
Beaton, International Monetary Fund, No. 20/09, 2020.

Country Reach
One of the curious facets of fintech is that it may have 
the greatest impact on countries which are largely under-
banked and, simultaneously, those that are over-banked.

Like mobile phones in countries without existing 
landline infrastructures, fintech can leapfrog the legacy 
physical infrastructure of traditional banking. It can po-
tentially provide all of the basic financial services that the 
large marble-columned edifices have provided in older in-
dustrial markets for centuries at a fraction of the cost, both 
capital and operating. In these countries—for example, 
those in Sub-Saharan Africa—banking sectors are in some 
cases rudimentary, with a large part of the population not 
having access to traditional banking services. Here fintech 
can be fundamental, accessible at low cost, and powerful in 
reach. There is little to “disrupt”; here fintech can be seen 
in the role of a new financial infrastructure. And that can 
in turn act as a device for inclusion.

At the same time, fintech’s potential may also be quite 
impactful and disruptive in the older highly banked industri-
alized markets. These are markets—for example, the United 
States or Mexico—where banks have operated profitably for 
more than two centuries. They are established within a soci-
etal structure of laws, regulations, and institutions that shelter 
and protect their activities and markets. And that long-term 
protection has in many cases resulted in low rates of innova-
tion, most importantly in the under-investment in digital and 
cellular financial services that many customers now desire—
now that people have discovered what those services may 
offer and cost. The traditional highly banked developed mar-
kets may be ripe for fintech disruption, as new digital finan-
cial services may be much cheaper and more efficient than 

5See for example “Why Goldman Sachs Is Interested in a Small Bike Shop in Mexico, Bank’s Credit Line to Fintech Firm Credijusto Is 
Latest Example of Growing Market of Alternative Lenders to Local Business,” by Robbie Whelan, The Wall Street Journal, March 14, 
2019; and “FinTechs Find Lending’s ‘Atomic Data Points’ in Emerging Markets,” by PYMNTS, February 26, 2021.
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fintech—those most capable of embracing digital trans-
actions are also those with some of the greatest income/
wealth-generating capabilities. Oh, to be young.

Home to an old, bureaucratic, and politically power-
ful banking industry, it has seen the advancement of two 
of the world’s largest and most successful digital payments 
systems, WeChatPay (a unit of Tencent) and AliPay (a unit 
of Ant Group). These digital payments applications allow 
buying and selling of all things economic without the use 
of traditional cash, bank checks, or credit cards while op-
erating outside the traditional banking system. AliPay, the 
largest, is a third-party mobile and online payment plat-
form utilizing a Quick Response (QR) code on a personal 
phone to conduct electronically recorded transactions in 
an instant. As the world’s largest online payment platform 
it grew in market share and reach with the most advanced 
of consumers in Shanghai (over-banked) to the poorest of 
farmers in the inland provinces (under-banked).

In November 2020, AliPay’s parent company, the Ant 
Group, was 48 hours away from its initial public offer-
ing (IPO) when the Chinese government stepped in and 
stopped it. Expected to be the largest IPO in financial histo-
ry, the Ant Group and its founder Jack Ma had purportedly  
grown so large and so powerful that Chinese authorities 
worried about its impact on their financial system’s sta-
bility. One specific activity was Ant’s role in originating 
loans, playing a middleman role in connecting borrowers 
with lenders (banks) through its digital interface. The fear 
was that it was starting to operate similar to bank lending 

seen in the U.S. leading up to the financial crisis of 2008, 
where a lack of prudent due diligence in lending led to 
subprime borrowing—and repayment delinquencies—at 
record rates.6 In the months that followed, the Chinese 
government rolled out a series of additional regulations 
to ensure that most lending remained in the hands of the 
banks themselves, for now.

Fintech Themes
Fintech offers new and impactful opportunities for money 
and capital to flow outside the brick-and-mortar institu-
tions of the past and present. Strangely, whether fintech 
will threaten the banks, partner with the banks, or both 
is dominating much of the discussion at present. Yet the 
banks or existing financial institutions are largely only 
distributors, the plumbing and plumber, moving the capi-
tal from those who have it to those who wish to use it. 
With greater capital freedom will come risks and failures 
that cause governments to take one step back with each 
two steps forward. Such is experience. The net result, 
that’s positive.

MINI-CASE QUESTIONS

1.	 Why do you think fintech’s relationship to banking 
systems is the focal point of such debate?

2.	 Why has China proven to be the leader in fintech?

3.	 In your opinion, is fintech revolutionary or evolutionary?

6Although Ant’s lending activities was the common explanation for the regulatory crackdown, it is estimated that total Ant lending was 
less than 1% of total Chinese bank lending.

Questions
	1.1 	  Globalization Risks for MNEs. Was globalization re-

sponsible for the slowdown of multinational enterprise 
(MNE) business during the financial crisis of 2008?

	1.2 	  MNEs and Operation in Global Markets. What are 
the factors that affect the decisions of multinational 
enterprises to operate in global markets?

	1.3 	  Eurocurrencies and Eurocurrency Markets. What 
are the major eurocurrencies? What is meant by a 
Eurocurrency market?

	1.4 	  Fragility of the Global Financial Marketplace. How 
has the global financial crisis exposed the fragility of 
assets and institutions of the global system?

	1.5 	  MNEs and LIBOR. Most MNEs either take loans 
in eurocurrencies or issue Eurobonds with a float-
ing coupon rate tied to the LIBOR. Explain how 
MNEs were affected by the LIBOR scandal.

	1.6 	  Post-LIBOR Scandal. Why do you think the 
U.K. government has resolved against the total 

elimination of LIBOR benchmarks after the 
scandal?

	1.7 	  Limitations of Comparative Advantage. The key to 
understanding most theories is what they say and what 
they don’t. Name four key limitations to the theory of 
comparative advantage.

	1.8 	  International Financial Management. What is dif-
ferent about international financial management?

	1.9 	  Aidan’s Globalization. After reading the chapter’s 
description of Aidan’s globalization process, how 
would you explain the distinctions between interna-
tional, multinational, and global companies?

	1.10	 Aidan, the MNE. At what point in the globalization 
process did Aidan become an MNE?

	1.11	 Market Conditions. The decisions of MNEs to move 
to new markets invariably take advantage of both 
market imperfections and market efficiencies. Explain.

	1.12	 Why Go? Why do firms become multinational?

	1.13	 Investment Motives of Firms. What is the difference 
between proactive and defensive investment motives?
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	1.14	 Aidan’s Phases. What are the main phases that Aidan 
passed through as it evolved into a truly global firm? 
What are the advantages and disadvantages of each?

	1.15	 Financial Globalization. Explain the twin agency 
problems. How do the twin agency problems limit fi-
nancial globalization?

Problems
	1.1 	  Mark Du Plessis in Johannesburg. Mark Du Plessis 

lives in Johannesburg, South Africa. He can buy one 
euro for R16.3700 (South African rand). At the same 
time, Richard Nolan, living in Paris, can buy a South 
African rand for €0.0631.  What is the foreign exchange 
rate between the South African rand and the euro?

	1.2 	  Mexico’s Cada Seis Años. Mexico was famous—or 
infamous—or many years for having two things every 
six years (cada seis años in Spanish): a presidential 
election and a currency devaluation. This was the case 
in 1976, 1982, 1988, and 1994. In its last devaluation on 
December 20, 1994, the value of the Mexican peso (Ps) 
was officially changed from Ps3.30  =  $1.00 to Ps5.50  
=  $1.00. What was the percentage devaluation?

	1.3 	  Krisianto’s Competing Job Offers. Krisianto, after an 
intensive post-graduation job search, has received job 
offers from three multinational companies. Each po-
sition is based in a different country—Mozambique, 
Uzbekistan, and Singapore—and offers a different 
starting salary and a different signing bonus in a dif-
ferent currency. Krisianto wants to compare all the 
compensation packages in a common currency, the 
euro. Use the data below to determine which offer 
represents the greatest initial euro compensation 
package.

