
International Business and Finance

Week 3 Seminar 3

Dr. Cholwoo Kim



2

Exercise: Currency Option

The Australian dollar is currently worth 0.61 US dollars (i.e. USD/AUD = 0.61). The risk-free 

interest rate is 7% in Australia and 5% in the U.S. In one year, the Australian dollar will either 

appreciate by 150% or depreciate by 60%. What is the value of the one-year call option with a 

strike of 0.60 USD/AUD? (Use the risk neutral probability approach.)

‣ The problem situation can be summarised as follows:

‣ Local currency (LC) = USD / Foreign currency (FC) = AUD

‣ The strike price: 𝐾 = 0.60 USD/AUD

‣ Spot exchange rate: 𝑆0 = 0.61 USD/AUD

‣ Local (USD) risk-free rate: 𝑟LC = 5%

‣ Foreign (AUD) risk-free rate: 𝑟FC = 7%

‣ In one year, AUD will

• Appreciate by 150% → 𝑆u = 0.61 × 1 + 1.5 = 1.525 USD/AUD: up factor 𝑢 = 2.5

• Depreciate by 60% → 𝑆d = 0.61 × 1 − 0.6 = 0.244 USD/AUD:  down factor 𝑑 = 0.4
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Gross Domestic Product

‣ Gross domestic product (GDP) is the market value of all final goods and services produced 

within a country in a given period of time.

‣ Closed economy

Y = C + I + G

‣ C: Consumption (the amount consumed by private domestic residents)

‣ I: Investment (the amount put aside by firms to build new plants and equipment)

‣ G: Government purchases (the amount used by the government)

‣ Open economy

Y = C + I + G + X – M

‣ X: value of goods and services exported (sold to the rest of the world)

‣ M: is the value of goods and services imported (purchased from the rest of the world)



6

International Transactions

Trade Balance

‣ Countries trade a lot with one another, and the UK is no exception. In this respect, we need to 

understand international transactions involved in trade.

‣ In the UK international transactions are recorded by the Office of National Statistics (ONS) in the 

"Balance of Payments (BoP)" accounts. 

‣ An important figure produced in the "Balance of Payments" is the Trade Balance:

Trade Balance = Goods Balance + Service Balance

Goods(Service) Balance = Exports of Goods(Services) - Imports of Goods(Services)

‣ Examples of goods: computers, cars, gas, rice, ...

‣ Examples of services: education, consulting, medical care, ...
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International Transactions

Income Balance

‣ Another component of the Current Account is the Income Balance, which measures the 

difference between factor incomes received from the rest of the world and factor incomes paid to 

the rest of the world.

‣ Net Investment Income: Net cross-border earnings from providing capital, e.g.) dividends, interest, ...

‣ Net International Payments to Employees: Net cross-border earnings from labour, e.g.) earnings of UK 

residents employed abroad, ...

Income Balance = Net Investment Income + Net International Payments to Employees
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International Transactions

Net Unilateral Transfers

‣ The third componet in the Balance of Payments is Net Unilateral Transfers, which keeps record 

of the difference between gifts received from the rest of the world and gifts given to the rest of 

the world. These gifts can involve private agents or governments.

‣ This includes:

‣ Private Remittances: money sent by individuals abroad to family members.

‣ Government Transfers: foreign aid, disaster relief, etc.

Net Unilateral Transfers = Private Remittances + Government Transfers
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International Transactions

Current Account

‣ The Current Account is the sum of the Trade Balance, the Income Balance, and Net Unilateral 

Transfers:

Current Account = Trade Balance + Income Balance + Net Unilateral Transfers

‣ The current account is an important concept because if the current account is negative, all other 

things equal, the net external debt of the country goes up, and if the current account is 

positive, the external debt falls.
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International Transactions

Source: Balance of payments from the Office for National Statistics

UK current account balance as a percentage of nominal GDP, 1984 to 2023

https://www.ons.gov.uk/economy/nationalaccounts/balanceofpayments/bulletins/unitedkingdombalanceofpaymentsthepinkbook/2024
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International Transactions

Global Imbalances

‣ If the UK is running a large current account deficit, some other countries must be running current 

account surpluses. Why?

CA𝑈𝐾 + CA𝑅𝑂𝑊 = 0

where ROW denotes the rest of the world.

‣ Global Imbalances: The graph 

reflects a pattern of imbalanced trade, 

with some countries (Japan, Germany, 

China) running persistent current 

account surpluses, while others (US, 

UK) maintain prolonged deficits.

