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UNIT 1 INTRODUCTION TO INTERNATIONAL
FINANCE

1.1 Introduction

1.2 Objectives

1.3 Need for Study of International Finance
1.4 Capital from Global Markets

1.5 Factors Affecting International Trade
1.6 International Capital Flows

1.7 International Financial Markets

1.8 Participants In International Finance
1.9 Summary

1.10 Glossary

1.11 Answers To Check Your Progress
1.12 Reference/Bibliography

1.13 Suggested Readings

1.14 Terminal & Model Questions

1.1 INTRODUCTION

Finance is one of the key considerations for undertaking any business activity and when
funds are acquired, utilized, transferred and distributed across international boundaries,
they come under the purview of international finance. This unit explores the foundational
concepts and functions of financial management. It provides insights into the principles
and practices that guide financial decision-making in organizations, setting the stage for
more advanced topics in finance.

1.2 OBJECTIVES

After reading this unit you will be able:

e To understand the significance of studying international finance.

e To gain an insight into the components of global financial environment.

e To know about the various types of capital flows and the factors impacting them.

e To appreciate the role of various participants in the international financial
markets.

Unit 1 An Introduction to International Finance Page 1 of 450



MS 405 International Finance Uttarakhand Open University

1.3 NEED FOR STUDY OF INTERNATIONAL FINANCE

In order to survive, businesses need to expand. This expansion can come either by
introducing new products on a regular basis or expanding the customer base of existing
products. While continuously launching new successful products is challenging, taking
successful products to newer markets is easier and cost effective. This expansion goes
beyond the national boundaries and companies today are competing in what is called as a
global market. Finance is one of the key considerations for undertaking any business
activity and when funds are acquired, utilized, transferred and distributed across
international boundaries, they come under the purview of international finance. As we
know, financial management aims at judicious use of funds in order to maximize
shareholder wealth. This calls for planning, evaluating and executing financial plans
which help in maximizing returns. When this is done at international level, it requires
another set of expertise. A study of International Finance enables you to understand
about the various markets available, their characteristics, types of products and types of
risks involved. For any business that wants to expand globally, it is essential to gain
expertise in international finance.

There can be several motives and needs for getting a thorough understanding of
international finance, some of which are listed as under:

1.4 CAPITAL FROM GLOBAL MARKETS

The increased expansion of markets and institutions aided by massive improvement in
technology has now enabled businesses to raise capital from anywhere in the world.
Typically, the developed markets are investing in developing economies for better
returns and opportunities. It is well established that international markets allow for
cheaper funds due to large variety of options. An in-depth understanding of international
financial markets can help a finance manager to decide about the market from where
funds should be sourced, the choice of currency, instrument to be used, international
regulatory provisions to be followed and minimizing cost of capital.

Manage international risk

Every business has certain element of risk and when an important function like finance is
handled at international level, there are many unique risks which need to be managed
efficiently. The study of international finance will help to analyze and mitigate risks like
foreign exchange risk, interest rate risk and country risk. Various instruments and
strategies need to be deployed for handling this which requires specialization. The
systematic risk grows manifold while dealing with multiple economies and their different
growth patterns.

Investment of surplus funds

International markets provide the opportunity to get attractive returns from a wide variety
of choices in terms of markets as well as instruments. Knowledge of international
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investment avenues, market movements and their regulatory control is essential in order
to achieve the best possible returns from the market. Technology has resulted in creation
of various types of instruments which were not available before. It should be the
endeavor of finance managers to have a good understanding of these opportunities to
achieve a good balance between profitability and liquidity.

Liquidity to investors around the world

In order to achieve a global investor base, the business should be listed in the major
markets which require compliance of respective provisions. It is essential to provide
liquidity to the investors who provide debt or equity in order to have access to their
funds. This requires deeper understanding of international finance. It is so because
different markets and economies function in their own unique ways. Market analysis and
exploration for best opportunities requires greater levels of specialization. It is also
important to comply with the various regulatory norms prevailing in these markets.

Faster movement of funds

Modern telecommunication and computer advancements have replaced physical markets
with virtual markets. Fund transfer takes place in seconds and rates change in fraction of
seconds. The international fund managers have to take decisions quickly and efficiently.
The study of international finance can help the manager to best relocate funds globally in
order to ensure their optimum utilization.

1.5 FACTORS AFFECTING INTERNATIONAL TRADE

International finance exists due to international businesses. The factors affecting
international trade also affect international financial environment. With global trade
expanding each year, businesses are getting exposed to the risks spread across large
number of markets. Some of the key factors that have an impact on the financial health of
any international business are discussed as under:

Political Environment

The political environment from a business perspective refers to the government outlook
towards international businesses which is mostly reflected by its policy towards
facilitating trade in its market. The stability of the governing policies is a critical factor to
decide upon the risk involved in committing to long term investment in any country.
Some countries have a liberal and business friendly business environment while in some
cases there might be hostility towards foreign businesses. Many countries impose
restrictions in the form of tariffs and other trade barriers for foreign businesses in order to
protect the interest of home business firms or restrict foreign trade in a particular product
or service. These days, tariffs have become the bone of contention between various
countries where political battles are being fought by way of imposing tariffs on products
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of each other. Various international trade organisations like the WTO are working with
limited impact to provide free access to trade around the world.

Economic Environment

The economic environment has a great bearing upon the financial stability of businesses.
Its major components include the economic policies undertaken by the government, the
growth rate of the economy, employment rate, growth in per capita income, inflation rate,
business cycles, organisation of capital markets, interest rate movements, movement in
exchange rate of home currency, spending patterns, investment in infrastructure etc. Any
economic uncertainty can have a lasting impact on the performance of a business and put
the foreign investment at risk. Interest rates can affect investment and exchange rates can
disturb pricing for a firm dealing with imported goods. Many international forums like
World Trade Organisation (WTO) have been instrumental in ensuring uniform trading
practices around the world, although various differenced still persist.

Social Environment

The socio-cultural environment refers to the value system prevailing in the country,
social preferences, attitudes, customs, rituals, fashion etc. The communication strategy,
product positioning, employee treatment, pricing, distribution etc have to be in
compliance with socio cultural beliefs and practices in the target market. These factors
are dynamic and must be accounted for while forming business plans. Sometimes foreign
businesses have to face the wrath for not respecting the local cultural norms and
sensibilities. Various research firms are engaged by the multinational corporations before
deciding upon the right mix of product and service to be offered in a market.

Technological Environment

Around the world, there exists a vast difference in the levels of technological
advancement prevailing in the countries. Some countries have adopted most sophisticated
technology and the market has the ability to pay for it. Many others are far from modern
processes as they do not have the resources to adopt the latest advancements and the
customers in the target market might not have the capacity to pay for it. The perception
of quality is also different across markets as some quality which is sold in a particular
market might not be acceptable in other markets. The technologies are continuously
changing and concepts like artificial intelligence, block chain, big data are continuously
changing the landscape of financial markets. The feasibility of technology in a market
should hence be carefully analysed as investment in technology is generally irreversible.

Legal Environment

The regulatory environment, judicial interventions, taxation provisions, penalties,
custody of foreign assets etc need to be carefully examined and followed in international
business. The host country laws and judicial system should be strong enough to protect
the interests of the foreign investor in the event of any crisis. Sometimes abrupt changes
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are made in laws which can create financial contingencies like retrospective amendments
in taxation laws can lead to an unforeseen liability for the business.

Along with globalization of trade, there has also been globalization of financial markets.
Today capital and investment flows happen on a global level. Exposure and
understanding of international finance is essential for successful operation of
multinational corporations.

1.6 INTERNATIONAL CAPITAL FLOWS

Capital flows across international borders can be in various forms and for various
purposes. These flows may be for the purpose of investment, operations, research,
government transactions between countries, and capital market movements into various
debt or equity securities across exchanges. Also, a lot of fund movement happens
internally between various entities of multinational corporations for business
transactions. Each country experiences inflow and outflow of funds on account of
business and other transactions.

Location of Capital: When the residents of a country invest in the business ventures
abroad, it can be called as overseas home investment. It leads to flight of capital abroad
and 1s a debit item in the country’s BoP account. On the other hand, when the foreigners
invest in a country’s businesses or assets, it is foreign investment which leads to inflow
of capital and is therefore a credit entry into the BoP account. Developing economies are
always looking for foreign investment for economic development as well as positive
contribution to foreign exchange reserves. Apart from investment, international capital
flows may also happen for a variety of reasons like aids, grants, remittance etc.

Ownership of Capital: The capital flows can be initiated by governments or private
entities. The governments undertake transactions with the help of their Central Banks to
borrow or lend from other governments or international institutions. These are done to
improve their foreign exchange reserves or fulfill international liabilities. The private
transactions by companies, individuals, institutions, agencies may be for borrowing,
lending, remittances, investments, taxation or other purposes.

Term of Investment: Majority of international capital flows are undertaken as part of
investment activities which may be for short or long term. The investments which
normally have a maturity period of one year or less are classified as short term while
those extending beyond that are termed as long term. The short term market is also called
as money market and has a quick impact on market variables like exchange rate, interest
rates etc. Sometimes the central banks might interfere for a course correction. On the
other hand, long term investments have far reaching impact on the economy and leads to
higher risk for the investor.

Motive for Investment: The foreign investment is undertaken to get returns which are
higher than those in the home country. However, the approach or motive for investment
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can primarily be of two types- i) Foreign Direct Investment (FDI) and ii) Foreign
Portfolio Investment (FPI). The FDI is direct investment into the assets of a country. It
leads to ownership and management of asset by the foreign investor. It reflects long term
commitment by the investor to the recipient country and is welcomed by the host
government. It is seen as a potent way to bring economic development as it leads to
employment, quality products and services, import of technology and global management
practices, increase in foreign exchange, taxation revenue, development of infrastructure
and ripple impact for domestic firms. On the other hand, portfolio investment is an
indirect investment into domestic businesses by foreign investors through purchase of
securities in capital markets or stock exchanges. Such investment does not give
ownership and control to foreigners and it can be quickly liquidated.

The capital movements are influenced by a variety of factors, some of which are as
under:

1. There are marked differences in interest rates across the world. They are
dependent on variety of economic factors. The investors in countries with low
interest rates like to invest in countries with higher interest rate after weighing in
the risk factors associated with the concerned market.

2. The consumer market in an economy with potential for expansion decides
whether it has the capacity to absorb new investment and provide expected
returns.

3. Good economic and political environment also increase the chances of getting
foreign investment for a country. Well developed infrastructure, tax incentives for
investment, better regulatory environment and peaceful living conditions increase
capital flows to the country.

4. If a country has geographical advantage in location and provides lower cost of
production (labour, raw material, technology penetration etc), it can attract lot of
investment capital for production and supply of goods in the nearby countries.

5. The investment market also runs on speculative activity. Any expectation of
change in exchange rates might fuel transfer of funds from one country to
another. The market responds better to economies which are not highly regulated
in exchange rates.

1.7 INTERNATIONAL FINANCIAL MARKETS

The international finance market is a multi-tier, multi-location, multi-player, multi-
instrument market which operates round the clock and plays its role in bringing people
and institutions together who are in need of funds or who are willing to part with their
funds. The technological advancements and opening up of economies have strengthened
these markets.

International Money Market
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As discussed earlier, the international money market caters to the need of short term
funding i.e. where the maturity is up to one year. Such short term funding is required by
governments, institutions and business corporations which are provided by investors
including banks, fund houses, retail investors etc. The growth in international business
has given rise to the need of currency other than the domestic currency. Here is where the
international money market comes into account. The demand may be for paying for
imports or to meet short term fund requirement and the borrowers choose markets where
interest rates are lower or where the currency is expected to depreciate against home
currency. On the other hand, investors look at parking funds for short term where interest
rates are higher or currency appreciation is expected. Commercial banks play a great role
in this market and US dollar and euro are the most sought after currencies. Deposits
denominated in currencies outside of home country known as euro-deposits are dealt by
them.

International Credit Market

International credit market constitutes the financial institutions and markets which
provide medium term funds through term loans to domestic firms and MNCs. Even
governments borrow from international credit institutions like the World Bank and
International monetary Fund (IMF) to fund their medium to long term credit
requirements. Business related funding is arranged by commercial banks. Investment
banks with the help of organized and efficient stock markets help business houses to raise
funds. Sometimes, in case of large borrowing proposals, banks can form a syndicate
(many banks coming together to lend together) which allows them to arrange funds as
well as reduce risk to a single entity.