	1.4 	  Munich to Moscow. For your post-graduation cel-
ebratory trip you decide to travel from Munich, 
Germany, to Moscow, Russia. You leave Munich with 
15,000 euros (EUR) in your wallet. Wanting to ex-
change all of them for Russian rubles (RUB), you 
obtain the following quotes:

Spot rate on the U.S. dollar to euro cross rate: 
USD1.0644 = EUR1.00

Spot rate on the Russian ruble to dollar cross rate: 
RUB59.468 = USD1.00

a.	 What is the Russian ruble-euro cross rate?
b.	 How many Russian rubles will you obtain for 

your euros?

	1.5 	  Rugby World Cup and JPY. Steven McGregor had 
planned his trip to the Rugby World Cup in Japan for al-
most a year. He had budgeted—saved—€17,000 for ex-
penses while in Japan. But he had postponed exchang-
ing the euros for Japanese yen (JPY or ¥)—until the 
very last minute on September 17th, doing it at Dublin 
Airport at JPY 119.23 = 1.00 EUR. Given the following 
average monthly exchange rates in 2019, when should 
he have exchanged the euros for yen to maximize his 
Japanese spending money?

Month
JRL  =  
1.00 EUR Month

JRL  =  
1.00 EUR

January 125.18 May 121.76

February 126.17 June 122.71

March 124.38 July 121.14

April 124.95 August 11702

	1.6 	  Pokémon Go. Crystal Gomez, who lives in Mexico 
City, bought 100 Pokécoins for 17 Mexican pesos (Ps 
or MXN). Nintendo of Japan, one of the owners of 
Pokémon Go, will need to convert the Mexican pesos 
(Ps or MXN) into its home currency, the Japanese 
yen, in order to record the financial proceeds. The cur-
rent spot exchange rate between the Mexican peso 
and the U.S. dollar is MXN18.00 = USD1.00, and the 
current spot rate between the dollar and the Japanese 
yen (¥ or JPY) is JPY100.00 = USD1.00. What are the 
yen proceeds of Crystal Gomez’s purchase?

	1.7 	  Isaac Díez of Brazil. Isaac Díez Peris lives in Rio de 
Janeiro, Brazil. While attending school in Spain he 
meets Juan Carlos Cordero from Guatemala. Over 
the summer holiday Isaac decides to visit Juan Carlos 
in Guatemala City for a couple of weeks. Isaac’s par-
ents give him some spending money, 4,500 Brazilian 
real (BRL). Isaac wants to exchange his Brazilian real 
for Guatemalan quetzals (GTQ). He collects the fol-
lowing rates:
Spot rate, Guatemalan quetzals per euro: 
GTQ10.5799  =  EUR1.00
Spot rate, Euros per Brazilian real: EUR0.4462  =  
BRL1.00

a.	 What is the Brazilian reais/Guatemalan quetzal 
cross rate?

b.	 How many Guatemalan quetzals will Isaac get 
for his Brazilian reais?

Country ISO Currency Salary Signing Bonus Currency = €1.00

Mozambique MZN metical (MT) MT3,000,000 MT850,000 68.5900

Uzbekistan UZS so’m So’m400,000,000 So’m100,000,000 10,389.84

Singapore SGD dollar (S$) S$85,000 S$18,000 1.5100

Problem 1.3
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This is most meaningful when the comparison is for 
the identical or near-identical product or service 
across countries. Deutsche Bank has recently started 
publishing a comparison of cheap dates—an eve-
ning on the town for two to eat at McDonald’s, see 
a movie, and have a drink. Once all costs are con-
verted to a common currency, the U.S. dollar in this 
case, the cost of the date can be compared across cit-
ies relative to the base case of a cheap date in USD 
in New York City. After completing the table below, 
answer the following questions.
a.	 Which city in the table truly offers the cheapest 

date?
b.	 Which city in the table offers the most expen-

sive cheap date?
c.	 If the exchange rate in Moscow on the Russian 

ruble (RUB) was 0.04200, instead of 0.0283, 
what would be the USD price?

d.	 If the exchange rate in Shanghai was CNY 6.66  
=  1 USD, what would be its cost in USD and 
relative to a cheap date in New York City?

	1.8 	  Moscow to Tokyo. After spending a week in 
Moscow you get an email from your friend in 
Japan. He can get you a very good deal on a plane 
ticket and wants you to meet him in Tokyo next 
week to continue your post-graduation celebratory 
trip. You have 450,000 Russian rubles (RUB) left in 
your money pouch. In preparation for the trip you 
want to exchange your Russian rubles for Japanese 
yen (JPY), so you get the following quotes:
Spot rate on the Russian ruble to U.S. dollar cross 
rate: RUB30.96 = USD1.00
Spot rate on the Japanese yen to U.S. dollar cross 
rate: JPY84.02 = USD1.00

a.	 What is the Russian ruble/yen cross rate?

b.	 How many Japanese yen will you obtain for 
your Russian rubles?

	1.9 	  Comparing Cheap Dates around the World. 
Comparison of prices or costs across different coun-
try and currency environments requires translation 
of the local currency into a single common currency. 

Country City
Cheap Date in  
Local Currency

Exchange  
Rate Quote Exchange Rate In USD

Relative 
to NYC

Australia Sydney AUD 111.96 USD = 1 AUD 0.9290 104.01 112%

Brazil Rio de Janeiro BRL 135.43 USD = 1 BRL 0.4363    

Canada Ottawa CAD 78.33 USD = 1 CAD 0.9106    

China Shanghai CNY 373.87 USD = 1 CNY 0.1619    

France Paris EUR 75.57 USD = 1 EUR 1.3702    

Germany Berlin EUR 76.49 USD = 1 EUR 1.3702    

Hong Kong Hong Kong HKD 467.03 USD = 1 HKD 0.1289    

India Mumbai INR 1,379.64 USD = 1 INR 0.0167    

Indonesia Jakarta IDR 314,700 USD = 1 IDR 0.0001    

Japan Tokyo JPY 10,269.07 USD = 1 JPY 0.0097    

Malaysia Kuala Lumpur MYR 117.85 USD = 1 MYR 0.3048    

Mexico Mexico City MXN 423.93 USD = 1 MXN 0.0769    

New Zealand Auckland NZD 111.52 USD = 1 NZD 0.8595    

Philippines Manila PHP 1,182.88 USD = 1 PHP 0.0222    

Russia Moscow RUB 2,451.24 USD = 1 RUB 0.0283    

Singapore Singapore SGD 77.89 USD = 1 SGD 0.7939    

South Africa Cape Town ZAR 388.58 USD = 1 ZAR 0.0946    

United Kingdom London GBP 73.29 USD = 1 GBP 1.6566    

United States New York City USD 93.20 1 USD 1.0000 93.20 100%

United States San Francisco USD 88.72 1 USD 1.0000    

Source: Data drawn from The Random Walk, Mapping the World’s Prices 2014, Deutsche Bank Research, 09 May 2014, Figures 30 and 32, with author calculations.

Note: The cheap date combines the local currency cost of a cab ride for two, two McDonald’s hamburgers, two soft drinks, two movie tickets, and two beers. In 2013 
Deutsche Bank had included sending a bouquet of roses in the date, but did not include that in the 2014 index, making the two years not directly comparable.

Problem 1.9
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Fixed Rmb Pricing of the PT350 Plasma Cutting Torch

Year Cost (Rmb)
Margin 
(Rmb)

Price 
(Rmb)

Margin 
(percent)

Average Rate 
(Rmb/US$) Price (US$)

Percent Chg 
in US$ Price

2007 16,000 2,000 18,000 11.1% 7.61 2,365 —

2008 15,400                                  6.95                      

2009 14,800                                  6.83                      

2010 14,700                                  6.77                      

2011 14,200                                  6.46                      

2012 14,400                                  6.31                      

2013 14,600                                  6.15                      

2014 14,800                                  6.16                      

Cumulative           

	1.10	 Blundell Biotech. Blundell Biotech is a U.S.-based 
biotechnology company with operations and earn-
ings in a number of foreign countries. The company’s 
profits by subsidiary, in local currency (in millions), 
are shown in the following table for 2013 and 2014. 
The average exchange rate for each year, by currency 
pairs, was the following. Use this data to answer the 
following questions.
a.	 What were Blundell Biotech’s consolidated 

profits in U.S. dollars in 2013 and 2014?

b.	 If the same exchange rates were used for both 
years—what is often called a “constant currency 
basis”—was the change in corporate earnings on 
a constant currency basis?

c.	 Using the results of the constant currency analy-
sis in part b, is it possible to separate Blundell’s 
growth in earnings between local currency earn-
ings and foreign exchange rate impacts on a 
consolidated basis?

