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ECONOMICS 244: INTERNATIONAL FINANCE 

PROBLEM 1 

What role does International Finance play in economic growth? 

 

Prior knowledge  

• What is economic growth? and How is economic growth measured? and What are the sources of 

economic growth? 

Please see the first portion of these summaries pertaining the International Trade notes. 

• The balance of payments and its accounts 

The balance of payments refers to a periodic statement of the monetary value of all transactions 

between the residents of one country and the residents of all other countries for a specific period, i.e. it 

is a summary of all transactions that occur between the residents of a country and residents from other 

countries. 

Accounts in the balance of bayments 

The balance of payments must always balance, i.e.  

Current account balance 

+ Capital transfer account  

+ Financial account balance  

+ Unrecorded transactions 

= Reserve assets 

The reason why the balance of payments will always balance is due to the fact that each transaction 

contains a flow of goods, services or financial assets, as well as a flow of money as a payment. 

Accordingly, each transaction will be recorded twice, once as a debit entry and once as a credit entry; 

accordingly, the balance of payments will always balance.  

• A debit transaction represents an inward flow of a valuable item or a payment that is made to 

a non-resident, e.g. imports, because items flow in while payments flow to a non-resident 

(money flows out). This will lead to a demand for a foreign currency and accordingly a supply 

of the domestic currency on the foreign exchange market (commonly known as the forex 

market, which refers to the market where all transactions involving currencies take place), 

which will lead to a depreciation of the domestic currency. 

• A credit transaction represents an outward flow of a valuable item or a payment that is received 

from a non-resident, e.g. exports, because items flow out while payments flow from non-

residents (money flows in). This will lead to a demand for the domestic currency and 

accordingly a supply of the foreign currency on the foreign exchange market, which will lead 

to an appreciation of the domestic currency. 
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Question 1 

How does economic growth in one country affect economic growth in another country? What are the 

implications for the current account and the financial account in the balance of payments? 

The transmission mechanism by which economic growth in one country leads to economic growth in 

another country happens via the demand side. 

Economic growth in one country will lead to domestic demand growth, which refers an increase in the 

demand in the domestic market for international goods and services. The economic growth in the 

country therefore relates to increased production and accordingly an increase in exports, but 

simultaneously, the economic growth will lead to an increase in the level of wealth of the residents of 

a country, which will lead to an increase in the imports of a country, as well.  The economic growth in 

one country therefore leads to increased trade among countries, which will lead to increased economic 

growth in other countries, as well.  

It is important to note that goods and/or services does not only refer to exports and imports between 

countries, but it also refers to financial assets that are kept in other countries, as well as services that are 

offered by a specific country, e.g. holidays in countries that are considered to be “nice”, which generally 

relates to countries with higher economic growth.  

The increase in the exports of the improved nations will lead to the current account deficit that will 

narrow, as net exports become smaller, and it will also lead to the financial account surplus widening, 

as money flow toward country, ceteris paribus.   

 

Question 2  

Briefly discuss how economic shocks in one country spill over to other countries. Provide specific 

examples from 2016 and the first half of 2018. 

Economic shocks are events that occur outside of an economy which produces a significant change 

within an economy, whether it be a positive or negative change. These shocks occur in many different 

forms, such as 

• A supply shock refers to a shock that is due to a constrained supply, which is generally due to 

the increase in prices of staple commodities, such as oil, which will make business activities 

more expensive. Supply shocks are generally caused by accidents and disasters. 

• Rapid devaluations in a country’s currency will produce shocks for the export/import industry, 

which will bring across difficulties in the trade of foreign products. 

• A technology shock refers to when technological advancements lead to significant changes in 

productivity. 

• An inflationary shock refers to when the prices of commodities go up, which is not 

accompanied by immediate increases in the salaries of the society, which therefore leads to a 

loss purchasing power. 

• Demand shocks occur when there are sudden and significant changes in the patterns of private 

spending, whether it be via consumption expenditure or investment expenditure.  

• Monetary policy shocks refer to when central bank departs from an established pattern of 

interest rate, or money supply, increase or decrease, without proper advance warning. 

• Fiscal policy shocks refer to unexpected changes in government expenditure and/or levels of 

taxation.  
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PROBLEM 2 

Financial flows to and from African countries – strengths and challenges.  

 

Prior knowledge 

Please see the first few pages of this document for the prior knowledge required. 

 

Question 1 

Discuss the importance of remittances as financial flows to Africa. 

Remittances refer to the financial flows to and from a country made by a migrant worker that sends 

money back to their home country, e.g. a South African citizen that works in the United States and send 

money home to his family in South Africa. 

It is important to note that remittances are not financial flows to or from countries in payment of factors 

of production utilised elsewhere. It is also not foreign direct investment. Remittances is mostly just 

money that is transferred to someone in another country. It will be included under “Current transfers” 

in the current account. 

Remittances is an important financial flow to any country as it generally represents the largest 

contribution of the country’s GDP. These remittances are generally much more stable than other sources 

of income, such as foreign direct investment and/or private debt and portfolio equity, mainly because 

most remittances refer to money that is sent to family.  

Due to the fact that these remittances make such a large contribution to the GDP of many countries, it 

is especially important to low- and middle-income countries, as they will be very dependent on 

remittances as a form of income. This is therefore important to Africa, especially when Middle-East, 

Northern and Sub-Saharan African countries are considered to be low- and middle-income countries. 