International Bond Market

Another avenue for raising funds is the international bond market where foreign
businesses can issue bonds in the local currency. After being issued in the primary
market, they are then available for trading in the secondary market. They are attractive as
corporate houses can take advantage of prevailing lower rates of interest in a foreign
country rather than taking loan at higher rates in the home country. However, if
difference in interest rates is not significant then exchange rate risk is also to be taken
into consideration. Eurobonds are the bonds which are sold in a foreign country other
than the country of the currency denominating the bond. They are popular as a means of
attracting funds as they circumvent registration requirements.

International Derivative Market

Derivatives are financial instruments whose value is “derived’ from an underlying asset
like stocks, currency, bonds, interest rates etc. They are either traded on organized
exchanges (London and Chicago are the biggest exchanges) or over the counter (OTC)
which means direct dealing of one party with another. This market is huge and runs into
hundreds of trillions of dollars. These instruments are popular in international financial
markets as they are used to hedge, invest and increase liquidity.
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N |Check Your Progress-A

1. International financial markets allow an investor to the
geographical risk.

2. Change in interest rates can impact the activity in any
economy.

3. Foreign Direct Investment leads to entry in BoP statement.

4. Borrowing or lending activity on behalf of governments is undertaken by

5. Bonds issued in currency outside of the home country are called

6. FllIs enjoy full convertibility of their investment

1.8 PARTICIPANTS IN INTERNATIONAL FINANCE

The global financial market is run by various participants who have their set objectives
for dealing with the market. Although not confined to a particular organizational
structure, the international finance market has a multi-tier existence. The market consists
of players seeking capital and those willing to supply capital. The capital seekers may be
businesses seeking working capital, term lending for capital projects or bridge finance for
short term. The capital suppliers include banks, retirement, insurance and pension funds
and other private equity players. The players may be retail or institutional and their
motives may be different. Broadly, there are two categories of participants in the market
as per their objective. They are investors or speculators. The investors usually are
interested in medium to long term returns and look at fundamentals of the investment
proposals while the speculators are interested in making money in the short term through
opportunities arising out of temporary changes in the market. The major participants are
as under:

Banks and Financial Institutions

Banks play a vital role in international finance as they are the biggest facilitators of
international trade. Through their widespread network of own branches and their
affiliates, they help international businesses to acquire, transfer as well as invest funds
across different markets in the world. They issue letters of credit which help the exporters
to deal with customers the world over without taking undue risk on credibility of the
other party. They also provide short term to long term credit facilities to businesses as per
their need. Fund transfers with deposit accounts in currencies outside of home country
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are also provided by them. Commercial banks have specialized branches to cater to the
needs of international businesses while there are investment banks offering consultancy
in conducting financial transactions across the world.

Foreign Institutional Investors (FIIs)

These refer to foreign institutions which are authorized by market regulators (like SEBI
in India) to invest in various types of securities in India. They include various types of
insurance, pension, retirement, investment and mutual funds who participate in the
market to subscribe to various instruments. They have huge amount of funds at their
disposal which need avenues for investment. These funds access the international
markets to boost their returns as well diversify their risk. This is due to the fact that
economy in different companies behaves differently. These funds invest in both debt and
equity instruments and are allowed full capital account convertibility by the regulators.
They can have global, regional or country based exposure as per the mandate of their
investment. The presence of FllIs in the market is an indication of the strength of its
economy and provides impetus to foreign direct investment.

Stock Exchanges

The stock exchanges have a critical role to play as they provide liquidity to the investors.
The clearing services offered by them guarantees payment and delivery which is at the
backbone of secondary market. All kinds of securities like equity, debt and derivatives
are dealt by these exchanges. Listing of securities on these exchanges inspires confidence
among the investors regarding the issuer.

Brokers and Security Dealers

The trading activity in an exchange is conducted by the brokers who are authorized for
doing sp by the respective exchanges. In addition, they provide their clients all kind of
services including purchase and sale of securities, settling dues etc. They execute
transactions on behalf of their customers while complying with rules of the exchange.
Primary dealers are involved in dealing with government securities in both primary and
secondary markets.

Investment Banks

These organisations provide a host of financial services to their banks which includes
raising capital, underwriting initial public offers (IPO), managing security issues,
obtaining regulatory clearances, advising on mergers and acquisitions, risk management
and trading of securities. Most of the big investment banks have a wide network of
offices globally with highly qualified personnel who look after the international finance
needs of their clients.

Central Banks

The Central banks regulate and control the financial environment in a country to a great
extent. They not only decide upon the interest rate (by way of monetary policy) which is
crucial for the investment in any economy but also intervene in the foreign exchange

Unit 1 An Introduction to International Finance Page 9 of 450



MS 405 International Finance Uttarakhand Open University

market. They also act as banker to their respective governments. They regulate the
functioning of commercial banks and are in a position to influence the exchange rate by
pumping in foreign exchange or sucking it out.

1.9 SUMMARY

This unit has invariably introduced the concept of international finance and is aimed to
give an understanding of the complexity and dynamics of the forces that govern it.
International trade and globalization have touched our lives in a manner, that we cannot
separate ourselves from the haunches of the financial forces governing it. International
finance deals with the study of the markets, the products and the participants. The
financial markets have integrated and are now able to provide funding and investment
across the borders. This makes learning about international finance crucial to any
international business. The financial markets are impacted by a host of complex
environmental factors and are led by players with variety of motives and time horizon of
investment.

L 1
o‘,‘_’ﬁ
o

>~ <
@ 1.10 GLOSSARY

WTO- World Trade Organisation, an institution aimed at facilitating global trade.

International Tariffs- Taxes imposed on import of goods/services by host
country.

Foreign Direct Investment- A long term investment with management control in
assets located in foreign country.

Foreign Portfolio Investment- An indirect investment in securities by foreign
investors through stock exchanges.

International Money Market- Market for deploying or obtaining short term
funds.

International Bond Market- Market for issuance of bonds in foreign currency
by foreign businesses.

Foreign Institutional Investment- Investment in capital markets by foreign
institutions like pension, insurance or mutual funds.
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1.11 ANSWERS TO CHECK YOUR PROGRESS

Check Your Progress A

1. Diversify
Investment
Credit

Central Bank
Eurobonds
Capital Account
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movements/international-capital-movements-meaning-and-effects-
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e https://www.fxstreet.com/education/participants-of-financial-markets-
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e Global Finance and the Macro economy by Tony Makin, Macmillan, 2000

¢ International Trade and India by Parthapratim Pal

1.13 SUGGESTED READINGS

1. International Finance: Theory and Policy by Marc Melitz, Maurice Obstfeld,
and Paul Krugman
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2. International Finance and Open-Economy Macroeconomics by Giancarlo
Gandolfo

3. Multinational Business Finance by Arthur 1. Stonehill, David K. Eiteman, and
Michael H Moffett

4. International Economics: Theory and Policy (10th Edition) (Pearson Series in
Economics) 10th Edition by by Paul R. Krugman , Maurice Obstfeld , Marc
Melitz

5. International Economics: Trade and Finance, 11ed, ISV (WSE) by Dominick
Salvatore

?

! 1.14 TERMINAL QUESTIONS

1. Why is a comprehensive knowledge of international finance important for a
global business manager?

2. Explain some of the key characteristics of the international financial markets.

3. What are the key relative advantages offered by international finance markets
to international businesses?

4. What is the role of Central Bank in influencing financial markets of a
country?

5. Explain the role of technology in working of international financial markets.
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2.1 INTRODUCTION

The globalization of businesses started after the Second World War and gained
momentum during the 70s and 80s of the twentieth century. With the opening up of
boundaries for international trade, international finance also took leap and capital flows
started taking place across countries. The international financial environment has become
quite complex. It comprises of with many institutions, products, markets and
technological platforms working round the clock. The trade has become liberal and
financial institutions work with greater freedom but technology and speed of
communication has also posed new kinds of threats. The increasing inter-linkage of one
market with another has led to increased uncertainty and risk. All this makes it very
challenging for the modern finance manager to avail increased opportunities on one hand
and face increased risks on the other. Various international institutions which are
specialized in their domain play a great role in regulating and facilitating financial
services around the globe. In this Unit, we will study about the various components of the
international financial environment and their role along with the recent developments that
have taken place across the globe.
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2.2 OBJECTIVES

After reading this unit you will be able to:

e Understand the significance of the international financial environment.

e Know about the various components and participants in the international financial
market.

e Appreciate the role of international finance in economic development of the
modern globalised economy.

2.3 ROLE OF MULTINATIONAL CORPORATIONS IN
INTERNATIONAL FINANCE

Multinational Corporations or as popularly known as MNCs have been instrumental in
creating and expanding the international financial market. As we all know, MNCs are
those companies which have operations in various countries. The ratio of their home
market revenues to foreign market revenues might be different. While some operate
centrally from their home location, many others have controlling offices at various
locations across the world. Transnational companies are those which do not have any
central controlling location and for whom majority of revenues are generated from
outside markets. However, almost all of them own assets abroad which are sometimes
even financed from external locations. These firms source raw materials, components and
even human resources from multiple locations across the globe. Collaborations in the
form of joint ventures, mergers and acquisitions, research and development activities etc
are taken at a global level. All these activities require acquisition, investment and flow of
funds from one country to another. Hence, they multinational corporations are very
actively involved in the international finance market.

As multinationals work in a wide and heterogeneous market, their operating strategy in
finance is different from those that of a domestic firm. These companies have to deal
with varied political and legal environment which makes the task challenging. The
business headquarter has to decide whether to centralize decision making or delegate to
local offices regarding issues related to taxation, repatriation of profits, capital structure
in joint ventures with local firms etc. The key financial functions become slightly
complex in case of international financing.

Investment Decisions: The capital budgeting decisions become complex as the discount
rate of cash inflows has to be carefully determined for each market and it could vary
drastically from one market to another. The firm has to conduct risk appraisal carefully
considering macroeconomic variables applicable to a region/country. Multi-national
corporations undertake complex investment decisions in the form of green field
investment, acquisitions, joint ventures etc across the markets. There is political and
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business risk spread all over these markets. The specialized international financial
institutions help them in successful execution of these decisions.

Financing Decisions: After deciding upon the appropriate investment decision for the
international markets, the next challenge for the MNCs is to get the best financing mix
with the lowest cost of capital. These decisions can be very efficiently managed by global
firms due to their access to capital markets across the globe. The company can borrow
heavily in high taxation countries to reduce tax liability and lend it to their subsidiaries in
countries with lower tax. Similarly, surplus investment can be made in countries with
higher rate of interest. Also, if a market is attractive but has high cost of capital, the
company can arrange funds by borrowing in home country and lending it to subsidiaries.
Lower interest rate financing can be obtained in developed economies to invest in high
potential growing economies.

Risk Management: A global finance manager has to deal with foreign exchange risk on a
regular basis while sometime there might be instances of political risk. There can be
other systematic risks with one market closely affecting the other. Normally, companies
have to hedge (which refers to taking an offsetting position to avoid the potential risk)
their transactions to overcome foreign exchange risk. However, multinational
corporations undertake plethora of transactions in various types of currencies which can
offset risk with one another. In order to successfully manage these risks, the manager
should have a good understanding of the players and their functioning in the international
financial environment.

2.4 COMPONENTS OF INTERNATIONAL FINANCIAL
ENVIRONMENT

Broadly, the international financial environment comprises of various types of products,
institutions, markets and participants. It is different from domestic financial environment
in many ways. This is so because it is impacted by a plethora of external forces which are
highly uncontrollable and unpredictable. Over the period of time due to increased
globalization, there has been expansion of this market with the emergence of new
products and technologies. The participants are also increasing due to increased
opportunities as well as convenience owing to technological advancements. The major
components of this environment include:

Foreign Exchange Market

This is the most significant component of the international financial environment as one
of the primary reasons for existence of the international financial market is the presence
of multiple currencies in transactions. It deals with exchange of one currency with
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another and provides products with different types of transactions and maturity period.
This market comprises of institutional players like banks, corporations on one hand and
retail players dealing with customers like foreign tourists on the other. This market helps
business houses among others to get required currencies for their trade as well as hedging
instruments to cover the unfavourable fluctuations in the foreign exchange rates.

International Capital Market

This includes the presence of a system through which businesses, governments and
individuals can borrow, lend or invest funds across boundaries. This is essential as it
leads to free flow of funds across the world and hence deficient economies can take funds
from surplus economies. There are organized markets, products and institutions which
help in acquisition of funds, investment of funds as well as hedging opportunities.

International Institutions

The international finance function is majorly handled my international institutions like
global Investment and Commercial Banks, Central Banks, Multinational Corporations,
World Bank, International Monetary Fund, European Investment Bank, Regional
development banks (like Asian Development Bank/African Development Bank etc),
International Financial Corporation etc. These play variable roles in ensuring that there is
smooth flow of capital and funds across the world.