Net Income
Japanese 
Subsidiary

British 
Subsidiary

European 
Subsidiary

Chinese 
Subsidiary

Russian 
Subsidiary

U.S.  
Subsidiary

2013 JPY 1,500 GBP 100.00 EUR 204.00 CNY 168.00 RUB 124.00 USD 360.00

2014 JPY 1,460 GBP 106.40 EUR 208.00 CNY 194.00 RUB 116.00 USD 382.00

The average exchange rate for each year, by currency pairs, was the following. Use this data to answer the follow-
ing questions.

Exchange Rate
JPY = 1 

USD
USD = 1 

GBP
USD = 1 

EUR
CNY = 1 

USD
RUB = 1 

USD USD

2013 97.57 1.5646 1.3286 6.1484 31.86 1.0000

2014 105.88 1.6473 1.3288 6.1612 38.62 1.0000

	1.11	 Peng Plasma Pricing. Peng Plasma is a privately 
held Chinese business. It specializes in the manufac-
ture of plasma cutting torches. Over the past eight 
years it has held the Chinese renminbi price of the 
PT350 cutting torch fixed at Rmb 18,000 per unit. 
Over that same period it has worked to reduce costs 
per unit but has struggled of late due to higher input 
costs. Over that same period the renminbi has con-
tinued to be revalued against the U.S. dollar by the 

Chinese government. After completing the table—
assuming the same price in renminbi for all years—
answer the following questions.
a.	 What has been the impact of Peng’s pricing 

strategy on the US$ price? How would you ex-
pect their U.S. dollar-based customers to have 
reacted to this?

b.	 What has been the impact on Peng’s margins 
from this pricing strategy?
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	1.12 	  Andreas Delon’s Compensation. Andreas Delon is 
a French citizen who has been offered the position 
of CEO of LakePharma, a large French pharma-
ceuticals firm. LakePharma produces high-quality 
chemicals used by pharmaceutical firms around the 
world. Much of the production of LakePharma is 
sold in Switzerland, which means that Andreas Delon 
will spend most of his time there helping to market 
LakePharma’s products to Swiss pharmaceutical firms. 
He wishes to be paid in euros, not Swiss francs (CHF).

LakePharma has agreed to pay Andreas’ base 
salary in euros, but insists on paying his sales com-
mission and bonus (amounting to 25% of his base 
salary) in Swiss francs. Andreas is unable to de-
cide whether to agree to this suggestion or to in-
sist on receiving all his remuneration in euros. He 
constructs the table on the next page showing the 
sales revenue to help him decide. As a close friend 
and colleague, what advice would you give him 
based on your completion of the following table?

Year (million euros) Change CHF = 1 EUR (million CHF) Change

2015 €1,000 1.05 CHF           

2016 €1,100           % 1.06 CHF                      %

2017 €1,250           % 1.07 CHF                      %

2018 €1,300           % 1.08 CHF                      %

EuroVirtual. Problems 13–17 are based on EuroVir-
tual, a France-based multinational IT firm. In addi-
tion to its home operations in France, EuroVirtual 
owns and operates subsidiaries in Switzerland, the 

United Kingdom, and Denmark. It has 650,000 shares 
currently outstanding on the pan-European stock  
exchange: Euronext. The following table summarizes 
the business performance of EuroVirtual:

Business  
Performance  
(000s)

French 
Parent 
(euros, €)

Swiss 
Subsidiary 
(Swiss franc, 
CHF)

British Subsidiary 
(British pound, £)

Danish 
Subsidiary 
(Danish krone, 
DKK)

Earnings before taxes 
(EBT) in 000s of 
domestic currency

€2,500 CHF400 £2,100 DKK4,500

Corporate income 
tax rate

33.3% 25% 20% 23%

Average cross rate 
for the period

— CHF1.0335/€ £0.7415/€ DKK7.4642/€

	1.13	 EuroVirtual’s Consolidated Earnings. EuroVirtual 
pays different tax rates for each of its country 
operations.
a.	 What are its earnings per share in euros after 

deducting taxes?
b.	 What is the proportion of EuroVirtual’s consoli-

dated EBT that arises from each country?
c.	 What is the proportion of income generated 

outside France?

	1.14	 EuroVirtual’s EPS Sensitivity to Exchange Rates (A).  
On January 15, 2015, the Swiss National Bank 
(SNB) decided to unpeg the franc, which was fixed 
at CHF1.20/€ since 2011. Suppose the SNB was to 
reverse its decision and readopt the previous peg. 

How would this affect the consolidated EPS of 
EuroVirtual if all other exchange rates, tax rates, 
and earnings remain unchanged?

	1.15	 EuroVirtual’s EPS Sensitivity to Exchange 
Rates (B). Assume a major weather crisis hits 
Switzerland, reducing its agricultural and food 
industries and subsequently leading to a macro-
economic recession, and by extension weaken-
ing the Swiss franc. What would be the impact 
on EuroVirtual’s consolidated EPS if, in addition 
to the fall in the value of the franc to CHF 1.2/€, 
earnings before taxes in Switzerland fell as a re-
sult of the recession by half?
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	1.16	 EuroVirtual’s  EPS  and  Euro  Appreciation/
Depreciation. Since its introduction in 2003, the 
euro has been fluctuating against major global 
currencies.
a.	 What is the impact of 15% appreciation of all  

major currencies against the euro on the consoli
dated EPS of EuroVirtual?

b.	 What is the impact of 20% depreciation of all 
major currencies against the euro on the con-
solidated EPS of EuroVirtual?

	1.17	 EuroVirtual’s Global Taxation and Effective Tax 
Rate. All MNEs attempt to minimize their global 
tax liabilities. Return to the original set of baseline 

assumptions and answer the following questions re-
garding EuroVirtual’s global tax liabilities:

a.	 What is the total corporate income tax that 
EuroVirtual pays for all its operations in euros?

b.	 What is its effective tax rate (total taxes paid as 
a proportion of pre-tax earnings)?

c.	 Suppose the United Kingdom decides to reduce  
its corporate tax rate to 10%, leading to a rise  
in EuroVirtual’s British subsidiary’s earnings  
before tax to £3,000,000. What would be the  
impact on EuroVirtual’s EPS?
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LEARNING OBJECTIVES
2.1	 Explore how the international monetary system has evolved from the days of the 

gold standard to today’s eclectic currency arrangement

2.2	 Examine how the choice of fixed versus flexible exchange rate regimes is made by 
a country in the context of its desires for economic and social independence and 
openness

2.3	 Describe the tradeoff a nation must make between a fixed exchange rate, monetary 
independence, and freedom of capital movements—the impossible trinity

2.4	 Explain the dramatic choices the creation of a single currency for Europe—the 
euro—required of the European Union’s member states

2.5	 Study the complexity of exchange rate regime choices faced by many emerging  
market countries today including China

2.6	 Evaluate trends in global reserve currencies and how the introduction of digital  
currencies may impact the future of the international monetary system

This chapter begins with a brief history of the international monetary system, from the days 
of the classical gold standard to the present time. The first section describes contemporary 
currency regimes and their construction and classification. The second section examines 
fixed versus flexible exchange rate principles. The third section, what we would consider the 
theoretical core of the chapter, describes the attributes of the ideal currency and the choices 
nations must make in establishing their currency regime. The fourth section describes the 
creation and development of the euro for European Union participating countries. The fifth 
section details the difficult currency regime choices faced by many emerging market coun-
tries today. We then conclude with both data and thoughts on global reserve currencies and 
what the future might hold. The chapter concludes with the mini-case The Promise of the 
Digital Yuan, which examines the rapid development of China’s government-sponsored digi-
tal currency.

