
Lesson 15:  The efficiency of international financial markets: 

 

Efficiency is a key concept in finance, and it refers to how well prices in 

financial markets reflect all available information. An efficient market is one where 

prices fully and immediately reflect all relevant information, meaning that there are no 

opportunities for investors to earn abnormal profits by trading on the basis of that 

information. In this lesson, we will explore the efficiency of international financial 

markets and what factors affect it. 

International financial markets are those that involve the buying and selling of 

financial assets across national borders. Examples include the foreign exchange market, 

where currencies are traded, and the international bond market, where governments and 

companies issue bonds denominated in foreign currencies. The efficiency of these 

markets is determined by a number of factors, including: 

1. Information availability: The more information that is available to investors 

about a particular asset or market, the more efficient that market is likely to be. 

In international financial markets, information can be more difficult to obtain 

due to language barriers, time zone differences, and variations in accounting 

standards and regulations across countries. 

2. Market liquidity: The ease with which financial assets can be bought and sold 

affects market efficiency. In international financial markets, liquidity can be 

affected by factors such as capital controls, exchange rate volatility, and 

restrictions on foreign ownership of assets. 

3. Transaction costs: The costs associated with buying and selling financial assets 

can affect market efficiency. In international financial markets, transaction costs 

can be higher due to factors such as currency exchange fees, regulatory 

compliance costs, and legal fees. 

4. Political and economic risks: The degree of political and economic stability in 

a country affects the efficiency of its financial markets. Countries with unstable 

governments, high levels of corruption, or frequent economic crises are likely 

to have less efficient financial markets. 

5. Investor behavior: Finally, the behavior of investors themselves can affect 

market efficiency. If investors are irrational, emotional, or subject to biases, they 

may not fully incorporate all available information into their trading decisions, 

leading to inefficiencies in the market. 

Efficiency is important in international financial markets because it affects the 

ability of investors to allocate capital efficiently across borders. If markets are not 

efficient, investors may be able to earn abnormal profits by exploiting information 

asymmetries or other inefficiencies, which can distort the allocation of capital and 

ultimately harm economic growth. In addition, inefficiencies in international financial 

markets can make it more difficult for countries to attract foreign investment, which is 

important for financing development and growth. 



Despite the challenges posed by information asymmetries, transaction costs, and 

political and economic risks, international financial markets have become increasingly 

efficient in recent years thanks to advances in technology and improvements in global 

communication and transportation networks. Nevertheless, there is still room for 

improvement, particularly in emerging markets where political and economic 

instability can still hinder the development of efficient financial markets. 

In conclusion, the efficiency of international financial markets is determined by 

a range of factors, including information availability, market liquidity, transaction costs, 

political and economic risks, and investor behavior. Efficient markets are important for 

the allocation of capital and economic growth, and improvements in technology and 

global communication networks have contributed to greater efficiency in recent years. 

However, there is still room for improvement, particularly in emerging markets, where 

political and economic instability can hinder the development of efficient financial 

markets. 

 