Products in International Financial Markets

The international financial markets offer a wide array of financial products and services
to all the participants which include products in foreign exchange, loans and advances,
grants, guarantees, hedging instruments, derivatives, private equity etc. These products
are constantly evolving and are being traded with better speed in settlements.

Government Actions

Various governments undertake transactions from international market through their
Central Banks for borrowing, lending, grants, intervening in foreign exchange market etc.
They pass regulations, coordinate with institutions like World Trade organisation,
promote foreign investment, handle crisis, decide interest rates, influence regional
associations etc. They also impose tariffs, sanctions and other restrictive measures which
has impact on international capital flows. All these activities make the governments very
influential in the international financial environment.

Balance of Payments

International trade, investment and any other kind of international fund flow has an
impact on the foreign exchange reserves of a country. The impact of these flows, both
short term and long term, is recorded in an account known as Balance of Payments. This
account has a reflection of a country’s economic strength and impacts the value of
foreign exchange rates and is hence crucial to the international financial environment.
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2.5 FOREIGN EXCHANGE AND INTERNATIONAL
CURRENCY MARKET

This is the most significant component of the international financial environment and has
many participants which include the Central banks, commercial banks, brokers, traders,
tourists etc. It is primarily aimed at facilitating purchase and sale of foreign exchange.
This market is largely unorganized and works 24 hours a day on weekdays as its centres
are spread across the world. By unorganized, it means that there are no regulatory
authorities to govern the market and deals may be struck between two parties without any
interference from anywhere.

This market has demand and supply of all the international currencies but the leading
currencies are US dollar, Euro, British Pound and Japanese Yen. It has two components-
the wholesale market (between institutions primarily banks and global corporations) and
the retail market (catering to the needs of individual). Some of the biggest foreign
exchange centres are in New York, Chicago, London, Tokyo and Singapore. The market
decides on the price of foreign currencies on the basis of prevailing demand and supply
and hence is a key for exchange of value in international trade.

As described earlier, this market has a variety of participants from an individual to large
institutions. The Central bank in a country is the custodian of all its foreign exchange and
acts in the interest of the nation’s economy to keep exchange rates as stable as possible.
Depreciation of a currency boosts exports but hurts imports and vice versa. Sometimes,
the central bank may interfere in the market by supplying or buying foreign exchange.
The commercial banks quote prices and allow for settlement between parties. They
provide currency to their clients who may be business corporations or retail clients. The
brokerage house or brokers are middlemen who earn commissions by executing deals
between buyers and banks.

Various types of transactions like spot, forward, futures, Options etc are undertaken in
this market. Spot relates to current market rate for exchange of one currency with another
while forward or futures transactions refer to trading activity undertaken for execution at
a future date. You will learn more about these in subsequent units. However, this market
is subject to a lot of speculative activities. This is so as change in political and business
environment leads to speculation leading to anticipatory purchase or distress sale of
particular currency which may impact the other countries. The US dollar is considered to
be the most widely accepted currency worldwide.

2.6 INTERNATIONAL CAPITAL MARKET

Capital Markets refer to the marketplace which facilitates coming together of entities in
need of funds and those with surplus funds. It involves individuals, business houses as
well as governments. International Capital markets relates to acquisition and investment
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of funds in international markets. This market primarily includes International Banks,
International Equity market, Eurocurrency and Eurobond market. The international banks
act as investment banks and help business houses to fulfill their funding needs by helping
them raise money in foreign currency and foreign locations and get it transferred to the
desired location. They have their own international network as well as work as
correspondents of other banks. The main advantage of access to international capital
market is that it helps reduce the cost of capital as borrowers can choose the markets with
the lowest cost and secondly diversification of geographical location and currency can
reduce the systematic risk as not all economies or currencies will suffer setback at the
same time.

The Eurocurrency market also involves banks. It refers to providing accounts containing
deposits in currencies other than that of the home location of the bank branch. For
example a US dollar denominated account in a London branch of the bank. This helps the
countries or institutions with surplus funds to park them in Eurocurrency accounts in
order to earn short term interest income. Rates such as LIBOR (London inter-bank offer
rate) are used as benchmark rates for these deposits. Similarly, Eurobond refers to the
bond which is sold in a country outside the country of its denominated currency. For
example a bond denominated in dollars being sold in United Kingdom will be called a
Eurobond. This is a very strong market as it helps businesses to acquire debt outside their
home country in the currency of their choice. These bonds are issued by a bank syndicate
and provide good liquidity in secondary markets. The market size for these bonds runs
into hundreds of trillions of dollars.

The International equity and debt market refers to offering equity or debt instruments in
foreign markets to fund local or outside operations. These are primarily underwritten by
investment banks. In the recent years, the opening up and growth of developing
economies along with advancements in technology has led to better access to
international equity markets for the investors. Various multinational corporations get
their stock listed across various markets to provide more financing opportunities for their
operations. One very popular method of raising funds from outside market is issuance of
Global Depository Receipts (GDRs). Under this mechanism, a domestic company can
issue shares to a foreign bank who in turn issues depository receipts in the foreign
country representing the underlying shares. The investors can buy these depository
receipts from the bank and indirectly invest in the foreign business. These GDRs are
negotiable instruments and are traded on select exchanges around the world. When issued
in US markets, it is known as ADR or American Depository Receipt. The international
equity market has helped businesses to increase their investor footprint and increased
opportunities for funding.

Unit 2 International Financial Environment Page 18 of 450



MS 405 International Finance Uttarakhand Open University

2.7 INSTITUTIONS IN INTERNATIONAL FINANCE

Various institutions are directly or indirectly involved in the international financial
environment and have specific role to play. These are subject to international laws and
have their offices in many countries. These are commercial banks, multilateral
development banks, regional development banks and Institutions like the International
Monetary Fund (IMF), World Bank etc. Some of the key institutions are described as
under:

International Commercial/Investment Banks

They are the biggest participants in the international finance market and act as
intermediaries between capital markets and intended beneficiaries. They are the key
players in international corporate finance, without which there would be no flow of
international trade. Right from financing international trade, issuing letter of credit and
bankers’ acceptances to arranging term lending requirements and remittance of funds;
they perform a wide variety of functions. Investment Banking operations also involve
underwriting of issues, issuing depository receipts etc. In addition to this, they also
provide various deposit accounts and foreign exchange services which are of critical
importance for commercial operations of businesses.

Regional Development Corporations/Banks/Multilateral Financial Institutions

Many regional development corporations have been established by various regional
groups across the world. Prominent among them are Asian Development Bank, African
Development Bank, European Investment Bank, African Development Bank etc which
aim at financing developmental projects in specific regions. They provide loans,
technical advice and equity for undertaking economic development activities. Also, there
are various multilateral financial institutions like the European Commission who work on
financing specific projects.

International Monetary Fund

Established in 1945, the International Monetary Fund aims at providing monetary
stability to its member countries which constitutes almost all the countries in the world. It
undertakes a variety of functions like keeping a watch on the monetary position of
various countries, providing them with expertise on economic problems and lending
them to overcome short term monetary imbalances. In cases of any crisis, members can
approach IMF which provides loans with conditional structural adjustments (guidelines
to be followed) which the member country has to undertake to ensure that the problem
would not reoccur.

World Bank Group

This international group comprises of five institutions namely the IBRD (International
Bank for Reconstruction and Development), IDA (International Development
Association), IFC (International Finance Corporation), MIGA (Multilateral Investment
Guarantee Agency) and ICSID (International Centre for Settlement of Investment
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Disputes). It has 189 member countries and is the largest association formed for
economic and social development. IBRD and IDA provide loans and guarantees along
with technical advisory services to poor countries in the developing world. Their interest
rates are low with long repayment periods to help upliftment of economically backward
countries. The IFC works in projects involving private sector participation in developing
countries. It raises funds through bonds in international capital market and then lends to
private sector in poor countries. MIGA has been established to promote foreign direct
investment in developing nations. It does so by providing guarantees to investors against
non-commercial risks like political risks. ICSID is an international dispute settlement
forum for international investment treaties.

2.8 RECENT DEVELOPMENTS IN INTERNATIONAL
FINANCIAL SYSTEM

The International financial environment has witnessed many changes since its inception
in the last century. Some of the recent noteworthy developments are as under:

e The process of integration of financial markets has gained acceleration due to
increased globalization and the participants and their turnover is sharply increasing.

e Technology has resulted in not only speeding up the transactions but the reaction
time on change in macro and micro economic activities has considerably reduced. This
has improved convenience but brought increased volatility. Also fears regarding
technology abuse by unwanted elements pose considerable risk.

e With increased network of banks geographically and technologically, there has been

considerable increase in the amount of international bank fund flows allowing for
greater liquidity across the markets. The inter-bank cross border flows although are
declining as banks are increasingly dealing with their own branches. However, post
financial crisis in 2009-10, many banks from developed countries have also scaled
back their operations.

e The derivative market has expanded broadly and led to the emergence of complex
derivative products. Advances in financial engineering and techniques of risk
management have aided in this phenomenon.

e There has been an increase in political hostility which is leading to trade wars and
thereby impacting international businesses. This has increased political risk pertaining
to international finance.

e The sub-prime crisis in the last decade which led to the downfall of many well-
known international banks revealed that the international financial system has stability
issues and that US market can have a deep impact on the world markets. That crisis
had an adverse impact on the world economy for a long time and exposed the
weakness of regulatory control over the market.

Unit 2 International Financial Environment Page 20 of 450



MS 405 International Finance Uttarakhand Open University

N Check Your Progress-A

1. MNCs have the option to in countries with
interest rates.

2. Borrowing in international markets leads to interest rates and
systematic risk.

3. The currency with highest acceptability across the world is

4. Eurobonds are sold in countries of their denominated currency
country.

5. Surplus deposits can be deposited by international entities in
accounts.

6. GDR stands for

7. IMF helps member countries in overcoming short term
crisis.

8. World Bank group consists of institutions.

2.9 INTERNATIONAL FINANCIAL MANAGEMENT

International finance presents various other critical dimensions to the already challenging
capital budgeting decisions. These include issues like exchange rate volatility, foreign tax
and other changing regulatory provisions and the risks associated with the political
environment of the foreign country. In spite of these challenges, the business
corporations continue to spread their operations across countries and attract international
investors to fund them. This is mainly due to the following three factors:

1. The foreign investments provide comparative cost advantages which are necessary to
obtain market leadership.

2. Many foreign destinations provide lucrative tax incentives to attract investment which
forms the basis for establishing operations in these countries.

3.Financial diversification across geographies lowers the overall risk for a multinational
corporation.

Although we require incremental cash flows for evaluating capital investment proposals
but sometimes foreign investments provide various intangible advantages which can be
traded in for a lower return. These may include producing better quality products,
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reaching out to customers faster, providing better after sales support, providing
confidence in the brand due to local presence, learning experience for foreign locations,
international exposure to staff etc. These benefits may have a long term impact on cash
flows and can also have a positive impact in the form of improving domestic operations
and products. However, on the other hand factors like opportunity costs, impact on
exports business (which would be replaced by direct investment) etc need to be carefully
considered before arriving at the incremental post tax cash flows.

Key Factors Affecting Cash Flows

In comparison to the domestic firms, the international businesses have to take into
account certain unique risks due to their presence in foreign destinations. Some of them
are described as under:

Tax Impact- One of the most complex issues is that of taxation in the international
markets. Apart from the usual tax that is payable on earnings by the foreign subsidiary,
some countries impose withholding tax on profits repatriated to the parent company.
Then again, the parent subsidiary may be taxed on this income as part of its total income
in home country. To avoid this multiple taxation on same income, many countries have
signed tax treaties but they are not universal and uniform. Also these are subject to
changes with changes in political regime in the host country. A careful analysis is
required in order to find out the real impact on taxation on returns.

Exchange Rates- The most uncontrollable factor in international business is the
exchange rate fluctuation. In case the host currency weakens, then the amount available
for repatriation to the home country will go down which may impact the decision of
financial viability of having a foreign subsidiary. This is particularly important for the
businesses which repatriate much of their earnings back to home country. Although
companies hedge their foreign exchange transactions through various products but many
times the volatility maybe more than expected and can have a lasting impact on either the
import or export side of the business. Suitable consideration has to be made with regard
to volatile economies while deciding upon investing in their markets.

Profit Repatriation- Many countries, particularly those in developing stage, may put
restrictions on profit repatriation as they have limited foreign exchange reserves as well
as they may want the profits to be reinvested in the host country for some specified time
to ensure development. This may be suitable for those firms who have long term
expansion plans in the host country as they anyhow need funds and may be rewarded by
local governments for increased investment. However, it may have an adverse impact on
the firms who wish to repatriate the profits regularly. Some of the alternative methods
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employed by MNCs to overcome these restrictions include royalty / license fee
payments, overseas loan repayments, inter subsidiary sales etc.