The price of every thing rises and falls from time to time and place to place; and with 
every such change the purchasing power of money changes so far as that thing goes.
—Alfred Marshall, Principles of Economics, 8th ed. New York: Cosimo Inc., 2009

International Monetary 
System

2
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2.1  History of the International Monetary System
No world central bank issues a separate currency for commerce across national boundar-
ies. Instead, a “system” of national monies works more or less well in providing a medium 
of exchange and unit of account for current international transactions, as well as a store of 
value and standard of deferred payment for longer-term borrowing and lending.

 —Ronald I. McKinnon, The Rules of the Game: International Money in Historical Perspective,  
Journal of Economic Literature, Vol. 31, No. 1, March 1993, pp. 1–44

The system of international money, as noted by McKinnon above, is essentially a loose agree-
ment between nations to exchange their currencies. Over the centuries, currencies have been 
defined in terms of gold, silver, and other items of value, all within a variety of different 
agreements between nations to recognize these varying definitions. A review of the evolution 
of these systems over the past two centuries, shown in Exhibit 2.1, provides one perspective 
against which to understand how we arrived at today’s rather eclectic system of fixed rates, 
floating rates, crawling pegs, and others and helps us to evaluate weaknesses in and chal-
lenges for all enterprises conducting global business.

The Classical Gold Standard (1879–1913)
Since the days of the pharaohs (about 3000 B.C.), gold has served as a medium of exchange 
and a store of value. The Greeks and Romans used gold coins, and this tradition persisted 
through to the nineteenth century. The great increase in trade during the late nineteenth cen-
tury led to a need for a more formalized system for settling international trade balances. One 
country after another set a par value for its currency in terms of gold or silver and then tried 
to adhere to the so-called rules of the game.1

1860 1880 1900 1920 1940 1960 1980 2000 2020

Classical Gold
Standard

Inter-War
Years

Fixed
Exchange

Rates

Floating
Exchange

Rates Emerging Era

1870s 1914 1923 1938 1944 1973 1997

World War I World War II

Impact
on
Trade

Impact
on
Economies

Increased world trade
with limited capital flows

Trade dominated
capital flows

Protectionism &
nationalism

Increased barriers
to trade &

capital flows

Expanded open
economies

Capital flows begin
to dominate trade

Capital flows
dominate trade

Selected emerging
nations open

capital markets

Industrial economies
increasingly open;
emerging nations

open slowly

Capital flows drive
economic development

EXHIBIT 2.1     The Evolution of the Global Monetary System

1Although the expression “rules of the game” is often attributed to John Maynard Keynes, he actually never listed 
what he thought those rules were. Keynes, in the “Economic Consequences of Mr. Churchill” (1925), described the 
Bank of England reducing credit as a result of the “rules of the gold standard game.”
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Some countries, like the U.S., first defined their currency in terms of both gold and silver 
(a bi-metallic standard), setting a ratio between the two (e.g., 1 unit of gold equaling 15 units 
of silver). If the market values of gold and silver diverged from this ratio, for example, if sil-
ver became relatively more valuable, then it (silver) would flow out of the nation leaving the 
other metal (gold) as the surviving metal backing the currency. The U.S. altered ratios and 
convertibility a number of times in the mid-1800s, even ending convertibility during the Civil 
War years of 1861–1865. In order to finance its war effort, the U.S. government suspended 
convertibility and printed paper money. The paper notes, printed in green on their back 
(“greenbacks”), had no intrinsic value and no exchange value in gold or silver and therefore 
were considered fiat money, money by decree. Following the Civil War the U.S. moved back 
to convertibility. As the rise of gold as the single metal (or specie) became prevalent across 
countries, the classical gold standard was born.

The gold standard as an international monetary system gained acceptance in Western 
Europe in the 1870s. France moved to gold alone in 1873, followed by Germany. Great Britain, 
far ahead of the other major powers of the time, had officially adopted a gold standard in 1844 
under the Bank Charter Act, which made Bank of England notes fully convertible to gold. The 
U.S. was a bit of a latecomer to the system, not officially adopting the gold standard until 1879.

Under the gold standard, the rules of the game were clear and simple: Each country set 
the rate at which its currency unit (paper or coin) could be converted to a given weight of 
gold. For example, prior to the first world war the United States declared the U.S. dollar to be 
convertible to gold at a rate of $20.67 per Troy ounce, while Great Britain pegged the British 
pound sterling at £4.2474 per Troy ounce of gold. As long as both currencies were freely 
convertible into gold within each nation, the rate of exchange between the two monies—the 
parity—was set:

$20.67 = 1 ounce of gold

£4.2474 = 1 ounce of gold
= $4.8665>£1.0

Because the government of each country on the gold standard agreed to buy or sell gold 
on demand at its own fixed parity rate, convertibility, the value of each individual currency in 
terms of gold, and therefore exchange rates between currencies, was fixed. But the validity of 
each parity rate, whether the U.S. dollar, British pound, Russian rouble, or German mark, was 
based on the ability of an individual to exchange the currency for the metal—gold. Maintaining 
reserves of gold, gold ready to be exchanged for the currency on demand, was therefore criti-
cal in order for a government to maintain the faith of its citizens in its monetary system.

The system simultaneously implicitly limited the rate at which any individual govern-
ment could expand its money supply. Growth in the money supply was limited to the rate at 
which official authorities (government treasuries or central banks) could acquire additional 
gold. This restriction was deemed essential to prevent governments from printing money 
and stoking inflationary forces. The gold standard worked adequately until the outbreak of 
World War I interrupted trade flows and the free movement of gold. This event caused the 
main trading nations to suspend operation of the gold standard. And as described in Global 
Finance in Practice 2.1, the gold standard allowed some governments to raise capital on the 
international markets by assuring investors of fixed rates of exchange.

The Interwar Years and World War II (1914–1944)
During World War I and through the early 1920s, currencies were allowed to fluctuate over 
fairly wide ranges in terms of gold and in relation to each other. Theoretically, supply and 
demand for a country’s exports and imports caused moderate changes in an exchange rate 
about a central equilibrium value. This was the same function that gold had performed under 
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GLOBAL FINANCE IN PRACTICE 2.1

From 1931 until 1935, the Gold Bloc tried to continue 
with the gold standard – despite the key international countries 
abandoning the same. They tried various measures to stabi-
lize their currency’s exchange rates that included various forms 
of internal trade protection and import restrictions. However, 
these measures were not sufficient to outweigh the impact of 
asynchronies in the exchange rates for their currencies.

During this time, both the United States and the United 
Kingdom decided to devalue the US Dollars and the British 
Pound sterling. Making their exports cheaper for other coun-
tries – boosting their respective economies. This made the 
industries in the Gold Bloc less profitable as their exports be-
come more and more expensive for foreign buyers. This led 
to significant transfer of capital from the Gold Bloc countries 
to the United States and the United Kingdom. To ease the 
pressure the Belgium and Luxembourg finally gave away the 
gold standard in 1935 and devalued their currencies. France 
took one more year to join the rest of the countries and finally 
abandoned the gold standard in 1936.

However, it is argued that in addition to economic  
factors, as we have outlined here and in section 2.1 of this 
chapter, there were very strong social and political devel-
opment during this time, related to the impending expecta-
tions of the World War II, that contributed to the fall of the 
last stand of the gold standard.

The “Gold Bloc”—The Last Stand of Gold Standard

The approach of governments across the world to deal with 
the relative fluctuations of exchange rates after World War 
II was mostly uniform. The Great Depression followed the 
World War II in the 1930s made the promotion of economic 
development a priority for governments across the world. At 
the same time, the gold standard made the value of curren-
cies fixed against each other, irrespective of their demand 
from external trade. This led to capital flight and short selling 
making it more difficult to uphold the dictated exchange rates.

