
Financial Market Integration: The Effects on Trade and The Response of Trade Policy 

Instead of reinforcing the notion that monetary policy is now more effective, 
the integration of international financial markets has led to questions concerning both 
steps of the transmission mechanism.' The argument is that central banks can no 
longer control-domestic interest. rates;-changes_in.rnoney supply growth that would 
normally cause interest rates to change are outweighed by international capital flows 
that equalize returns across markets. Fu rther, any movement of interest rates that 
might have altered aggregate demand are partially offset by the availability of 
alternative sources of financing and changes in the composition of money holdings. 

Nonetheless, research conducted by the IMF, the Federal Reserve Bank of New 
York and the Bank of Canada all suggest that the effectiveness of monetary policy has 
not been diminished due to either the liberalization or the internationalization of 
financial markets.' Canada has a relatively long history of financial integration with 
the United States and the recent growth in international capital flows has had little, 
if any, negative impact on the ability to conduct Canadian monetary policy. 

3.2 Fiscal Policy 

As in the above section on monetary policy, we consider the effectiveness of 
fiscal policy in an environment of flexible exchange rates and mobile capital. While 
theory suggests monetary policy will be more effective in such an environment, it 
suggests fiscal policy will be less so. An expansionary fiscal policy, if it is not 
accompanied by an easing of monetary policy, will cause domestic interest rates to 
rise. The increase in interest rates will attract foreign capital, causing the domestic 
currency to appreciate and net exports to decline. The decline in net expo rts will at 
least pa rtially offset the fiscal stimulus. 

Just as the trade sector has become more important to the transmission ot 
monetary policy, it has also become more important to fiscal policy. However, instead 
of making fiscal policy more effective, as is the case with monetary policy, the 
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