Political Risk- This is emerging as key variable with political environment changing
drastically with change in regimes. It can be mild to extreme depending upon the political
ideology prevailing in the country. Various restrictions like ensuring local area
employment, social and environmental contributions, restrictions on imports, majority
ownership by a local partner, restrictions on currency convertibility etc may be imposed
by the host nations. Sometimes judicial system can impose restrictions severely
hampering the prospects of a business. Another development in recent times is that of the
current governments turning down or not honouring the commitments of the previous
governments. This can be of severe consequence to investments on foreign soil. Also,
sometimes the governments can impose some regulation from retrospective effect which
can create an unforeseen liability. Suitable discounting needs to be done to account for
these risks while green-lighting foreign investment proposals.

External Commercial Borrowings

The present international financial environment provides ample opportunities to source
capital from across the world. The globalization of markets and technological progress is
aiding in the phenomenon. External Commercial Borrowings or ECBs refer to raising of
commercial borrowings from international markets subject to the regulations issued by
respective governments. These borrowings can be short to medium term or long term.
They can be denominated in foreign currency or local currency.

The borrowings can be in the form of loans from commercial banks, securities like
convertible or non convertible banks, buyers’ or suppliers’ credit etc. In India, these
borrowings are allowed under the two routes- automatic and approval. An automatic
route means the proposal can be directly examined by the authorised dealer (an
authorized dealer bank) while under the approval route, the permission is to be sought by
Reserve Bank of India. These funds can be parked in or outside India depending upon the
nature of expenditure which is specified in the issue. These ECBs are also allowed to be
converted into equity if the proposal fulfills all the conditions of the prevailing foreign
direct investment policy of the country.

Overseas Issues

Host nations can bring in capital from foreign locations in the form of two popular
mechanisms- the Foreign Currency Convertible Bonds (FCCBs) and the Global
Depository Receipt (GDR) or the American Depository Receipt (ADR). These two are
also allowed in India. FCCB is a debt instrument subscribed by a foreign national in
foreign currency which is convertible into equity on a future date. It is a lucrative
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investment opportunity for foreign investors who want to invest in growth led economies.
They can thus participate in providing debt capital o businesses abroad. GDR or ADR are
receipts issued by foreign banks to their country investors in respect of underlying shares
from foreign country. For example suppose an Indian company wants to raise equity
from a foreign market, it will approach a bank in that market. The investors in the foreign
country have faith and identify with their home country institution (bank). This bank will
take equity from the Indian company and issue ADR to American investors on the basis
of an Indian company’s equity. Such receipts outside of US are called GDRs. The ADR
or GDRs are listed in foreign stock exchanges or over the counter exchanges and hence
provide liquidity to their owners. Any company desirous of issuing FCCB or equity
shares through the GDR/ADR route has to take prior permission from the Department of
Economic Affairs, Ministry of finance in the Government of India.

2.10 SUMMARY

This unit has given an overview of the international financial environment. Multinational
Corporations deal with revenues, assets and liabilities across the world and are hence are
the most significant player in international finance. International finance manager has to
acquire, manage and control funds on a global basis. The assessment of investment
opportunities in international arena is more complex due to the involvement of taxation,
exchange rate fluctuations and political risks inherent with them. The global financial
network comprises of commercial and investment banks, retail brokers, exchanges,
institutions and governments. It has a large variety of products in foreign exchange,
money market, capital market, derivatives etc.

It has a very active primary and secondary market. The International equity and debt
market helps to acquire capital at lower cost and provides opportunity to tap a larger base
of investors. Instruments like Eurobonds and GDRs have become popular modes of
arranging funds internationally. Indian Companies like many other from developing
nations are allowed to bring foreign capital through Foreign Currency Convertible
Bonds and Depository Receipts. Various Commercial and developmental institutions like
Investment Banks, IMF, World Bank etc play an important role in economic upliftment
and monetary stability in the world.
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Transnational Corporation: Multinational Corporations having control centres,
assets and registrations in multiple countries.

Foreign Exchange Market: Global over the counter market for exchange of
foreign currencies where market exchange rates are determined.
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International Capital Market: The global network of financial markets providing
investment and borrowing opportunities for international participants.

Eurocurrency: Deposits denominated in foreign currencies.

Eurobond: Debt instrument issued in a country outside of the country of its
denominated currency.

GDR: Global Depository Receipts- issued by banks in respect of underlying shares
of a foreign company.

IMF: International Monetary Fund- World’s biggest institution providing short
term lending and technical assistance on economic stability to over 190 member
countries.
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1. International Finance: Theory and Policy by Marc Melitz, Maurice Obstfeld,
and Paul Krugman

2. International Finance and Open-Economy Macroeconomics by Giancarlo
Gandolfo

3. Multinational Business Finance by Arthur 1. Stonehill, David K. Eiteman, and
Michael H Moffett

4. International Economics: Theory and Policy (10th Edition) (Pearson Series in
Economics) 10th Edition by by Paul R. Krugman , Maurice Obstfeld , Marc
Melitz

5. International Economics: Trade and Finance, 11ed, ISV (WSE) by Dominick
Salvatore

?

! 2.15 TERMINAL QUESTIONS

1. List some of the factors which have led to the growth of international
financial markets.

2. What are the unique risks associated with international financial markets for
the investor?

3. Discuss the opportunities available in the international capital market for
acquiring capital.

4. What are some of the unique risks associated with appraisal of international
investment proposals in comparison to the domestic investment?

5. Bring out the role of some of the prominent institutions in international
financial environment.
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3.1 INTRODUCTION

The increased integration of world business, trade and investment has led to rapid

development of foreign exchange market. This market refers to the trade of international
currencies and is considered as the world’s largest financial market. The daily trade
volumes in these markets run into trillions of dollars. It is an over the counter as well as
exchange traded market whose participants i.e. buyers and sellers are located across
various international financial centres across the world. These participants majorly
involve importers and exporters (who require foreign exchange for trade of goods and
services), international investors (who require foreign currency to execute their trading
transactions related to financial instruments like bonds and shares) and currency traders
(who undertake foreign exchange trade i.e. buying and selling currencies to make money

from differences in price value). Some of the world’s major currencies constitute
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majority of this market. These are the US dollar, Euro, Japanese Yen, Pound Sterling,

Australian dollar, Swiss franc etc.

3.2 OBJECTIVES

This Unit aims at the following Objectives;

e To understand the structure and scope of the international foreign exchange

market.
e To know about the various types of transactions undertaken in the forex market.

e To understand the risks associated with exchange rates and strategies for their

mitigation.

3.3 COMPONENTS OF FOREIGN EXCHANGE MARKET

The global foreign exchange market is the biggest financial market and far exceeds the

stock markets in terms of volumes. It is the most important component of international
trade. It operates round the clock and round the year. The currency exchange rates are
fixed by this market. Broadly, this market has two levels. The first is the inter-bank
market which has limited players but which accounts for bulk of the turnover carried in
the market. The sheer scale of this market is mind boggling as the turnover runs into
trillions of dollars a day. Due to this, the market rates are influenced by this segment. The
banks normally use the SWIFT (Society for Worldwide Inter-bank Financial
Telecommunications) network for settling international transactions. The second level
belongs to the OTC market which has retail transactions carried out by traders,
corporations etc. This has large number of players but the volume is very low as
compared to the Inter-bank market. Due to this, this market has limited ability to
influence exchange rates. In addition to this, there are various exchanges which offer
currency trading. The Central Banks of various countries also participate in this market
by certain policy announcements and market interventions as per the requirements of

their respective economies.
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Global distribution of OTC foreign exchange turnover

Net-gross basis,” daily averages in April, in billions of US dollars and percentages

2001 2004 2007 2010 2013 2016
Country
Amount % Amount % Amount % Amount % Amount % Amount %
India 3 0.2 7 0.3 38 0.9 27 0.5 31 0.5 34 0.5

Source: BIS (bis.org)

The above table shows that India’s share in global OTC turnover is a miniscule 0.5%.

The market has various players across the globe and has different motives and different

clients to serve. They can primarily be classified as under:

Central Banks — Normally the central bank is a banker to the government and
tries to intervene in the market by releasing or withdrawing foreign currencies in
case the market moves in an abnormal fashion.

Commercial Banks - They receive deposits in foreign exchange at their
designated branches as well as make foreign exchange transfers in respect of their
clients.

Multinational Corporations - Normally with the help of commercial banks, they
participate in foreign exchange market as they need foreign exchange for their
international operations. They also undertake various hedging instruments to
minimize the exchange rate risk on their transactions

Investment and Hedge Funds - They undertake various investment and hedging
activities on behalf of their clients.

Brokerage Firms - These are firms which earn commission over undertaking
transactions by bringing two trading parties together.

Individuals — These are people who require foreign exchange money transfers for

tourism, purchases, fee payments, remittances etc.

3.4 FOREIGN EXCHANGE RATES

A large part of international finance is concerned with the exchange rate system and

hence the study of exchange rate is critical to the functioning of the financial manager.

The exchange rate is simply defined as the price of one currency in other. For example 1

US$ = Rs.67 denotes the exchange rate between Indian rupees and US dollar. In case, the

rate is expressed between two currencies neither of which is a home currency, such a rate
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is called as Cross Rate. These rates are very dynamic and sometime fall or rise drastically
to impact an entire economy. The system is so dynamic that a variety of exchange rates
exist for the same currencies. Strong home currency makes it difficult for exporters as
their products or services become costly and hence less competitive in the international
market. On the other hand, a weak home currency can make life difficult for importers as

they have to pay higher prices for foreign goods and services.
Ask and Bid Rates

There are two types of rates which are quoted in the foreign exchange market. The rate at
which the bank or foreign exchange dealer is willing to give you foreign currency in
exchange for home currency is called as the ask rate or selling rate. If you want to buy
foreign currency, this is the price which needs to be paid in home currency. Similarly, the
rate quoted by the bank or foreign exchange dealer when you want to sell the foreign
currency to acquire home currency is called as the bid rate or the buying rate. As we can
foresee, the ask rate will always be more than the bid rate as the seller would always
charge more than the price he would pay for purchase. The difference between the bid
and ask rate is called as the Spread. The spread can be small or high depending upon the
nature of the currency involved. Normally, currencies with higher trade volumes have
lower spread while those with lower volumes have higher spread due to their holding

cost.
Foreign Banknote market

Various banks provide currency exchange windows especially for foreign visitors. Their
spread (difference between selling and buying rate) is usually higher as they hold
inventory of currencies which have an opportunity cost associated with them. There is
also an operational risk as sometimes there might be forged bills traded by some
customers which are detected later on. This is the retail market where banks deal with
individual customers. Other than the banks there are various brokerage houses who
participate in the retail market. However, there is another market which is called as the
wholesale market in which the banks operate. Here they can conduct currency exchange
operations with other players and the transaction sizes are far bigger. The spread in the
wholesale market is quite lower and volume of transaction is high. This market operates

through a communication network called SWIFT or Society for Worldwide International
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Financial Telecommunication. It is a network through which financial institutions can
pass messages in the form of codes to securely undertake transactions or transmitting
instructions. Each institution is given a unique SWIFT code for the purpose and the

messages are encrypted in codes.

3.5 TYPES OF FOREIGN EXCHANGE TRANSACTIONS

There are various types of transactions which happen in the foreign exchange market.

They are explained as under:
Spot Transaction

This is the fastest way to transact in the foreign exchange market. It is meant for
immediate settlement. Under this market, the buyers and sellers settle their payments
within two days of the agreement or in case of few currencies, it happens on the same
day. There is no need to sign any contract and normally the agreed rate is the one
prevailing at the time of the deal. The exchange rate is known as Spot Rate and the
market for such transactions is called as Spot Market. The spot exchange rates are
determined by the supply and demand of the currencies being exchanged in the
magnanimous market. The market functions round the clock and is overwhelming by the
pace and scale it operates and is the foundation of the lightning speed of the financial

system.
Forward Transaction

This refers to the type of foreign exchange transaction where the parties agree to buy or
sell currencies at a mutually fixed rate on a specified future date. The purpose of entering
into such a contract is to protect against future adverse fluctuation in the price of the
currency. The rate at which the contract is executed is called as forward exchange rate
and the market at which such deals are done is called as forward market. The buyers of
such contracts are supposed to be taking long position while the sellers are said to be
taking short position. When the price of the currency rises, the buyer makes money while
when the price of the underlying currency falls, the seller makes profit. These contracts
are not traded on any exchange and hence the sizes of deals are not standardized and

depend upon the needs of the concerned parties. The can normally be cancelled only by
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the mutual consent of both the parties involved. It helps to budget precisely for the future
as the size of payment is known. The forward rates generally depend upon four key
variables namely: (a) present spot rate (b) interest rate of home currency (c) interest rate
of foreign currency and (d) period of contract. Normally forward contracts are available

for up to 12 months in case of major currencies.
Future Transaction

These are similar to forward transactions in the sense that they are also undertaken to
settle a foreign exchange transaction at a fixed rate in future but are different in the

following ways:

a) They are standardized contracts of fixed sizes as compared to forward contracts
which are customized as per needs of the client. The size and duration of the
contracts are fixed and can be chosen by the client as per need.

b) They are traded on designated exchanges and are hence much liquid in nature as
compared to forwards. The default risk is there in case of forwards as there is no
exchange to guarantee settlement like the futures contracts.

c) The settlement of a forward contract is done on maturity date while futures
contracts are to be settled on a daily basis.

d) Forward contracts do not require any margin money while futures contract

require payment of initial margin at the trading exchange which acts as collateral.