The growing fiscal problems due to fluctuating currency 
exchange rates made it increasingly difficult for governments 
to “peg” the value of their currency with gold standard. This 
led to abandonment of gold standard by several countries in-
cluding the United Kingdom, Japan, Norway, and Sweden in 
1931. Within two more years, by 1933 the United States also 
abandoned gold standard.

However, there was a group of seven European coun-
tries led by France, which decided to stay with the gold 
standard as the basis of their monetary policy. This group is 
termed as the “Gold Bloc” and included Switzerland, Belgium, 
Luxembourg, The Netherlands, Poland, and Italy with France.

The United States abandoned the gold standard in 
1931, resulting into a sharp jump in gold prices (see figure 
below) increasing pressure on Gold Bloc.

the previous gold standard. Unfortunately, such flexible exchange rates did not work in an 
equilibrating manner. On the contrary, international speculators sold the weak currencies 
short, causing them to fall further in value than warranted by real economic factors. Selling 
short is a speculation technique in which an individual speculator sells an asset, such as a 
currency, to another party for delivery at a future date. The speculator, however, does not yet 
own the asset and expects the price of the asset to fall before the date by which the speculator 
must purchase the asset in the open market for delivery.

The reverse happened with strong currencies. Fluctuations in currency values could not 
be offset by the relatively illiquid forward exchange market, except at exorbitant cost. The net 
result was that the volume of world trade did not grow in the 1920s in proportion to world 
gross domestic product. Instead, it declined to a very low level with the advent of the Great 
Depression in the 1930s.
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GLOBAL FINANCE IN PRACTICE 2.2

the last few days the withdrawals of foreign balances have 
accelerated so sharply that His Majesty’s Government have 
felt bound to take the decision mentioned above.

This decision will of course not affect obligations of His 
Majesty’s Government or the Bank of England which are pay-
able in foreign currencies.

The gold holding of the Bank of England amounts to 
some £130 millions and having regard to the contingencies 
which may have to be met it is inadvisable to allow the re-
serve to be further reduced.

His Majesty’s Government are well aware that the 
present step is bound to have serious consequences both 
at home and abroad. But during the last few days the 
International financial markets have become demoralised 
and seem bent on liquidating their foreign assets in a spit of 
panic. In the circumstances there was no alternative but to 
protect the economy of this country the only means at our 
disposal.

Source: The National Archives.
https://www.nationalarchives.gov.uk/wp-content/ 
uploads/2014/03/t163-68-181.jpg

Britain Leaves the Gold Standard: Press Notice 
(Excerpts of September 19, 1931)

His Majesty’s Government have decided after consultation 
with the Bank of England that it has become necessary to 
suspend for the time being the operation of Subsection (2) of 
Section 1 of the Gold Standard Act of 1925 which requires 
the Bank to sell gold at a fixed price. A Bill for this purpose 
will be introduced immediately and it is the intention of His 
Majesty’s Government to ask Parliament to pass it through 
all its stages on Monday, 21st of September. In the meantime 
the Bank of England have been authorised to proceed ac-
cordingly in anticipation of the action of Parliament.

The reasons which have led to this decision are as fol-
lows. Since the middle of July funds amounting to more than 
£200 millions have been met partly from gold and foreign cur-
rency held by the Bank of England, partly from the proceeds 
of a credit of £50 millions which shortly matures secured by 
the Bank of England from New York and Paris and partly from 
the proceeds of the French and American credits amounting 
to £80 millions recently obtained by the Government. During 

Britain had returned to the gold standard in 1925, but as a result of onset of the de-
pression and the flight of gold out of Britain in 1931, it was forced to abandon the stan-
dard in September 1931. Global Finance in Practice 2.2 presents excerpts of His Majesty’s 
Government’s decision.

The United States adopted a modified gold standard in 1934 when the U.S. dollar was de-
valued to $35 per ounce of gold from the $20.67 per ounce price in effect prior to World War I.  
Contrary to previous practice, the U.S. Treasury now traded gold only with foreign central 
banks, not private citizens. From 1934 to the end of World War II, exchange rates were 
theoretically determined by each currency’s value in terms of gold. During World War II 
and its chaotic aftermath, however, many of the main trading currencies lost their convert-
ibility into other currencies. The dollar was one of the few currencies that continued to be 
convertible.

Bretton Woods and the International Monetary Fund (1944)
As World War II drew to a close in 1944, the Allied Powers met at Bretton Woods, New 
Hampshire, to create a new postwar international monetary system. The Bretton Woods 
Agreement established a U.S. dollar-based international monetary system and provided for 
two new institutions: the International Monetary Fund and the World Bank. The International 
Monetary Fund (IMF) was created to aid countries with balance of payments and exchange 
rate problems. The International Bank for Reconstruction and Development (IBRD or as it 
is more commonly called, the World Bank) was formed to help fund postwar reconstruction 
and has since supported general economic development. Global Finance in Practice 2.3 pro-
vides some insight into the debates at Bretton Woods.

The IMF was the key institution in the new international monetary system, and it has 
remained so to the present day. The IMF was established to render temporary assistance to 
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member countries trying to defend their currencies against cyclical, seasonal, or random oc-
currences. It also assists countries having structural trade problems if they promise to take 
adequate steps to correct their problems. If persistent deficits occur, however, the IMF cannot 
save a country from eventual devaluation. In recent years, the IMF has attempted to help 
countries facing financial crises, providing massive loans as well as advice to Russia, Brazil, 
Greece, Indonesia, and South Korea, to name but a few.

Under the original provisions of Bretton Woods, all countries fixed the value of their 
currencies in terms of gold, but they were not required to exchange their currencies for gold. 
Only the dollar remained convertible into gold (at $35 per ounce). Each country established 
its exchange rate vis-à-vis the dollar and then calculated the gold par value of its currency 
to create the desired dollar exchange rate. Participating countries agreed to try to maintain 
the value of their currencies within 1% (later expanded to 2.25%) of par by buying or selling 
foreign exchange or gold as needed. Devaluation was not to be used as a competitive trade 
policy, but if a currency became too weak to defend, devaluation of up to 10% was allowed 
without formal approval by the IMF. Larger devaluations required IMF approval. This be-
came known as the gold-exchange standard.

GLOBAL FINANCE IN PRACTICE 2.3

On the more pragmatic side, all parties agreed that a 
postwar system would be stable and sustainable only if there 
was sufficient credit available for countries to defend their 
currencies in the event of payment imbalances, which they 
knew to be inevitable in a reconstructing world order. The 
conference divided into three commissions for weeks of ne-
gotiation. One commission, led by U.S. Treasury Secretary 
Morgenthau, was charged with the organization of a fund of 
capital to be used for exchange rate stabilization. A second 
commission, chaired by Lord Keynes, was charged with the 
organization of a second “bank” whose purpose would be 
for long-term reconstruction and development. A third com-
mission was to hammer out details such as what role silver 
would have in any new system.

After weeks of meetings, the participants came to a 
three-part agreement—the Bretton Woods Agreement. The 
plan called for: (1) fixed exchange rates, termed an adjustable 
peg, among members; (2) a fund of gold and constituent cur-
rencies available to members for stabilization of their respec-
tive currencies, called the International Monetary Fund (IMF); 
and (3) a bank for financing long-term development projects 
(eventually known as the World Bank). One proposal result-
ing from the meetings, which was not ratified by the U.S., 
was the establishment of an international trade organization 
to promote free trade.

* Fixed in parities is an old expression in this field, which means 
that the value of currencies should be fixed at rates that equal-
ize their value, typically measured by purchasing power.

Hammering out an Agreement at Bretton Woods
The governments of the Allied powers knew that the dev-
astating impacts of World War II would require swift and  
decisive policies. In the summer of 1944 (July 1–22), repre-
sentatives of all 45 allied nations met at Bretton Woods, New 
Hampshire, for the United Nations Monetary and Financial 
Conference. Their purpose was to plan the postwar interna-
tional monetary system. It was a difficult process, and the 
final synthesis was shaded by pragmatism.