‣ Persistent imbalances can be a signal 

of systemic risk.
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Questions
Q1. Which of the following transactions will be included in the GDP 

for the United States? Explain why?

a) Coca Cola builds a new bottling planting the United States.

b) Northwest Airlines sells one of its existing airplanes to Korean Air.

c) Ms. Moneybags buys an existing share of Disney stock.

d) A California winery produces a bottle of Chardonay and sells it to a customer 

in Montreal.

e) A book publisher produces too many copies of a new book. The books do 

not sell this year, so the publisher adds the surplus to inventories.

Q2. In 2024, Outland begins the year holding 100 shares of the 

German car company Volkswagen. These shares are denominated 

in euros. At the same time, the rest of the world holds 200 units of 

dollar-denominated bonds issued by the Outlandian government. 

At the beginning of the year, the price of each Volkswagen share is 

1 euro, the price of each Outlandian bond is 2 dollars, and the 

exchange rate is 1.5 dollars per euro.

During the year, Outland exports toys worth 7 dollars and imports 

shirts worth 9 euros. The rate of return on the Volkswagen shares is 

5 percent, while the rate of return on the Outlandian bonds is 1 

percent. Outland residents receive 3 euros from relatives living 

abroad, and the Outlandian government donates 4 dollars to a 

hospital in Guyana.

Based on this information, calculate Outland's trade balance, 

income balance, and net unilateral transfers for 2024. Then, 

determine its current account balance for the year.

Q3. Explain how each of the following transactions impacts the U.S. 

current account.

a) An American university buys several park benches from Spain and pays with a 

$120,000 check.

b) Floyd Townsend, of Tampa Florida, buys 5,000.00 dollars worth of British Airlines 

stock from Citibank New York, paying with U.S. dollars.

c) A group of American friends travels to Costa Rica and rents a vacation home for 

$2,500. They pay with a U.S. credit card.

d) The United States sends medicine, blankets, tents, and nonperishable food worth 

400 million dollars to victims of an earthquake in a foreign country.
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Questions

Q1. Which of the following transactions will be included in the GDP for the United States? Explain 

why?

‣ Remember

Gross domestic product (GDP) is the market value of all final goods and services produced 

within a country in a given period of time.

a) Coca Cola builds a new bottling planting the United States.

b) Northwest Airlines sells one of its existing airplanes to Korean Air.

c) Ms. Moneybags buys an existing share of Disney stock.

d) A California winery produces a bottle of Chardonay and sells it to a customer in Montreal.

e) A book publisher produces too many copies of a new book. The books do not sell this year,

so the publisher adds the surplus to inventories.
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Questions

a) Coca Cola builds a new bottling planting the United States.

‣ YES:

It is an investment spending and included in GDP
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Questions

b) Northwest Airlines sells one of its existing airplanes

to Korean Air.

‣ NO:

It does not represent production in the current time

period. The plane was already included in the production

year, so sale of used item is not part of GDP.
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Questions

c) Ms. Moneybags buys an existing share of Disney stock.

‣ NO:

When an individual buys an existing share of stock

the transaction is a financial one, therefore it is not

included in the GDP.
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Questions

d) A California winery produces a bottle of Chardonay

and sells it to a customer in Montreal.

‣ YES:

It is an export and is entered in US GDP.
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Questions

e) A book publisher produces too many copies of

a new book. The books do not sell this year,

so the publisher adds the surplus to inventories.

‣ YES:

These books are considered investment spending and added to GDP. It is as if the 

publisher bought the books itself. In other words, inventories are part of the investment.
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Questions

Q2. In 2024, Outland begins the year holding 100 shares of the German car company 

Volkswagen. These shares are denominated in euros. At the same time, the rest of the world holds 

200 units of dollar-denominated bonds issued by the Outlandian government. At the beginning 

of the year, the price of each Volkswagen share is 1 euro, the price of each Outlandian bond is 2 

dollars, and the exchange rate is 1.5 dollars per euro.

During the year, Outland exports toys worth 7 dollars and imports shirts worth 9 euros. The rate of 

return on the Volkswagen shares is 5 percent, while the rate of return on the Outlandian bonds is 1 

percent. Outland residents receive 3 euros from relatives living abroad, and the Outlandian

government donates 4 dollars to a hospital in Guyana.