Futures contracts are also undertaken to serve the purpose of speculation or hedging

against possible adverse price movements.

Global OTC foreign exchange turnover

Net-net basis,! daily averages in April, in

billions of US dollars

Instrument 2001 | 2004 | 2007 | 2010 | 2013 | 2016

Foreign exchange instruments 1,239 | 1,934 | 3,324 | 3,973 | 5,357 | 5,067
Spot transactions 386 631 | 1,005| 1,489 | 2,047 | 1,652
Outright forwards 130 209 362 475 679 700
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Foreign exchange swaps 656 954 | 1,714 | 1,759 | 2,240 | 2,378
Currency swaps 7 21 31 43 54 82
Options and other products? 60 119 212 207 337 254

Source: BIS (bis.org)
Swap Transactions

This relates to transactions under which simultaneous borrowing and lending is done
between two parties over different currencies. Under currency swap transaction, one
party borrows a fixed sum from the other party at the prevailing spot exchange rate.
Simultaneously, it lends the corresponding amount to the same party based upon the
prevailing forward rate. During the duration of the contract, the interest is paid to each
other in the received currency. At the end of the contract period, the principal would be
paid back. Hence both spot and forward transaction are being used. For example, an
Indian party will borrow 1million USD from an American party and at the same time
lend Rs. 67 million to it, assuming 1USD = Rs.67 exchange rate. If the contract period is
one year, then the Indian party will pay interest in dollars to US party on money
borrowed while receive interest in Indian rupees on money lent. At the end of one year
both will return the principal amount. This can lead to offsetting exchange rate risk.
However, cross currency swaps also exist which can be used to eliminate both exchange
rate and interest rate risk. Sometimes it may also be forward-forward swap under which

two separate currencies may be traded on a future date.
Option Transaction

Under these types of foreign exchange transactions, the investor has the right but not the
obligation to exercise the contract. Hence, the investor is not compelled to buy or sell a
currency at an agreed price on an agreed date. To avail this right, he has to pay a
premium to the seller of the contract which depends on the size and time duration of the
contract. This helps in hedging against foreign exchange rate risk. The option under
which the investor gets the right to purchase the currency at a fixed rate in future is
termed as Call Option. This is purchased when the investor believes that the market

price of the currency would go up. However, in case the market price falls down on due
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date, then the option would not be exercised. On the other hand, the option under which
the investor gets the right to sell a currency at a fixed price in future is called as a Put
Option. It would be purchased when the investor fears depreciation in the exchange rate.
In case, the exchange rate goes up, the option would not be exercised.

3.6 RISKS ARISING FROM EXCHANGE RATE

With businesses becoming increasingly global and small businesses also looking forward

to expand through exports, exchange rates risks are to be managed properly. Some of the

prominent risks arising out of change in foreign exchange rate are detailed as under:
Transaction Risk

This refers to the risk arising out of change in exchange rate between the time of
transaction and the time of its settlement. Suppose you supply goods on 1% July for USD
10 million, when the exchange rate is Rs. 65 per USD. The payment is received for goods
on July 20 after they have been received and confirmed by the buyer. On July 20, the
exchange rate becomes Rs.63 per USD. This means you will lose Rs.20 million on the
deal. It can also be vice versa as an increase in the value of dollar can impact the
importers. In order to tide over this risk, business houses go for hedging against the given
exposure. Hedging relates to reduction in the risk component of an asset by investing in

an instrument which can compensate for adverse price movement.
Economic Risk

This type of risk refers to the long term implications of change in exchange rate on the
investment made in any country. If the home currency (which refers to the currency of
the investor country) does not move in sync with the customer currency (which refers to
the currency where product/service is provided) then it may affect the competitiveness of
the business firm. For example, if US dollar appreciates with respect to Indian rupee
constantly over a period of time then it would lead to American products being expensive
and thus uncompetitive. This would drive out the business in the long run. The economic

risk is medium to long term and is therefore difficult to forecast and mitigate.Normally,
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big companies adopt the strategy of diversification to overcome this threat. They have

multiple locations for production, sourcing of materials as well as financing.
Translation Risk

This type of risk is significant for businesses which have large number of overseas
operational units or subsidiaries. The financial statements of an overseas subsidiary are
translated into the currency of home country to consolidate results. In case the home
currency appreciates then it would decrease the value of business existing in the foreign
location. Although this is merely a conversion exercise and has no impact on cash flows
since no actual exchange takes place, the impact on balance sheet can be seen. This
should be taken care of by the company if such depreciation is affecting the market value

of shares.

3.7 TECHNIQUES FOR MANAGING EXCHANGE RISKS

Businesses can employ various internal and external strategies to avoid or minimize the

risk arising out of the movement in the exchange rates. Some of the techniques which

are usually employed by the businesses are as under:
Fixing the Invoice Currency

If we are expecting the foreign currency to be highly volatile, them the simplest way to
deal with it is to fix the invoice currency. A prior deal may be reached with the customer
that all invoices would be raised in the currency of home country. This would easily
transfer the risk to home country in case of adverse exchange rate fluctuations. However,
this strategy can be adopted only when the buyer has strong bargaining power as the risk

is being shifted from the seller to the buyer which the latter may not like.
Delaying or Advancing Payment

Under this strategy, the business can decide upon payment timing based upon the market
exchange rate conditions. In case the foreign currency is depreciating the importer would
like to delay payments as it would reduce its liability. On the other hand, it may decide to

advance payment in case the home currency is depreciating as it would increase its
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liability. Similarly, the exporter would delay or advance receipts based upon the ongoing
trends in the foreign exchange rate. This delay or advancing strategy can work out only

when such conditions are mentioned in the contract.
Matching Receipts with Payments

This strategy simply refers to matching your receipts and payments in foreign currency
so that the net impact of any fluctuation in exchange rate is nil. This is so as the adverse
impact in one transaction will be equally offset by the benefit in the other. For example, a
company can exporting majorly to American firms can arrange for finance in dollars
from American market. By doing this the exchange rate risk gets limited to only the
unmatched portion of total foreign exchange exposure. However, for this strategy to
succeed, perfect timing is required between receipts and payments which could be very

challenging.
Wait and Watch

Under this approach the exchange rate risk is left to the market forces which are believed
to be bringing equilibrium in the long run. For currencies with strong home economies,
stable political environment and global acceptability it is assumed that in the long run the
gains and losses would offset each other. The advantage derived in this approach is that
transaction costs are minimized which would otherwise exist on hedging the exchange
rate risk. This approach may be found suitable only for those businesses that do not panic

due to short term fluctuations and have sufficient cash reserves.
Currency Risk Sharing

This approach is based upon the premise that the risk related to exchange rate
fluctuations, especially which are not perceivable during the short run, should be shared
by both the parties to the transaction. Under this strategy the concerned parties sign an
agreement to revise the prices in case of an unprecedented change in exchange rate. This

adjustment or revision in price reduces the exchange rate risk specific to one party.
Hedging Transactions

Hedging refers to insuring against adverse price movement of any asset by undertaking
reverse position in any other asset. Various types of hedging instruments (as discussed
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earlier) like Forwards, Futures, Options and Swaps are used the world over to mitigate
exchange rate risks. These can be availed through organized markets or customized
between two parties. Currency swaps are also popular under which two companies can
borrow in two different markets and then exchange the proceeds. This helps them to get

the best deal possible from the markets.

N |Check Your Progress-A

1. The rate quoted by the bank for purchase of a currency is called the
rate while the rate quoted for sale of a currency is called as

rate.
2. SWIFT stands for

3. The transaction for immediate  settlement is called as a

transaction.

4. Forward contracts which are standardized and sold on exchange are called

contracts.

5. Transactions involving two opposite deals are called

6. Risk related to change in exchange rate between time of transaction and its

settlement is called

7. Insuring against adverse future price movements by undertaking prior contracts is

called

3.8 TRENDS IN FOREIGN EXCHANGE MARKET

The foreign exchange market is indeed the world’s biggest trading market by volumes

whose turnover runs into trillions of dollars a day. It is highly liquid, sensitive and
facilitates trade by providing a large number of choices to international businesses for
managing exchange rate risk. However, with the increase in size of the market there is an
ever stringent regulatory control in place. These controls have been put by various

governments, international institutions and market regulators across the world.
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Adherence to these norms leads to increase in costs of foreign exchange transactions.
This is likely to grow in future as increasingly the markets are aiming at increasing
transparency and stability. Most of the markets are now imposing tougher compliances
and heavy penalties for non compliance. These are aimed at bringing best practices in the

foreign exchange business.

The table below shows the market share of various currencies in the world. The total

share adds to 200% as in any transaction, two currencies are involved.

Currency Market Share
USD 87.60%
EUR 31.30%
JPY 21.63%
GBP 12.80%
AUD 6.90%
CAD 5.10%
CHF 4.80%
CNY 4%
SEK 2.20%
MXN 2.20%
NZD 2.10%
SGD 1.80%
HKD 1.70%
NOK 1.70%
KRW 1.60%

Emerging Market Currencies 21.20%

Source: BIS (bis.org)

Advances in technology are leading to greater automation and digitization of processes as
well as transactions. The future will surely be the age of electronic trading as it brings
operational efficiencies as well as reduces operational risks. With mobile apps coming in
plenty, real time quotes from multiple sources are now available which help the
customers to discover the best price available for them. Deals can now be executed and
changed in few seconds and newer developments in software and communications
technology are making the markets faster and more efficient. This has also led to stiffer
competition among market participants to attract customers with latest technological
upgrades. For brokers it requires capital investment for constant upgradation in

technology. The technological progress has also helped the market participants to expand
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their geographical reach. The crypto-currency boom has also added to the role of
technology in modern currency trade. Various governments have not given recognition to
these digitally encrypted currencies but their popularity is on the rise and the future could
see their increased acceptance.

Present State of Indian Foreign Exchange Market

The foreign exchange market is impacted by a host of country specific and international
factors. For developing countries like India, it is more sensitive as it is subjected to
factors like domestic economy performance, political environment stability, direction of
international investment in emerging economies etc. The growth stagnation in developed
economies gave opportunities to growing economies like India to attract investment but
as we are witnessing economic rebound in advanced nations, there is an inherent threat of
flight of capital back to origin countries. This creates continuous pressure on the

economy to sustain or outperform expected growth rates.

India is one of those emerging market economies which normally have significant
current account deficit (CAD) and whenever oil prices go up or there is any major
international disruption, the foreign exchange market faces lot of volatility. Although,
India had comparatively better stability as compared to its developing peers with high
CAD due to effective macro management by RBI and consistent policy initiatives by the
government. India always had problems with its trade balance as its exports have not
grown to the desired level and imports have been steadily increasing. However,
continuous flows in capital account through foreign direct investment and foreign
portfolio investment have sustained the market. RBI has also liberalized external
commercial borrowings mechanism for various sectors in the economy so that domestic
firms can easily bring in debt from attractive markets outside India. However, hedging
has been made mandatory on these exposures so that any turbulence in market does not

have a severe impact on the businesses.

The foreign exchange market has considerably expanded in terms of number of players,
the products available and the turnover generated. The overall controls have been
liberalized and procedures have been simplified to allow for better and larger
participation in the market. The present average daily turnover in the market is close to

USD 60 billion which has almost doubled in the last ten years. The OTC as well as
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exchange traded market is significantly growing providing for better investment and
hedging opportunities. By large, the country’s macro -economic environment is
considered stable by international investors. The foreign exchange reserves have also
crossed 400 billion USD in 2018. Moreover, the ratio of short term debts has gone down
in these reserves making them more stable. This has happened as government has
restricted portfolio investment in short term government securities. Although the gains
occurred during oil price drops are getting reversed due to present era of increasing oil
prices, the resilience of the economy to face any systematic risk arising out of

international phenomena has grown stronger.