The leading policymakers at Bretton Woods were the 
British and the Americans. The British delegation was led by 
Lord John Maynard Keynes, known as “Britain’s economic 
heavy weight.” The British argued for a postwar system 
that would be more flexible than the various gold standards 
used before the war. Keynes argued, as he had after World 
War I, that attempts to tie currency values to gold would 
create pressures for deflation in many of the war-ravaged 
economies.

The American delegation was led by the director of 
the U.S. Treasury’s monetary research department, Harry 
D. White, and the U.S. Secretary of the Treasury, Henry 
Morgenthau, Jr. The Americans argued for stability (fixed 
exchange rates) but not a return to the gold standard it-
self. In fact, although the U.S. at that time held most of the 
gold of the Allied powers, the U.S. delegates argued that 
currencies should be fixed in parities* but that redemption  
of gold should occur only between official authorities like 
central banks.
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An additional innovation introduced by Bretton Woods was the creation of the Special 
Drawing Right (SDR). The SDR is an international reserve asset created by the IMF to sup-
plement existing foreign exchange reserves. It serves as a unit of account for the IMF and 
other international and regional organizations. It is also the base against which some coun-
tries peg the exchange rate for their currencies. Initially defined in terms of a fixed quantity 
of gold, the SDR was for many years the weighted average of four major currencies: the U.S. 
dollar, the euro, the Japanese yen, and the British pound. On October 1, 2016, the Chinese 
yuan (or renminbi) was added as the fifth currency component.

The weight assigned to each SDR currency is updated every five years by the IMF. The 
2015 weights, taking effect on October 1, 2016, are as follows:

Currency 2015 Weight 2010 Weight

U.S. dollar 41.73% 41.9%

Euro 30.93% 37.4%

Chinese renminbi 10.92% ——

Japanese yen 8.33% 9.4%

Pound sterling 8.09% 11.3%

Total 100.00% 100.0%

Individual countries hold SDRs in the form of deposits in the IMF. These holdings are 
part of each country’s international monetary reserves, along with its official holdings of gold, 
its foreign exchange, and its reserve position at the IMF. Member countries may settle trans-
actions among themselves with SDRs.

The SDR’s use outside of reserve assets is extremely limited. Harvard economist Jeffrey 
Frankel has described the SDR as “basically the Esperanto, at best, of international cur-
rencies. It’s not at all used.” He is not quite correct, however, as the Suez Canal and the 
Universal Postal Union both use the SDR in the calculation of transit charges and postal 
fees, respectively. As a weighted index of five different currencies, it is mathematically less 
volatile than any single currency value and, therefore, has found specific uses in areas such 
as maritime contracts, securities in the eurobond market, and select international treaties. 
Most recently, in March 2021, the G7, the world’s seven largest industrial economies, agreed 
to support the expansion of the IMF’s reserves to help developing countries cope with the 
global pandemic.

Fixed Exchange Rates (1945–1973)
The currency arrangement negotiated at Bretton Woods and monitored by the IMF worked 
fairly well during the postwar period of reconstruction and rapid growth in world trade. However, 
widely diverging national monetary and fiscal policies, differential rates of inflation, and various 
unexpected external shocks eventually resulted in the system’s demise. The U.S. dollar was the 
main reserve currency held by central banks and was the key to the web of exchange rate values. 
Unfortunately, the U.S. ran persistent and growing deficits in its balance of payments.

A heavy capital outflow of dollars was required to finance these deficits and to meet the 
growing demand for dollars from investors and businesses. Eventually, the heavy overhang 
of dollars held by foreigners resulted in a lack of confidence in the ability of the U.S. to meet 
its commitments in gold. This lack of confidence came to a head in the first half of 1971. In a 
little less than seven months, the U.S. suffered the loss of nearly one-third of its official gold 
reserves as global confidence in the value of the dollar plummeted. Exchange rates between 
most major currencies and the U.S. dollar began to float, and thus indirectly, so did their 
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values relative to gold. A year and a half later, the U.S. dollar once again came under attack, 
thereby forcing a second devaluation in February 1973, this time by 10% to $42.22 per ounce 
of gold. By late February 1973, a fixed-rate system no longer appeared feasible given the 
speculative flows of currencies. The major foreign exchange markets were actually closed for 
several weeks in March 1973. When markets reopened, most currencies were allowed to float 
to levels determined by market forces.

Floating Exchange Rates, 1973–1997
Since 1973 exchange rates have become more volatile and less predictable than they were 
during the “fixed” exchange rate era, when changes occurred infrequently. Exhibit 2.2 illus-
trates the wide swings exhibited by the nominal exchange rate index of the U.S. dollar since 
1964. Clearly, volatility has increased since 1973.

Exhibit 2.2 notes some of the most important shocks in recent history: the creation of  
the European Monetary System (EMS) in 1979, the run-up and peak of the dollar in 1985, the  
EMS crisis of 1992, the Asian crisis of 1997, the launch of the European euro in 1999, and  
the Brexit vote in 2016.

The Emerging Era, 1997–Present
The period following the Asian Crisis of 1997 has seen growth in both the breadth and depth 
of emerging market economies and currencies. We may end up being proven wrong on this 
count, but the final section of this chapter argues that the global monetary system has already 
begun embracing—for more than two decades now—a number of major emerging market 
currencies, beginning with the Chinese renminbi. Feel free to disagree.
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EXHIBIT 2.2     Bank for International Settlements Index of the Dollar
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IMF Classification of Currency Regimes
The global monetary system—if there is indeed a singular “system”—is an eclectic combina-
tion of exchange rate regimes and arrangements. There is no single governing body or single 
official global policing authority for global exchange of currencies. The IMF, however, has at 
least played the role of “town crier” since World War II. As part of its self-appointed duties, it 
has created a classification system of currency regimes.

Brief Classification History
The IMF was for many years the central clearinghouse for exchange rate classifications. 
Member states submitted their exchange rate policies to the IMF, and those submissions were 
the basis for its categorization of exchange rate regimes. However, that all changed in 1997–
1998 with the Asian Financial Crisis. During the crisis many countries began following very 
different exchange rate practices than those they had committed to with the IMF. Their actual 
practices—their de facto systems—were not what they had publicly and officially committed 
to—their de jure systems.

Beginning in 1998, the IMF changed its practice and stopped collecting regime classi-
fication submissions from member states. Instead, it confined its regime classifications and 
reports to analysis performed in-house. (This included the cessation of publishing its Annual 
Report on Exchange Arrangements and Exchange Restrictions, a document on which many 
of the world’s financial institutions had relied for decades.) As a global institution, which is in 
principle apolitical, the IMF’s analysis today is focused on classifying currencies on the basis 
of an ex post analysis of how the currency’s value was based in the recent past. This analysis 
focuses on observed behavior, not on official government policy pronouncements.

The IMF’s De Facto System
The IMF’s methodology of classifying exchange rate regimes today, in effect since January 
2009, is presented in Exhibit 2.3. It is based on actual observed behavior, de facto results, 
and not on the official policy statements of the respective governments, de jure classification. 
The classification process begins with the determination of whether the exchange rate of the 
country’s currency is dominated by markets or by official action. Although the classification 
system is a bit challenging, there are four basic categories.

Category 1: Hard Pegs.  These countries have given up their own sovereignty over mon-
etary policy. This category includes countries that have adopted other countries’ curren-
cies (e.g., Zimbabwe’s dollarization—its adoption of the U.S. dollar) and countries utilizing 
a currency board structure that limits monetary expansion to the accumulation of foreign 
exchange.

Category 2: Soft Pegs.  This general category is colloquially referred to as fixed exchange 
rates. The five subcategories of soft peg regimes are differentiated on the basis of what the 
currency is fixed to, whether that fix is allowed to change (and if so under what conditions); 
what types, magnitudes, and frequencies of intervention are allowed/used; and the degree of 
variance about the fixed rate.

