Complementing  notes to chapters 13&14

International Financial Markets

International Finance covers many topics, and exchange rate determination is central to everything.
1. Historical background.
· Gold standard. Emerged in 19th century. The purchasing power of a currency was defined with reference to its gold value. All national (central) bank notes and coins were backed up by the gold reserves of a country. Consequently, when the international monetary flows over a given period, known as the balance of payments, were negative, excess holdings abroad of a country’s currency would be redeemed for gold. This in turn would cause domestic gold reserves to decline, and, hence, would cause declines in the domestic money supply. Declining money supply in turn meant downward pressure on prices and rising pressure on interest rates. Falling prices would stimulate exports, while rising interest rates would attract foreign capital inflows, thereby correcting the imbalance.

· There were several problems with the gold standard. To start with, the world money supply was controlled by the rate of production of gold, and demand for other uses, which have been erratic over the years. Domestic economic policies also were limited by the gold standard – in particular, monetary policy was completely impossible.

· In the United States during the 19th century, sectors of the economy with an export focus and limited capital needs liked the gold standard; growing regions with need for cheap credit hated it. 

· Bretton Woods system – named after the BW agreement signed in 1944, which also established the IMF (and World Bank). This was in effect a system of “pegged” exchange rates. Several “hard currencies” were established that had fixed gold conversion rates (the US rate was $35/ounce), but money supply was no longer determined by gold reserves. These hard currencies in effect added to the stock of international reserves. In 1969, the IMF created Special Drawing Rights (SDRs), which in effect added still further.

· The trouble with the BW system is that it included restrictions on exchange rates, especially for hard currencies. But pressures emerged to cause these rates to change, and in practice substantial if reasonably infrequent movements occurred. As the dollar declined relative to other currencies in the late 1960s, there was a run on gold. This resulted in a two-tier gold market (central banks still exchanged currencies at official rates), followed by the US’ renunciation of gold convertibility in 1971.

· Since 1971, major currencies have enjoyed a floating exchange rate system, wherein demand and supply for currencies determine their values.

2. The current system. In practice, the system today is not a pure float in virtually any country. At some point, almost every country has intervened to keep their exchange rate from moving too much, either gaining strength (value) -- appreciating -- or losing value -- depreciating -- against other currencies. When this happens, we call it a "dirty float". Other practices include:

· Currency Boards. A CB fixes the exchange rate, and backs the domestic currency with an equivalent amount of reserves of the currency (or whatever) that the exchange rate is fixed to. For example, from 1991 to 2001, Argentina fixed its currency against the US dollar, and its money supply was backed by dollars. Advantage: inflation was brought down from near hyperinflationary levels to those of the US; domestic and foreign investment both recovered. Disadvantages: it costs money to "buy" one's money supply this way, and independent monetary policy ceases. CB's also require a full, credible commitment by the monetary authority; otherwise, it invites speculative attacks.

· Fixed currencies without full backing. Countries that already enjoy widespread credibility might choose to fix their exchange rates without full backing. An example is Hong Kong, and China until 2005.
· In January 1999, most of the countries in the European Union adopted a common currency, the "euro" ( (I do not have the actual symbol on my computer, so a Greek epsilon will have to suffice). National currencies continue from 1999-2001, with a common set of notes and coins in place as of 2002. Rates of exchange for national currencies were set for the period 1999-2001, though, so in effect there was only one currency. Based on the 1992 Maastricht Treaty, criteria for eligibility among EU members were (a) annual budget deficit less than 3% of GDP; (b) total public debt less than 60% of GDP; and (c) an inflation rate within 1.5 percentage points of the three lowest-inflation EU countries. Great Britain, Denmark, and Sweden elected not to join the euro club (though Sweden and Denmark are likely to reconsider), and Greece was rejected, even though a lot of fudging went on when it became clear that many countries would not meet the criteria. Thus, of the 15 EU countries, 11 (Austria, Belgium, Finland, France, Germany, Ireland, Italy, Luxembourg, Netherlands, Portugal, and Spain) are original euro members. Greece ended up joining at the last minute, and Cyprus, the Czech Republic, Estonia, Hungary, Latvia, Lithuania, Malta, Poland, the Slovak Republic and Slovenia are expected to join the EU in 2004 (and the euro zone at that time, or shortly thereafter).  For a history of the EU, go to http://europa.eu.int/abc/history/index_en.htm. 
The issues surrounding currency pegging and optimal currency areas are among the hottest debates in economics these days. Economists are deeply divided over whether the euro is a good idea, and it is clear that many of the benefits are political rather than purely economic (among other things, belonging to a common currency area forces responsible macroeconomic behavior on politicians). Whether or not managed floating is desirable also is strongly debated.

3. Foreign exchange quotations. I will try to define exchange rates in units of foreign currency per dollar (and, when I am writing about other countries, the "home country currency" will be put in the denominator) regardless of convention, but you need to be careful when you are reading financial pages.