The fintech (financial technology) sector is growing tremendously in the country riding
the wave of innovations and cheaper operational cost. Real time transactions with
smartphone and web applications are increasingly being adopted by a large number of
customers. Big data, artificial intelligence, machine learning, Blockchain, internet of
things etc are some of the disrupting technologies which are increasingly taking the
market with newer ecosystems. The digital wave will bring out newer challenges of

security and control for the government and market participants.

3.9 SUMMARY

The foreign exchange market is a multi trillion market which works round the clock to

serve trade, investment and personal requirements. The major participants in this market
include commercial banks, investment funds and brokers. The various types of
transactions include the spot, forwards, options, swaps with multiple type of innovative
instruments designed to cater to the needs of the various types of customers. The foreign
exchange market provides instant liquidity and is highly technologically driven with rates
changing within fraction of seconds. These markets provide the facility to mitigate
exchange rate related risks which helps in free flow of trade around the globe as well as

free movement of people around the world.
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Spot Rate- The exchange rate prevailing at the time of execution of the deal.

Forward Contract — The agreement to buy or sell a currency at pre agreed rate on
a fixed date in future.

Futures Contract- Standardized forward contracts which are purchased and sold
at an organized exchange.

Swap — Undertaking two inverse transactions in spot and forward market.
Options — The agreement which gives the buyer the right but not the obligation to
execute the contract.

Hedging — The strategy of insuring against adverse exchange rate movements by

buying pre-determined rate contracts.

3.11 ANSWERS TO CHECK YOUR PROGRESS

Check Your Progress A

1. Bid, Ask

2. Society for Worldwide International Financial Telecommunication
3. Spot

4. Futures

5. Swaps

6. Transaction

7. Hedging
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e International Economics : An Introduction to Theory and Policy by Rajat
Acharyya

e Journal of Economic Studies

e Journal of Banking and Finance

3.13 SUGGESTED READINGS

1. International Finance: Theory and Policy by Marc Melitz, Maurice Obstfeld,
and Paul Krugman

2. International Finance and Open-Economy Macroeconomics by Giancarlo
Gandolfo

3. Multinational Business Finance by Arthur I. Stonehill, David K. Eiteman,
and Michael H Moffett

4. International Economics: Theory and Policy (10th Edition) (Pearson Series in
Economics) 10th Edition by by Paul R. Krugman , Maurice Obstfeld , Marc
Melitz

5. International Economics: Trade and Finance, 11ed, ISV (WSE) by Dominick

Salvatore

3.14 TERMINAL QUESTIONS

1. Explain the Significance of the International Foreign Exchange Market.

2. List and explain the types of contracts available in the international foreign
exchange market.

3. Explain some of the risk associated with changes in exchange rate.

4. How has technology influenced the international foreign exchange market?
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4.1 INTRODUCTION

As you all know, financial transactions undertaken by any organization are recorded
through a process called Financial Accounting. Similarly, a country also undertakes
various economic transactions with other countries across the globe. A record of all these
transactions appears in a statement called Balance of Payments or the BoP. These
transactions can be undertaken by individuals, business organizations or the government.
Hence, it can be said that BoP is a statement which records all receipts and payments
arising out of all international economic transactions undertaken by the government,
organisations or people of a country. A BoP statement thus will show how a country
transacts economically with the rest of the world. It is an accounting statement where all
receipts or inflow of money is shown as credit while all payments or outflow of money is
shown as debit. The statement is usually an indicator of how financially or economically
strong a country is and helps governments in policy making for strengthening the
economy. The statement is produced quarterly or yearly as required by various
stakeholders.
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4.2 OBJECTIVES

After reading this unit, you will be able to understand:

e The concept and importance of balance of payments for a country
e Various components of the balance of payment statement
e The impact of BoP position on the economic position of a country

4.3 SIGNIFICANCE OF BOP STATEMENT

The BoP statement reveals various important insights of the economic strength of a
country. As you know that every country has some items to export while it needs some
others to import. This goes true even for services. In order to pay for the products or
services from other countries, we need foreign exchange. The BoP statement can tell us
how strong a country is in its trade vis-a-vis the world. It can tell us if we have enough
foreign exchange to pay for imports. A deficit or surplus in the BoP statement can have
serious economic repercussions for an economy. While a short term deficit may not harm
much as sometimes the country might take debt from other countries to pave future
growth, sustained and increasing long term deficit can create trouble. Similarly, a short
term surplus would mean increased opportunities for investment at home and abroad but
at the same time would make it heavily dependent on external markets. The Balance of
Payments statement is significant due to the following reasons:

1. It shows the size, composition and trends in a country’s international trade.

2. It shows the foreign exchange reserves earned by a country and helps in
determining the foreign exchange requirements of the country

3. It is an indicator of the economic health of a country and hence determines its
credit worthiness in the international market.

4. It helps in preparing short to long term business and economic forecast of the
country.

5. It helps the government to form its economic and industrial policies with respect
to foreign trade.

44 COMPONENTS OF BALANCE OF PAYMENTS

The Balance of Payments account consists of three main components namely the Current
Account, Capital Account and Financial Account. The nature of transaction will
determine the category to which it will be classified. The various broad classifications for
these accounts are as under:
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Current Account: It includes all items of trade in both goods and services i.e. exports &
imports and other unilateral transfers (receipts and payments). Here transfers refer to
receipts or payments made for various income and expenditure items by individuals or
organisations. This component is often the biggest component of the BoP account.

Capital and Financial Account: This account takes records of all transactions pertaining
to transfer of ownership of financial assets or in other words export and import of capital.
It may include transfer of shares, physical assets, loans or other securities. The
transactions here represent direct or indirect investment undertaken in or by the country.
The ownership transfers are included in financial account while income and expenditure
is included in capital account.

Official Reserve Account: This account primarily deals with sale and/or purchase of
government assets like gold, SDR etc undertaken by the Central Bank.

Format of BoP account (without sub heads)

1 Current Account (1.A+1.B+1.C)
1.A Goods and Services (1.A.a+1.A.b)
1.Aa Goods (1.A.a.1to 1.A.a.3)
1.Ab Services (1.A.b.1to 1.A.b.13)
1.B Primary Income (1.B.1t01.B.3)
1B.1 Compensation of employees
1.B.2 Investment income

1.B.21 Direct investment

1.B.2.2 Portfolio investment

1.B.2.3 Other investment

1.B.24 Reserve assets
1.B.3 Other primary income
1.C Secondary Income (1.C.1+1.C.2)
2 Capital Account (2.1+2.2)

Gross acquisitions (DR.)/disposals (CR.) of non-

2.1 produced nonfinancial assets
2.2 Capital transfers
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3 Financial Account (3.1 to 3.5)
3.1 Direct Investment (3.1A+3.1B)
3.2 Portfolio Investment
Financial derivatives (other than reserves) and
3.3 employee stock options
3.4 Other investment
3.5 Reserve assets
3 Total assets/liabilities
Of  which:
(by
instrument):
3.0.1 Equity and investment fund shares
3.0.2 Debt instruments
3.03 Other financial assets and liabilities
4 Net errors and omissions

44 CURRENT ACCOUNT

The Current Account forms the bulk of Balance of Payments account and it includes all
short term receipts and payments in respect of trade and unilateral transfers. The trade
items include import and export of goods (known as visible trade) and services (known
as invisible trade). The exports of goods are recorded as credits while the imports are
recorded as debits. Similar treatment is done for the services. The balance of these two
items is what is known as Balance of Trade. This is very significant as it shows whether a
country has trade surplus or deficit with rest of the world. A surplus would indicate that
the country has more money flowing in than what it sends out while a deficit would mean
that the country has to pay more than what it is earning from the rest of the world. The
other item i.e. unilateral transfers involve amounts of money that are received by
citizens/organisations from other countries or are sent by people/organisations to other
countries. These may be on account of any income on investment, grants, aids, gifts etc.
We call these unilateral as they are one sided which means they do not involve flow of
goods or services in return for money received or paid. To summarise, the Current
Account has these following broad subparts:
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1. Trade in Goods or Visible Trade — Exports are Credit (shown as +) while Imports
are Debits (shown as -)

2. Trade in Services or Invisible Trade — Same treatment as Goods

3. Income from International Investments and Remittances from abroad

4. Transfers made (Receipts and Payments like international aid)

Hence the summation of Balance of Trade and Unilateral Transfers (net amount) will
lead to what is called as Balance of Current Account.

Current Account Balance = X — M + NY + NCT
Where X= Amount of Exports of Goods and Services
M= Amount of Imports of Goods and Services
NY = Net Income Abroad
NCT= Net Current Transfers

This account may show a deficit or surplus. We can also look at current account with
respect to all countries. We may have surplus i.e. positive balance with some countries
and deficit i.e. negative balance with others. Current account deficit is not entirely a bad
thing until it is manageable. It is always the aim of the government to maintain a
favourable Balance of Trade.

45 IMPACT OF CURRENT ACCOUNT BALANCE

So far we have understood that the current account depicts the trade in goods and
services through exports and imports, incomes received from investment made abroad
and the net transfers (receipts and payments). The balance in current account has
important ramifications. A surplus or deficit in the trade balance shows the strength of
the economy and its reliance on exports or imports. A surplus figure shows robust
demand for the country’s products/services in international markets. This leads to higher
foreign exchange reserves available for investment. If there is a deficit in the current
account it is balanced by surplus in the capital or financial account. The following might
be the reasons for deficit in the current account of any country:

a) Imports are more than the exports which need to be financed by capital
expenditure.

b) Consumption levels have increased beyond domestic supply.

c) Exports are not competitive in the international market.

d) Exchange rate has led to cheaper imports.

e) There are major international capital account investments in the country from
which income is going out.

The deficit in the current account has to be analysed well to understand its impact. A
short term deficit in balance of trade might be acceptable as due to increase in market
base or launch of technologically advanced products by international businesses or
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importers, the demand might go up leading to increase in imports. However on sustained
market potential, the product might later be produced locally leading to opportunities in
employment and development of economy in the long run. On the other hand, if the
deficit is fuelled by decreasing exports due to their uncompetitive nature or internal crisis
then it may lead to serious ramifications. It might stress the foreign exchange reserves
and make it difficult for the country to obtain credit at low costs in international market.
Default possibility might create panic among international investors leading to overall
gloom in the economy.

TOP CURRENT ACCOUNT SURPLUS COUNTRIES (in billion USD- As of
January 2018)

Germany 295
Japan 174
China 162
Korea, South 85
Netherlands 82
Taiwan 79
Switzerland 67
Singapore 59
Italy 52
Thailand 44
Russia 41
Spain 24
Denmark 23
Norway 21
Iran 21
Sweden 21
Macau 17
Israel 14
Ireland 11
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Hong Kong 10
TOP CURRENT ACCOUNT DEFICIT COUNTRIES (in billions USD- as of
January 2018)

Kazakhstan -8

Lebanon -9

South Africa -10
Oman -10
Pakistan -11
Colombia -11
Irag -12
Indonesia -17
Mexico -20
Eqypt -20
Australia -21
Argentina -22
Algeria -23
France -29
Brazil -29
India -33
Turkey -39
Canada -55
United Kingdom -91
United States -462

The deficit caused by net international transfers can be the result of increased investment
activity where lot of money comes from abroad as investment in the capital account and
then it is repaid in installments which appears as outflow in current account. This might
not be bad for the economy as it brings in long term benefits to the productivity of local
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economy and thereby boosting its exports in the long run. Till the time the deficit is
financed by core investment activity, the short term deficit is acceptable. However, if it is
funded by loans or grants which are mismanaged or portfolio investment (which might
lead to flight of capital), it runs the risk of adverse circumstances for the economy. Many
developing countries are taking fresh loans to repay old loans which can be dangerous
and lead to collapse of the domestic currency. Many developed economies like the
United States and United Kingdom also run deficits on current account but they have
huge assets abroad which can take care of any eventuality. Hence, while looking at
deficit in current account we have to find the source of such deficit and the measures
taken by the country to overcome it. We can thus say that the current account is a
reflection of where a country’s economy stands with respect to the rest of the world and
its state of comparative advantage.