Category 3: Floating Arrangements.  Currencies that are predominantly market-driven 
are further subdivided into free floating with values determined by open market forces with-
out governmental influence or intervention and simple floating or floating with intervention, 
where government occasionally does intervene in the market in pursuit of some rate goals or 
objectives.
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EXHIBIT 2.3     IMF Exchange Rate Classifications

Rate Classification De Facto System Description and Requirements

Hard Pegs Arrangement with 
no separate legal 
tender

The currency of another country circulates as the sole legal tender (formal 
dollarization), as well as members of a monetary or currency union in which the same 
legal tender is shared by the members.

Currency board 
arrangement

A monetary arrangement based on an explicit legislative commitment to exchange 
domestic currency for a specific foreign currency at a fixed exchange rate, combined 
with restrictions on the issuing authority. Restrictions imply that domestic currency will 
be issued only against foreign exchange and that it remains fully backed by foreign 
assets.

Soft Pegs Conventional 
pegged 
arrangement

A country formally pegs its currency at a fixed rate to another currency or a basket of 
currencies of major financial or trading partners. Country authorities stand ready to 
maintain the fixed parity through direct or indirect intervention. The exchange rate may 
vary {1% around a central rate or may vary no more than 2% for a six-month period.

Stabilized  
arrangement

A spot market rate that remains within a margin of 2% for six months or more and 
is not floating. Margin stability can be met by either a single currency or basket of 
currencies (assuming statistical measurement). Exchange rate remains stable as a 
result of official action.

Intermediate pegs: 
Crawling peg Currency is adjusted in small amounts at a fixed rate or in response to changes in 

quantitative indicators (e.g., inflation differentials).

Crawl-like  
arrangement

Exchange rate must remain with a narrow margin of 2% relative to a statistically 
defined trend for six months or more. Exchange rate cannot be considered floating. 
Minimum rate of change is greater than allowed under a stabilized arrangement.

Pegged exchange 
rate within 
horizontal bands

Value of the currency is maintained within 1% of a fixed central rate or the margin 
between the maximum and minimum value of the exchange rate exceeds 2%. This 
includes countries which are today members of the ERM II system.

Floating  
Arrangements

Floating Exchange rate is largely market determined without an ascertainable or predictable 
path. Market intervention may be direct or indirect and serves to moderate the rate of 
change (but not targeting). Rate may exhibit more or less volatility.

Free floating A floating rate is freely floating if intervention occurs only exceptionally and 
confirmation of intervention is limited to at most three instances in a six-month period, 
each lasting no more than three business days.

Residual Other managed 
arrangements

This category is residual and is used when the exchange rate does not meet the 
criteria for any other category. Arrangements characterized by frequent shifts in 
policies fall into this category.

Source: “Revised System for the Classification of Exchange Rate Arrangements,” by Karl Habermeier, Annamaria Kokenyne, Romain Veyrune, and 
Harald Anderson, IMF Working Paper WP/09/211, International Monetary Fund, November 17, 2009.

Category 4: Residual.  As one would suspect, this category includes all exchange rate ar-
rangements that do not meet the criteria of the previous three categories. Country systems 
demonstrating frequent shifts in policy typically make up the bulk of this category.

Exhibit 2.4 provides a glimpse into how these major regime categories translate in the 
global market—fixed or floating. The vertical dashed line, the crawling peg, is the zone some 
currencies move into and out of depending on their relative currency stability. Although 
the classification regimes appear clear and distinct, the distinctions are often more difficult 
to distinguish in practice in the market. For example, in January 2014, the Bank of Russia 

M02_EITE5960_16_GE_C02.indd   58 08/05/23   9:33 AM



	 CHAPTER 2    International Monetary System� 59

announced it would no longer conduct intervention activities with regard to the value of the 
ruble and that it planned to allow the ruble to trade freely with no intervention.

A Global Eclectic
Despite the IMF’s attempt to apply rigor to regime classifications, the global monetary sys-
tem today is indeed a global eclectic in every sense of the term. As Chapter 5 will describe in 
detail, the current global market in currency is dominated by two major currencies, the U.S. 
dollar and the European euro, and after that, a multitude of systems, arrangements, currency 
areas, and zones.

The IMF estimates that 20.3% of its member countries use the U.S. dollar as their anchor 
currency, with another 13% using the euro and 4.7% using a composite or other currency as an-
chor.2 In addition to anchor currency systems, 12.5% of IMF members use some monetary 
aggregate (money supply measure) as their gauge to currency management, while another 
20% pursue inflation rate targeting. A full 25% of IMF members use some other form of 
monetary policy framework or unstated exchange rate anchor.

The euro itself is an example of a rigidly fixed system, acting as a single currency for its 
member countries. However, the euro is also an independently floating currency against all 
other currencies. Other examples of rigidly fixed exchange regimes include Ecuador, Panama, 
and Zimbabwe, all of which use the U.S. dollar as their official currency; the Central African 
Franc (CFA) zone, in which countries such as Mali, Niger, Senegal, Cameroon, and Chad among 
others use a single common currency (the franc, which is tied to the euro); and the Eastern 
Caribbean Currency Union (ECCU), a set of countries that use the Eastern Caribbean dollar.

Fixed (pegged) or Floating?

Hard Peg Soft Peg Managed Float Free Floating

Extreme currency
regime peg forms
such as Currency
Boards and
dollarization

Fixed Exchange Rates
where authorities
maintain a set but
variable band about
some other currency 

Market forces of
supply and demand
set the exchange rate,
but with occasional
government
intervention

Market forces of
supply and demand
are allowed to set the
exchange rate with no
government
intervention

Fixed
(pegged to something)

Floating
(market driven)

Intermediate or
Crawling Peg

EXHIBIT 2.4     Taxonomy of Exchange Rate Regimes

2Annual Report on Exchange Arrangements and Exchange Restrictions, 2016, International Monetary Fund, p. 10.
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At the other extreme are countries with independently floating currencies. These include 
many of the most developed countries, such as Japan, the United States, the United Kingdom, 
Canada, Australia, New Zealand, Sweden, and Switzerland. However, this category also in-
cludes a number of unwilling participants—emerging market countries that tried to maintain 
fixed rates but were forced by the marketplace to let their currencies float. Among these are 
Korea, the Philippines, Brazil, Indonesia, Mexico, and Thailand.

As illustrated by Exhibit 2.5, the regime choices of IMF member countries have not 
changed dramatically over the past decade. Countries with floating regimes average 34% or 
35% of member countries, while countries using soft peg regimes have increased from just 
under 40% to 46% in recent years. Although the contemporary international monetary sys-
tem is typically referred to as a floating exchange rate system, that is clearly not the case for 
the majority of the world’s nations.

2.2  Fixed versus Flexible Exchange Rates
A nation’s choice as to which currency regime to follow reflects national priorities about all 
facets of the economy, including inflation, unemployment, interest rate levels, trade balances, 
and economic growth. The choice between fixed and flexible rates may change over time as 
priorities change. At the risk of overgeneralizing, the following points partly explain why 
countries pursue certain exchange rate regimes. Fixed exchange rates have a number of dis-
advantages—as we will show in the following section—and maintaining them can be difficult 
and costly. But they also offer some advantages as follows:

■■ Fixed rates provide stability in international prices for the conduct of trade. Stable prices 
aid in the growth of international trade and lessen risks for all businesses.
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Percentage of IMF membership by regime choice

2008 2009 2010 2011 2012 2013 2016 2017 2018 201920152014

Hard Peg

Residual 

Floating

Soft Peg

12% 12% 13% 13% 13% 13% 13% 13% 13%

35%

40% 40%

43% 43% 44%

47%

40%
42%

40%
42%

36%

13% 13% 13%

46% 46%

35% 35% 34% 34%
35%

37% 36%
34% 34%

8%

11% 11%
9%

13%

10% 9%

5%

10% 9%
7% 7%

Source: Data drawn from Annual Report on Exchange Arrangements and Exchange Restrictions, International Monetary Fund, Table 3, Exchange Rate 
Arrangements 2008–2019.