Obviously, when an exchange rate changes, it appreciates from one perspective and depreciates from another. Thus, if the Indonesian rupiah/US dollar exchange rate goes from 7000 Rp/$ to 6000, from the Indonesian perspective, the rupiah has appreciated: dollars are less expensive. From the American perspective, the dollar has depreciated: rupiah are more expensive, since a dollar buys fewer of them.

In practice, each currency has two exchange rates relative to any other. The bid price is the exchange rate at which a dealer is willing to buy a currency; the ask or offer price is the rate at which a dealer will sell a currency. Currencies are usually quoted to five digits (the last two or three are called "points"). The "spread" reflects dealer commission on the transaction. This spread tends to be tiny for large transactions involving major currencies; it becomes large for small transactions (less than $1 million) and those involving minor currencies. Single quotations are usually taken to be the midpoint of bid and offer prices.

For example, for a large transaction, the (/$ exchange rate might read



(/$=
.80000  --  .80020

This means that a bank will buy a dollar for .80000 euros and sell one for .80020 euros. It will therefore cost $12,500,000 to buy (10,000,000. If one sells (10,000,000, the bank will give $12,496,876. Thus, if one bought and then sold 10 million euros, the two transactions would cost $3,124.

In the example here, the spread is 0.025% (making the commission on a single transaction half of that, or 0.0125%). If you travel abroad and change $100 for euros, though, you will not get $100x.8002 = (80.00. Rather, for minor transactions the bid-offer rate is more likely to be like.79000--  81000.
If you are trading Finnmarks in Vietnam, for example, you might get hit with a 10% or 20% commission -- if you can sell your Finnmarks at all.  Of course, you might cleverly charge all your expenses on a credit card -- in which case the bank or hotel in question might wait for several days until they decide on the rate most favorable to them (unfavorable to you). 

Most currencies are quoted against the US dollar. Other rates -- cross-rates -- are then calculated from dollar quotations. For example, suppose that the bid-ask spread on the Japanese yen (Y) to dollar exchange rate is:


 Y/$  
=
120.00  --  120.01

Then the yen/euro rate is obtained as follows:



 Y /(
=
(Y /$)/((/$)


Thus, the Y /( bid price is the price (number of yen) at which a bank will buy euros. This is equivalent to selling yen to buy dollars (at a bid price of 120.00) and then selling dollars to buy euros (at an ask price of 0.80020). 


Y /(BID
=
(Y /$)BID/((/$)ASK
=
120.00/.80020
=
149.96

The Y /( ask price is the price (number of yen) at which a bank will sell euros. This is equivalent to selling dollars to buy yen (at an ask price of 120.0q) and then selling euros to buy dollars (at a bid price of 0.80000). 


Y /(ASK
=
(Y /$)ASK/((/$)BID
=
120.01/.80000
=
150.01

Thus, the yen/euro spread is:


Y /(
=
149.96 -- 150.01

Notice that the percentage spread (0.033%) is slightly higher than for the dollar based conversions. This is because, in effect, two transactions are being made. Notice also that there is no need to have a whole matrix of exchange rate conversions. Once exchange rates for all currencies are known against a common currency (notably, but not necessarily, the US dollar), then they can be determined against each other as well.

4. 
Forward markets.
Exchange rates conventionally refer to spot or current rates of exchange. These are used to settle commercial purchases, or for investments. But many people and firms anticipate a need for foreign currency in the future, and since its value may be highly uncertain, will be interested in purchasing a contract today that provides for delivery and settlement in the future, usually 30 or 90 days later. This means making a forward purchase, and its cost will depend on the forward exchange rate. Before getting into these at length, it should be noted that the inability to insure against long run obligations priced in foreign currencies is a major obstacle to investment and development in many poor countries. In many developing countries, firms or governments need to obtain long-term loans from abroad, and these are typically priced in foreign currency (that is, repayment is in dollar terms). Since the borrowers are unsure of the exchange rate, and are unlikely to make forward purchases for many years in the future, they are left with exchange rate risk.

Forward exchange rates are typically quoted at a premium or discount of the spot rate. The annualized forward premium (discount) is defined as:
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5.
Eurocurrency market. The interbank forward exchange market is closely linked to the Eurocurrency (or Eurodollar) market, which is an offshore market that accepts dollar (and other currency) deposits, and makes loans in these currencies as well. Banks who make such loans quote both spot and “term” currencies. That is, they quote bid-ask spreads for deposits and loans in different maturities. For example, an interest rate quotation of 4 ½ - 4 5/8 on 3-month Europound funds means that the bank stands ready to borrow pounds (sterling) for 90 days at and annualized 4.5% rate, and will lend pounds at 4.625%, plus whatever commission is charged (which could be substantial, as it includes risk premia) over the interbank market rate.

Eurocurrency interest rates are often called the LIBOR rate (London InterBank Offered Rate). Although separate forward foreign exchange rate markets exist from the Eurocurrency market, they are so closely tied that only one needs to exist.
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