46 CAPITAL AND FINANCIAL ACCOUNT

This part of the Balance of payments account records the flow of funds relating to
transfer of ownership of assets and capital movements. While the current account is a
reflection of the earnings made by a country, the capital and financial account is an
overview of the change in movement of capital and ownership of assets through
international foreign exchange transaction. This can be due to movement in shares,
properties, loans, government securities or debt etc. These transactions can be of short
term or long term depending upon maturity. The capital account equation can be
expressed as under:

CAPITAL ACCOUNT = TOTAL CAPITAL RECEIPTS — TOTAL CAPITAL
PAYMENTS

[CREDIT] [DEBIT]

FINANCIAL RECEIPT= FOREIGN DIRECT INVESTMENT + FOREIGN
PORTFOLIO INVESTMENT + OTHER INVESTMENT (BORROWINGS) +
DECREASE IN FOREIGN EXCHANGE RESERVE

FINANCIAL PAYMENTS = INVESTMENT IN FOREIGN ASSETS + LENDING TO
FOREIGN COUNTRIES + INCREASE IN FOREIGN EXCHANGE RESERVE

Foreign Direct Investment (FDI) — This relates to the amount of foreign exchange that
comes to the country when foreign individuals/organisations invest in the physical assets
of the country. This represents their long term interest in the economy of the country and
is usually marked by purchase of assets like land, buildings, plant and machinery,
industrial equipments etc. It is one of the most sought after form of investment in the
developing countries as it brings two very crucial things to the economy- capital and
technology which is lacking in such countries. There might be some ill effects of FDI
like if lot of repatriation of profits happens later it may again lead to huge current account
deficit. However, it is considered vital to provide investment in an economy which leads
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to expansion of market, increased employment opportunities for local residents,
introduction of newer technologies, scope to increase exports and providing better
products for consumers. It is also an indication of the confidence of the international
investment community into the economy of the country. Various incentives and facilities
are provided by the government to attract higher amounts of FDI into the country. The
inflow of fund is shown as credit to the BoP account. Any income that arises and flows
out of the country from the investment under this category will be shown as debit in the
current account.

Foreign Portfolio Investment (FPI) — This refers to the flow of foreign exchange when
foreign institutions / individuals buy shares or bonds from the host country’s capital
market. It is also called as Foreign Indirect Investment. Similar to FDI, the inflow of
funds leads to credit while the outflow leads to debit in the BoP account. Any income
that arises and flows out of the country from the investment under this category will be
shown as debit in the current account. This differs from FDI in the sense that it does not
refer to a long term commitment as well as it does not create any new assets in the
economy. This type of investment can be liquidated very quickly as the transaction is
done swiftly through stock exchanges. It is not as much favored as the FDI but is
complementary as any country with economic potential would receive both kinds of
investment.

Other Investment

This part of the BoP account relates to the movement of loans among various countries.
Loans can be received by the host country or can be given outside country and thus will
result in flow of capital. These flows can be short or long term. Receipts will be shown as
credits while payments will be shown as debits. They may be in the form of external
assistance by international funding agencies or normal commercial borrowings
undertaken by various businesses or organsiations. The Banking Capital which shows
foreign assets and liabilities of Commercial Banks also fall under this category.

YEAR FDI CAPITAL | FPI CAPITAL | TRADE
INFLOWS INFLOWS BALANCE

2007 23 308 -79.21

2008 35 661 -126.20
2009 42 -458 -92.29

2010 38 1426 -123.88
2011 35 1464 -161.56
2012 46 937 -192.87
2013 34 1683 -150.53
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2014 36 516 -140.22
2015 45 2774 -125.42
2016 55 -181 -97.06

2017 60 484 -148.87

All figures in US billion dollars.

The above figures show how the current account deficit is financed by capital flows.
However, the flows are more in portfolio type of investment which is not considered
stable.

Reserve Assets

This class of assets represents transactions undertaken by the Central Bank of a country
like that of RBI in India. The Central Bank has foreign currency reserves which might
see movement during various occasions depending upon the extent of intervention
undertaken by them. It also includes transactions related to the SDRs issued by the
International Monetary Fund (IMF). Large inflows of foreign currency along with
surplus emerging in current account could lead to appreciation in the home currency
while big outflows along with rising deficit in the current account could lead to
depreciation in the value of home currency. Many times such transactions are done in
order to offset the impact of the market conditions. When the Central Bank (like RBI in
India) buys foreign exchange from the market (leading to increase in its reserves) it leads
to decrease in available foreign exchange and hence is recorded as debit while when the
Central Bank supplies the foreign exchange to the market (leading to shortfall in its
reserves) it leads to increase in foreign exchange and is hence recorded as credit entry in
the account. This is however not done too frequently as it is not in the best interest of a
country’s economy to manipulate currency for a long time.

4.7 IMPACT OF CAPITAL & FINANCIAL ACCOUNT
BALANCE

The Capital account may show a deficit or a surplus. A deficit in the financial account
primarily shows that the residents of that country are investing more than the foreign
investment coming to home country. This will lead to an increase in net asset position of
a country. On the other hand, a surplus in the financial account shows that investment or
borrowing coming from abroad is more than the investment or lending being made by
residents to foreign countries. This would lead to a net decrease in asset position of the
economy. Hence a deficit in current account is a desirable position as compared to the
financial account in which a surplus is desired. Similarly, a surplus in current account is
not desirable for large amount of time. The surplus in current account fuelled by foreign
direct investment may be welcome as it boosts the country’s capacity to improve its
earnings. However, if the surplus has arisen due to borrowings from foreign countries
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which is done to finance the current account deficit then it may result in economic crisis.
Many developing economies have surplus in their capital accounts due to investment
opportunities available for foreign countries. However, this investment would soon lead
to flight of capital later if it is not used in boosting exports. Another reason to worry is
excessive portfolio investment which can lead to depletion of reserves as well as shake
the capital market when the outflow takes place. In today’s dynamic scenario, this can

happen in quick time.

Standard Presentation of India‘s Balance of Payments (US$ Million)

Source: rbi.org.in

Apr-Jun 2017 Apr-Jun 2016
Credit | Debit | Net Credit | Debit | Net
Current Account -
1 (1.A+1.B+1.C) 140509 | 154834 | 14324 | 124969 | 125351 | -382
Goods and Services -
1.A (1.A.a+1.A.b) 119575 | 142582 | 23007 | 105999 | 114089 | -8090
Goods (1.Aal to - -
1.Aa 1.A.a.3) 73659 | 114881 | 41222 | 66618 | 90453 | 23835
Services (1.Ab.l1 to
1.Ab 1.A.b.13) 45916 | 27701 | 18215 | 39381 | 23636 | 15745
Primary Income
1.B (1.B.1t01.B.3) 4792 10585 | -5793 | 3665 9977 -6312
Compensation of
1B.1 employees 1,143 | 544 598 912 700 212
1.B.2 Investment income 2724 9874 -7149 | 2286 9042 -6756
1.B.2.1 Direct investment 1549 4681 -3132 | 1401 4017 -2616
1.B.2.2 Portfolio investment 70 2298 -2228 | 31 2039 -2009
1.B.2.3 Other investment 186 2894 -2708 | 52 2985 -2933
1.B.24 Reserve assets 919 0 919 803 1 802
1.B.3 Other primary income 925 167 759 467 236 231
Secondary Income
1.C (1.C.1+1.C.2) 16142 | 1667 14475 | 15304 | 1284 14020
Capital Account
2 (2.1+2.2) 114 105 8 221 62 159
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Gross acquisitions
(DR.)/disposals (CR.) of
non-produced
2.1 nonfinancial assets 75 39 35 32 8 24
2.2 Capital transfers 39 66 -27 189 54 135
Financial Account (3.1
3 to 3.5) 155119 | 141165 | 13954 | 128947 | 128913 | 35
Direct Investment
3.1 (3.1A+3.1B) 15410 | 8174 7236 | 14173 | 10291 | 3881
3.2 Portfolio Investment 77299 | 64847 | 12452 | 57941 |55838 | 2103
Financial  derivatives
(other than reserves)
and employee stock
3.3 options 4737 5946 -1209 | 6861 3878 2983
3.4 Other investment 57672 | 50793 | 6880 |49973 |51937 |-1964
3.5 Reserve assets 0 11405 | 11405 |0 6969 -6969
3 Total assets/liabilities 155119 | 141165 | 13954 | 128947 | 128913 | 35
Of which:
(by
instrument):
Equity and investment
3.0.1 fund shares 77510 | 70647 | 6863 | 67745 |57143 | 10602
3.0.2 Debt instruments 76248 | 58073 | 18175 | 58735 | 62252 |-3517
Other financial assets and -
3.0.3 liabilities 1361 12445 | 11085 | 2466 9517 -7050
Net errors and
4 omissions 362 362 189 189
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N |Check Your Progress-A

1. BoP statement records economic transactions of a country with

2. The trade of goods and services is recorded in account in the

BoP.

3. The deficit in current account is compensated by the account.

4. The difference between value of a country’s exports and imports is called as
balance of

5. Foreign Investment through capital market is referred to as

6. Investment by foreign investors in physical assets of a country is called

7. International remittances from residents working abroad will create
in Current account.
8. Increase in imports will lead to in current account.

49 IMPORTANCE OF BALANCE OF PAYMENTS

The BoP data is looked upon by governments, investors, economists, financial
institutions etc as it conveys important indicators about the country. It can be considered
significant in the following ways:

1. The BoP statement reflects the economic strength of a country as compared to
rest of the world and individual countries. It can indicate the purchasing power of
the economy for products and services produced by rest of the world. It is also an
indicator of the strength of the market of the country.

2. The exchange rate of domestic currency also gets influenced by a country’s
surplus or deficit position in the BoP statement. Heavy pressure on foreign
exchange may bring down the value of domestic currency and invite regulatory
control. The international community can judge the solvency position of a
country through this statement. The stability of foreign exchange rate can also be
analysed through this statement.

3. The government can take critical economic and business related policy decisions
based upon inputs received from the balance of payments. The external receipts
and payments can be budgeted only by considering this data.
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4. The BoP statement can indicate a country’s ability to raise capital from
international markets at the desired cost. International institutions like the IMF
always use this data to set lending terms for a country.

5. Important economic forecasts about a country, especially for the short run, can be
made by examining the trends emerging from the BoP statement.

RECENT TRENDS IN INDIA’S BOP POSITION

Indian economy is growing at an impressive pace and is considered to be one of the
fastest in the world. In terms of purchasing power parity, it is third largest in the world.
However, while there are lots of opportunities for growth, India needs lot of resources
from other countries which may adversely impact the balance of payments position.
Some of the key highlights of India’s BoP position are as under:

e Traditionally, India has been running a current account deficit due to its huge import
bill. The deficit stood at 2.4% of GDP as of end of September 2018. This has risen
from 1.9% in the same period last year. This has primarily been due to increase in oil
as well as non oil / non-gold imports. Weakening rupee against the dollar and rising
oil prices have added to the problem. During the period from 2014 to 2017, falling oil
prices led to narrowing the deficit but the resurgence in oil prices is expected to bring
it back to the old levels.

¢ Inflation has been in a state of control as it has fallen down from double digits in 2013
to around 4% in 2018. This has led to sustained demand for consumption which has
pushed stable growth in the economy. This has led to favourable position for foreign
direct investment and thereby improving capital account balance. Various incentives,
reforms and policy interventions from the Government and RBI have helped in this
cause. The FDI limits in various sectors like telecom, retail, defence etc have been
increased to attract greater foreign investment.

e Although the capital and financial account have shown an increase in surplus but the
amount was inadequate to compensate for the wide gap in current account. The forex
reserves have also taken a dip and the portfolio investment has seen a net outflow.
This has been primarily due to strengthening of the US economy and various crises
engulfed emerging economies. The FDI has marginally increased which needs to grow
significantly to fund the widening current account deficit.

¢ India’s foreign exchange reserves have grown impressively in the last 15 years. With a
kitty of 54 billion USD in 2002, it now has reserves exceeding USD 424 billion. These
are the eighth largest in the world behind China, Japan, Switzerland, Saudi Arabia,
Taiwan, Russia and Hong Kong. This is significant because most of the other
countries with high foreign exchange reserves have a current account surplus. Barring
few years (2008-09 and 2011-12), the capital flows have exceeded the current account
deficit by a good margin. However, it will be beneficial only if this investment
increases India’s capability in manufacturing and trade.
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4.10 SUMMARY

From the above discussion, we can conclude that Balance of Payments is an important
economic statement which is a kind of accounting record of all the financial transactions
undertaken by the country with rest of the world. Its classification of transactions in
current and capital or financial account gives important indications about flows of trade,
services, investment, remittances, payments and receipts. A deficit in BoP may not be an
indicator of economic distress and nor does a favourable balance in BoP be a definite
conclusion of economic prosperity. However, the reasons behind these balances should
be examined and corrective actions taken if required so that the country does not face any
crisis in meeting any of its international liability.
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_ 5%‘ 4.11 GLOSSARY

Balance of Payment: Accounting record of a country’s economic transactions
with the rest of the world.