EXHIBIT 2.5     IMF Member Exchange Rate Regime Choices
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■■ Fixed exchange rates are inherently anti-inflationary, requiring the country to follow re-
strictive monetary and fiscal policies. This restrictiveness, however, can be a burden to a 
country wishing to pursue policies to alleviate internal economic problems such as high 
unemployment or slow economic growth.

■■ Fixed exchange rate regimes necessitate that central banks maintain large quantities of 
international reserves (hard currencies and gold) for use in the occasional defense of the 
fixed rate. As international currency markets have grown in size, increasing reserve hold-
ings has become a growing burden.

■■ Fixed rates, once in place, may be maintained at levels that are inconsistent with eco-
nomic fundamentals. As the structure of a nation’s economy changes and as its trade rela-
tionships and balances evolve, the exchange rate itself should change. Flexible exchange 
rates allow this to happen gradually and efficiently, but fixed rates must be changed ad-
ministratively—usually too late, with too much publicity, and at too large a one-time cost 
to the nation’s economic health.

The terminology associated with changes in currency values is also technically specific. 
When a government officially declares its own currency to be worth less or more relative to 
other currencies, it is termed a devaluation or revaluation, respectively. This obviously applies 
to currencies whose value is controlled by government. When a currency’s value is changed 
in the open currency market—not directly by government—it is called a depreciation (with a 
fall in value) or appreciation (with an increase in value).

2.3  The Impossible Trinity
If the ideal currency existed in today’s world, it would possess the following three attributes, 
illustrated in Exhibit 2.6, often referred to as the impossible trinity or the trilemma of interna-
tional finance:

Exchange Rate Stability:
A Managed or Pegged Exchange Rate

China & major industrial countries
under Bretton Woods

(give up free flow of capital )

Nations must choose in which direction to move from the center—toward points A, B, or C. Their choice is a choice of what
to pursue and what to give up—that of the opposite point of the pyramid. Marginal compromise is possible, but only marginal.

Individual European Union Member States
(give up independent monetary policy )

United States, Japan
(give up a fixed exchange rate )

Full Financial Integration:
Free Flow of Capital

B

C

A

Monetary Independence:
An Independent Monetary

Policy

Source: Constructed by the authors based on International Financial Integration, Lar Oxelheim, Springer-Verlag, Berlin, 1990, p. 10.

EXHIBIT 2.6     The Impossible Trinity
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Entity Choice #1 Choice #2 Implied Condition #3

United States Independent monetary 
policy

Free movement of capital Currency value floats

China Independent monetary 
policy

Fixed rate of exchange Restricted movement of 
capital

Europe (EU) Free movement of capital Fixed rate of exchange Integrated monetary policy

For example, a country like the U.S. has knowingly given up on having a fixed exchange 
rate—moving from the center of the pyramid toward point C—because it wishes to have an 
independent monetary policy, and it allows a high level of freedom in the movement of capi-
tal into and out of the country.

The choices made by the EU are clearly more complex. As a combination of different 
sovereign states, the EU has pursued integration of a common currency, the euro, and free 
movement of labor and capital. The result, according to the impossible trinity, is that EU 
member states had to give up independent monetary policy, replacing individual central 
banks with the European Central Bank (ECB). The recent fiscal deficits and near-collapses 
of government debt issuances in Greece, Portugal, and Ireland have raised questions over the 
efficacy of the arrangement.

China today is a clear example of a nation that has chosen to continue to control and 
manage the value of its currency and to conduct an independent monetary policy, mov-
ing from the center of the pyramid toward point A while continuing to restrict the flow  
of capital into and out of the country. To say it has “given up” the free flow of capital is 
probably inaccurate, as China has allowed no real freedom of capital flows in the past 
century.

The consensus of many experts is that the force of increased capital mobility has 
been pushing more and more countries toward full financial integration in an attempt to 
stimulate their domestic economies and to feed the capital appetites of their own MNEs. 
As a result, their currency regimes are being “cornered” into being either purely floating 
(like the U.S.) or integrated with other countries in monetary unions (like the European 
Union).

1.	 Exchange rate stability. The value of the currency is fixed in relationship to other major 
currencies, so traders and investors could be relatively certain of the foreign exchange 
value of each currency in the present and into the near future.

2.	 Full financial integration. Complete freedom of monetary flows would be allowed, so 
traders and investors could easily move funds from one country and currency to another 
in response to perceived economic opportunities or risks.

3.	 Monetary independence. Domestic monetary and interest rate policies would be set by 
each individual country to pursue desired national economic policies, especially as they 
might relate to limiting inflation, combating recessions, and fostering prosperity and full 
employment.

Together, these qualities are termed the impossible trinity because the forces of econom-
ics do not allow a country to simultaneously achieve all three goals: monetary independence, 
exchange rate stability, and full financial integration. The impossible trinity makes it clear 
that each economy must choose its own medicine. Here is what many argue are the choices of 
three of the major global economic players:
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2.4  A Single Currency for Europe: The Euro
Beginning with the Treaty of Rome in 1957 and continuing with the Single European Act 
of 1987, the Maastricht Treaty of 1992, and the Treaty of Amsterdam of 1997, a core set of 
European countries worked steadily toward integrating their individual country markets 
into one larger, more efficient domestic market. However, even after the launch of the 1992 
Single Europe program, a number of barriers to true openness remained, including the use 
of different currencies, which required both consumers and companies to treat the individ-
ual country markets separately. Currency risk of cross-border commerce still persisted. The 
creation of a single currency was seen as the way to move beyond these last vestiges of sepa-
rated markets.

The original 15 members of the EU were also members of the European Monetary 
System (EMS). The EMS formed a system of fixed exchange rates among the member cur-
rencies, with deviations managed through bilateral responsibility to maintain rates at {2.5% 
of an established central rate. This system of fixed rates, with adjustments along the way, 
remained in effect from 1979 to 1999. Its resiliency was seriously tested with exchange rate 
crises in 1992 and 1993, but it held.

The Maastricht Treaty and Monetary Union
In December 1991, the members of the EU met at Maastricht, the Netherlands, and  
concluded a treaty that changed Europe’s currency future. The Maastricht Treaty specified 
a timetable and a plan to replace all individual EMS member currencies with a single cur-
rency—eventually named the euro. Other aspects of the treaty were also adopted that would 
lead to a full European Economic and Monetary Union (EMU). According to the EU, the 
EMU is a single-currency area within the singular EU market, now known informally as the 
eurozone, in which people, goods, services, and capital are allowed to move freely.

The integration of separate country monetary systems is not, however, a minor task. To 
prepare for the EMU, the Maastricht Treaty called for the integration and coordination of the 
member countries’ monetary and fiscal policies. The EMU would be implemented by a pro-
cess called convergence. Before becoming a full member of the EMU, each member country 
was expected to meet a set of convergence criteria in order to integrate systems that were 
at the same relative performance levels: (1) nominal inflation should be no more than 1.5% 
above the average for the three members of the EU that had the lowest inflation rates during 
the previous year, (2) long-term interest rates should be no more than 2% above the average 
of the three members with the lowest interest rates, (3) individual government budget deficits 
(fiscal deficits) should be no more than 3% of gross domestic product, and (4) government 
debt outstanding should be no more than 60% of gross domestic product. The convergence 
criteria were so tough that few, if any, of the members could satisfy them at that time, but 11 
countries managed to do so just prior to 1999. (Greece was added two years later.)

The European Central Bank (ECB)
The cornerstone of any monetary system is a strong, disciplined central bank. The Maastricht 
Treaty established this single institution for the EMU, the European Central Bank (ECB), 
which was established in 1998. (The EU created the European Monetary Institute [EMI] in 
1994 as a transitional step in establishing the European Central Bank.) The ECB’s structure 
and functions were modeled after the German Bundesbank, which in turn had been modeled 
after the U.S. Federal Reserve System. The ECB is an independent central bank that domi-
nates the activities of the individual countries’ central banks. The individual central banks 
continue to regulate banks resident within their borders, but all financial market intervention 
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