Based on this information, calculate Outland's trade balance, income balance, and net unilateral 

transfers for 2024. Then, determine its current account balance for the year.
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Questions

The problem situation can be summarised as follows:

‣ Outland has 100 VW Shares in € and each is €1

‣ RoW has 200 units Outlandian Bonds in $ and each is $2

‣ FX rate: 𝑆 = 1. 5 $/€

‣ Exports toys → $7 // Imports shirts → €9

‣ The rate of return on VW → 5% // The rate of return on Outlandian Bonds → 1%

‣ Money received → €3 // Gift given → $4

‣ The Trade Balance is:

TB = $7 − €9 × 1. 5 $/€

= −$6.5
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Questions

The problem situation can be summarised as follows:

‣ Outland has 100 VW Shares in € and each is €1

‣ RoW has 200 units Outlandian Bonds in $ and each is $2

‣ FX rate: 𝑆 = 1. 5 $/€

‣ Exports toys → $7 // Imports shirts → €9

‣ The rate of return on VW → 5% // The rate of return on Outlandian Bonds → 1%

‣ Money received → €3 // Gift given → $4

‣ Since there is no employee compensation, the Income Balance equals net investment 

income:

IB =0.05 × (100 × €1 × 1. 5 $/€) − 0.01 × (200 × $2)

= $3.5
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Questions

The problem situation can be summarised as follows:

‣ Outland has 100 VW Shares in € and each is €1

‣ RoW has 200 units Outlandian Bonds in $ and each is $2

‣ FX rate: 𝑆 = 1. 5 $/€

‣ Exports toys → $7 // Imports shirts → €9

‣ The rate of return on VW → 5% // The rate of return on Outlandian Bonds → 1%

‣ Money received → €3 // Gift given → $4

‣ Net Unilateral Transfers amount to:

NUT = €3 × 1. 5 $/€ − $4

= $0.5
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Questions

The problem situation can be summarised as follows:

‣ Outland has 100 VW Shares in € and each is €1

‣ RoW has 200 units Outlandian Bonds in $ and each is $2

‣ FX rate: 𝑆 = 1. 5 $/€

‣ Exports toys → $7 // Imports shirts → €9

‣ The rate of return on VW → 5% // The rate of return on Outlandian Bonds → 1%

‣ Money received → €3 // Gift given → $4

‣ The Current Account is the sum of these three components:

CA = TB + IB + NUT

= − $6.5 + $3.5 + $0.5

=− $2.5
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Questions

Q3. Explain how each of the following transactions impacts the U.S. current account.

‣ Remember

The Current Account (CA) is the sum of the Trade Balance (TB), the Income Balance (IB), and 

Net Unilateral Transfers (NUT):

CA = TB + IB + NUT

a) An American university buys several park benches from Spain and pays with a $120,000 check.

b) Floyd Townsend, of Tampa Florida, buys 5,000.00 dollars worth of British Airlines stock from 

Citibank New York, paying with U.S. dollars.

c) A group of American friends travels to Costa Rica and rents a vacation home for $2,500. They 

pay with a U.S. credit card.

d) The United States sends medicine, blankets, tents, and nonperishable food worth 400 million 

dollars to victims of an earthquake in a foreign country.
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Questions

a) An American university buys several park benches from Spain and pays with a $120,000 

check.

‣ The import of merchandise from Spain deteriorates the U.S. trade balance (-$120,000). Thus, 

in turn, the current account surplus decreases.
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Questions

b) Floyd Townsend, of Tampa Florida, buys 5,000.00 dollars worth of British Airlines stock from 

Citibank New York, paying with U.S. dollars.

‣ Since this transaction takes place between two American companies, it causes no change in 

the overall level of the U.S. current account.
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Questions

c) A group of American friends travels to Costa Rica and rents a vacation home for $2,500. 

They pay with a U.S. credit card.

‣ Renting a vacation home abroad amounts to importing a service, so it deteriorates the U.S. 

trade balance and the current account by $2,500.
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Questions

d) The United States sends medicine, blankets, tents, and nonperishable food worth 400 million 

dollars to victims of an earthquake in a foreign country.

‣ Foreign aid gives rise to two offsetting entries in the current account: an export of goods 

(which improves the U.S. merchandise trade balance) and a unilateral transfer to waive the 

corresponding payment (which deteriorates the U.S. net unilateral transfers account). As the 

value of the merchandise is 400 million dollars, the U.S. current account looks as follows:

CA = TB + IB + NUT = 400M + 0 + (-400M) = 0
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Practise Questions
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Quiz questions
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