The following table represents the total amount (forecasted where applicable) of remittances to specific 

parts of Africa in billion USD. 

 2014 2015 2016 2017 2018 2019 

Middle-East and Northern Africa 54 51 49 53 56 57 

Sub-Saharan Africa 37 36 34 38 41 43 

As can be seen from the table above, these countries generally receive a large sum of money in the form 

of remittances, which can be used productively and is therefore a necessary form of income. 

Remittances represents Africa’s main source of foreign exchange earnings since 2010, as it accounts 

for about a third of total external financial inflows. 

In 2017, Africa received a total of US$60 billion. A study done among countries in 2017, determined 

that African countries such as Nigeria (US$22 billion) and Egypt (US$20 billion) is among the countries 

that receive the most remittances. Furthermore, African countries such as Liberia (27%) and Gambia 

(21%) is among the countries where remittances contribute the largest proportion of their GDP. 

When we look at the trends regarding remittances in North Africa for the next few years, we see that 

the remittances to Middle East and Northern Africa has increased by approximately 9% in 2017, after 

two years of decline. This growth was driven by the rapid increase in remittances to Egypt.  
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PROBLEM 3: 

How can South Africa capitalise on the opportunities provided by the Fourth Industrial 

Revolution and the World Trade Organisation’s Trade Facilitation Agreement to grow 

the economy and create jobs, especially for the youth? 

 

Prior knowledge 

• IS-LM Analyses 

The goods market and the IS relationship 

Previously we assumed that equilibrium in the goods market exists when production, Y, is equal to the 

total demand for goods, Z, i.e. Y = Z, which we referred to as the IS condition. This was based on the 

assumption that the interest rate does not affect the demand for goods and that investment was a 

constant. This gave us an equilibrium condition of Z = C(Y − T) + I̅ + G, by dropping the assumption 

of linearity for the consumption function. 

In this section we are dropping the assumption that interest rates do not affect the total demand for 

goods, because investment will no longer be seen as a constant, but rather investment will become 

endogenous to the model. 

Investment, sales and the interest rate.  

The two main factors that affect investment:  

• If the level of sales (Y) of a company rises, firms will increase production to meet demand and 

will thus require additional investments. Because level of sales is very difficult to measure, we 

will be using a proxy variable, which is income (Y). There is a direct relationship between the 

level of sales and investment – if the level of sales increases, so does investments; and if the 

level of sales decrease, so will investments. 

• If the interest rate (𝒾) increases, it is more expensive to borrow money. Borrowed money is 

usually required for companies to acquire investments, which means if the cost to borrow 

money increases, the company will have lower investments. This tells us that investments and 

the interest rate is inversely related – if the interest rate increases, investments will decrease; 

and if the interest rate decreases, investments will increase. 

Regarding interest rates, we make the following assumptions: 

• All firms are allowed to borrow money at the same interest rate, which is equal to the 

interest rates on bonds, as determined in the previous chapter. 

• Furthermore, we disregard the difference between the nominal interest rate (the interest rate 

in terms of Rands) and the real interest rate (the interest rate in terms of goods). 

The two abovementioned factors can be illustrated in terms of the behavioural equation given by the 

formula as can be seen on the right. The positive sign under Y indicates the direct relationship between 

the level of sales and investments, and the negative sign under 𝒾 indicates the inverse relationship 

between the interest rate and investment.  
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Question 1 

Would a return to the Gold Standard or Bretton Woods System be feasible today? Motivate. 

The gold standard 

a) Assumptions 

The gold standard system is based on the following basic assumptions 

• There are no constraints on the buying or selling side of gold within countries; 

• Gold is allowed to move freely between countries; 

• Prices and wages flexible, both up and down; 

• National currencies was gold or they were completely (100%) backed by gold. 

b) Basic Functioning 

In a gold standard system, the domestic currency would be directly fixed to a specified amount of 

gold. Thus, the domestic currency, and other forms of money such as bank deposits and notes, would 

be redeemable for gold at a fixed price. This standard sprang forth from the Mercantilist school of 

thought, due to their obsession with gold. 

Under this system, almost everything was related to gold: the value of each currency was tied to 

gold, as well as the fixed exchange rate.  

The success of the gold standard system could be evaluated by the way in which it manages to 

equilibrate balance of payment deficits. 

c) How equilibrium on the balance of payments is reached 

To understand the mechanism in which the gold standard system equilibrates balance of payment 

deficits, we need to relook at the equation of exchange. 

MV ≡ PQ 

where M is the money supply, V is the velocity of money, P is the price level and Q refers to the real 

GDP. 

When we make some assumptions, such that the velocity of money and the real GDP remains constant, 

we arrive at the simple (quantity) theory of money MV̅ ≡ PQ̅, which states that the money supply is 

directly proportional to the price of money, i.e. if one increases, so does the other. 

Now, if the balance of payments is currently in a deficit, it means that the imports exceed the exports 

and accordingly gold is flowing out of the economy. This means that the money supply will decrease 

and accordingly, due to the simple theory of money, the price level of the economy will also decrease. 

Due to the price level that is decreasing, the country’s exports will also increase, and accordingly the 

deficit on the balance of payments will decrease. This process will continue until the balance of 

payments is in equilibrium. 

d) Appropriateness today 

The gold standard system relied heavily on the assumptions that were made. When people are not too 

dedicated to follow these rules, the standard could easily fall apart. 

Furthermore, under the gold standard system, priority was given to exchange rate stability above all 

other policy objectives, which is no longer the case.  