Current Account: Part of BoP which undertakes recording of international
transactions related to trade in goods and services, investment income,
remittances and transfers.

Capital Account: Part of BoP which undertakes recording of movement of
capital and change in ownership of assets in international transactions.

Reserve Assets: Transactions undertaken by Central Bank for overcoming short
term fluctuations.

Foreign Direct Investment: Investment by foreign investors in physical assets
representing long term interest.

Foreign Portfolio Investment: Indirect Investment undertaken by foreign
investors by participating in Capital Markets.
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S
! 4.15 TERMINAL QUESTIONS

1. What do you understand by Balance of payments?

2. What are the key constituents of the Current Account?

3. What conclusion can you draw from the balances of current account?
4. Bring out the components of financial account.

5. Draw a specimen of the BoP account.

6. What is the significance of BoP account in evaluation of the economy of a
country?

7. How and in what matters can the government make use of the BoP statement?

Unit 4 The Balance of Payments Page 59 of 450



MS 405 International Finance Uttarakhand Open University

UNIT 5 EXCHANGE RATE SYSTEM

5.1 Introduction

5.2 Objectives

5.3 The Exchange Rate

5.4 Exchange Rate Regimes

5.5 Determination of Exchange Rates
5.6 Factors Affecting Exchange Rate
5.7 Arbitrage

5.8 Summary

5.9 Glossary

5.10 Answer to Check Your Progress
5.11 Reference/ Bibliography

5.12 Suggested Readings

5.13 Terminal & Model Questions

5.1 INTRODUCTION

Globalization of businesses has opened the doors and windows to international products,
foreign investments, foreign businesses, government investments and transactions. All
this has led to increased flow of funds from one country to another. This involves
exchange of one currency for another and necessitates the determination of rate of one
currency for another. Since each country has different currency, it is very important to
understand the exchange rate mechanism and its impact on businesses. Financial
newspapers are replete with headlines pertaining to currency and its fluctuations. Jargons
like Rupee gaining, Euro holding steady, Pound strengthening are commonplace. The
exchange rate system is the key towards the functioning of the foreign exchange market.
Understanding this mechanism would enable us to better analyze the various
developments in this market. Although various theories are available regarding
determination of exchange rates, there is no particular mechanism which can be used to
forecast the movements in exchange rates. The international business environment is
dynamic and more often than not various issues emerge across markets which have a
severe impact on the exchange rates.
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5.2 OBJECTIVES

This unit aims at the following objectives:

e To understand the concept of foreign exchange rate
e Todiscuss the various factors determining exchange rates
e To understand the reasons behind movement of exchange rates

5.3 THE EXCHANGE RATE

Foreign exchange rate or exchange rate refers to price of one nation’s currency with
respect to or in terms of units of another currency. It is the rate at which one country’s
currency exchanges for another currency. It can also be defined as the number of units of
one country’s currency required to purchase one unit of the other country’s currency. The
nominal exchange rate is quoted in terms of one currency with respect to other. It is
referred to as currency quotation.

For example: EUR/USD= 1.24

In this example the first currency EUR is the base currency while the second currency
USD is called as the quote currency. Suppose the rate EUR/USD is 1.24 then it means
that for every euro 1.24 dollars need to be paid.

There are two types of nominal currency gquotations namely Direct and Indirect.

Direct quotation: It is expressed as the amount of local currency which is exchangeable
for one unit of foreign currency. It is also referred to as the European currency quotation.
For example, 66 Rs/USD means that 66 rupees can be exchanged for a US dollar.

Indirect quotation: It is expressed as the amount of foreign currency which can be
exchanged for one unit of local currency. It is also referred to as the American currency
quotation. For example, $0.051 for a rupee.

The direct quotation can be converted into an indirect quotation by taking the reciprocal.
The currency quotes can be divided into 2 components. One of them is the “base
currency” and the other is “counter currency’’. In the direct quote the foreign currency is
the base currency and the local currency is the counter currency whereas in the indirect
quote the foreign currency is the counter currency and the local currency is the base
currency. The general convention is to use the direct quote where dollar is the base
currency and the local or other currencies are the counter currencies due to the
dominance of the dollar.
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5.4 EXCHANGE RATE REGIMES

The monetary authority of a country, which is generally the central bank, adopts a system
to control and establish an exchange rate system and determines the value of domestic
currency with respect to the foreign currency. The country is free to adopt the exchange
rate system which it considers optimal and is determined by the fiscal and monetary
policies of the country. The primary distinction in between the regimes can be
categorized as fixed and floating exchange rate system.

In practice, countries adopt exchange rate regimes in between these two extremities.
Floating Exchange Rate System

In this regime the forces of supply and demand of currency in the FOREX market are the
key determinants of the currency price and exchange rate. The interference of the
government or the central bank in the system is negligible. Large and emerging market
economies follow this exchange rate regime. The name implies to the fluctuating interest
rate wherein the value of currency is allowed to change and fluctuate in response to the
foreign exchange market mechanisms. The currency which follows this regime is
referred to as floating currency.

Fixed Exchange Rate System

In this regime the government exercises maximum control over the value of currency.
The government and the central bank of the country is the key stakeholder in
pronouncing the value of domestic currency with respect to a foreign currency or a
basket of currencies. This intervention which produces an exchange rate which is
different to the rate which the FOREX market would have produced, it is said to have
established a peg and the rate is called pegged exchange rate system.

In lieu of maintaining the fixed exchange rate system, the government and the monetary
authority of the country has to make committed efforts to defend the peg by accepting to
buy the foreign reserves when the market demand is less and sell the foreign reserves
when the market demand is more. Thus, in order to maintain the predetermined parity,
the central monetary authority, pays a cost at the times of market adversities.

Comparison between Fixed and Floating Exchange Rate System
Advantages of fixed exchange rate system

1) This regime facilitates the international flow of trade by reducing market
fluctuations and currency related risks which can fetter foreign trade and
investments.

2) Helps control inflation to an appreciable extent by establishing discipline over a
country’s monetary policy.

3) It helps in encouraging international investments by projecting a conducive
environment.
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4) As creating a peg creates a demand for maintaining an adequate amount of
foreign exchange reserves so that it can intervene in adverse market conditions
which in turn enhances the credibility of the government’s monetary policy.

Disadvantages of fixed exchange rate system

1) A constant risk associated with this is that it is susceptible to the foreign currency
revaluing or devaluing the currency.

2) From a macro standpoint, the fixed exchange rate system makes the country and
the MNC more susceptible to economic conditions in different countries.

For instance, consider two countries, The United States and the United Kingdom, and
consider that they trade frequently in a fixed exchange rate system. If the U.S.
experiences high rates of inflation than the United Kingdom, consumers from the U.S
would buy more of U.K. goods and British consumers would reduce the consumption
of U.S. goods. This would aggravate unemployment in the U.S. Now this would also
create a pressure on British economy due to an excessive pressure in demand and
limited supplies. Thus, British economy becomes susceptible to changes in the U.S.
economy.

Advantages of floating exchange rate system

1) Floating exchange rate is argued to be more efficient and transparent as it enables
the FOREX market to create the imbalances created due to varying forces of
supply and demand without any interference from the central bank and the
monetary authority of the country. There is no need to maintain any mechanism
for managing currency.

2) Vice versa, it allows the central bank of the country to independently formulate
its policies without any interference from the foreign markets. The Central bank
interferes only when the situation is extreme.

3) The obligation which a central bank has to intervene in the market in conditions
of market adversity, when there is a peg established is rare, and therefore the
central bank does not have any pressure to maintain high foreign reserves.

4) Since the changes in currency prices happen quickly, there is little room for any
speculative interference or attacks

Disadvantages of floating exchange rates

1) Since the currencies have a totally free run, there might be great volatility in
the market which would go unchecked. With real time movements, it would
be difficult for traders or companies to prevent their losses from adverse price
movements.

2) Since there is no certainty about price movements it is difficult to formulate
any strategy. Normally, rising rates help imports while falling rates support
exports but when the movements are rapid in both directions, it will be
difficult to plan.
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3) If the economy is not strong with robust control mechanisms, then free float
could ruin the financial health.

Therefore, it can be said that floating exchange rate creates market insecurities and
volatility and thus gives a scope for policy flexibility but ensures less monetary stability.
On the other hand, fixed exchange rates enhance monetary stability but lack policy
flexibility.

Nominal Exchange Rate versus Real Exchange Rate

Nominal exchange rate refers to the rate discussed above i.e. it simply represents the
value of one currency with respect to the other. But when the prices of goods and
services in both the countries are constantly varying in the dynamic market environment,
the nominal rate is incapable to give the rate of change of one currency with the other.
Therefore, an exchange rate which incorporates this variation is required.

In simple terms, the real exchange rate can be defined as “how many” of a good or
service in that country which can be traded for “one” unit of the good or service in the
foreign country.

Mathematically, it can be calculated as: -

Real Exchange Rate= Nominal Exchange Rate X domestic price index/foreign price
index

Cross Exchange Rate

This refers to the situation when the exchange rates are quoted in terms of currencies
either of which are not the official currencies of the country. Suppose there are three
countries A, B and C. If the exchange rate between A and B is fixed on the basis of
exchange rate between A and C and that between B and C then it can be termed as cross
rate. In the market normally quotes are available for major currencies. In order to find
exchange rate between relatively lesser known or traded currencies, cross rates are used.

5.5 DETERMINATION OF EXCHANGE RATES

Financial managers, investors and all the major stakeholders of the FOREX continuously
monitor exchange rates and anticipate the future implications of it. Therefore, it is very
important to understand the foundations of determination of exchange rates which is the
central theme for risk management and policy making for the agents of foreign exchange.

Exchange rates vary substantially due to a host of factors like change in the condition of
economy, introduction of a policy, government controls, inflation rates, interest rates,
speculation, country’s balance of payments, recession, political stability etc. Some of
these will be discussed in the later part of this chapter.

We start with explaining the depreciation and appreciation of a currency’s value. As
evident from the terminology, a fall or decrease in the value of currency is referred to as
depreciation whereas a rise or increase in the currency value is referred to as appreciation
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of currency. For example, if LUSD (United States Dollar) = 63.97INR (Indian Rupee) as
on 20/12/2017 and 1 USD = 64.96INR as on 27/2/2018 we can infer that on 20/12/2017
it took 63.97 INR to buy a dollar whereas on 27/2/2018 it required 64.96 INR to buy the
same unit of dollar. Hence we say that the rupee as depreciated. On the other hand we
can also notice that it directly implicates that the dollar has appreciated against the rupee.
Sometimes, the countries deploy some artificial pressures to depreciate their currency in
order to boost up their exports. This may include hoarding foreign exchange reserves and
limiting its supply in the market. Indian rupee has seen considerable fluctuations as can
be seen in the table below which includes exchange rate of rupee with respect to US
dollar and the Euro since 2001.

Table: RUPEE EXCHANGE RATE WITH US DOLLAR AND EURO

Year USD exchange rate EURO exchange rate
2001 47.19 42.25
2002 48.61 45.92
2003 46.58 52.61
2004 45.32 56.30
2005 44.1 54.81
2006 45.31 56.84
2007 41.35 56.42
2008 43.51 63.61
2009 48.41 67.36
2010 45.73 60.59
2011 46.67 64.89
2012 53.44 68.60
2013 56.57 77.93
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2014 62.33 81.04

2015 62.97 71.20

2016 66.46 74.37

2017 67.79 73.53
Source: IMF

Exchange Rate Equilibrium

The basic law of demand also applies in case of foreign exchange rates which means that
the rates are a function of demand and supply. Every currency has a certain demand in
the market which is based upon various factors like trade volumes in the currency,
market acceptability, state of economy etc. Similarly, there is a certain amount of supply
for each currency which is a function of the market conditions.

SUPPLY
VALUE

DEMAND

QUANTITY

Like other goods, the demand falls with increase in price while the supply increases as
shown in the above diagram. According to the theory, the exchange rate will be set at the
rate where demand is equal to the supply. This is also referred to as Equilibrium
exchange rate.

Demand for a currency

The demand for a foreign currency may depend upon factors like:
a) demand for imported goods and services,

b) purchase of foreign assets,

¢) gifts and remittances abroad,
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d) payment for international trade,

e) business investments abroad etc.

Supply for a currency

The supply for a foreign currency is triggered by factors like:
a) exports of products and services,

b) foreign direct investment in home country,

c) foreign tourism in home country,

d) remittances from foreign countries.

5.6 FACTORS AFFECTING EXCHANGE RATE

It is evident from the above discussion that equilibrium exchange rate will change when
the forces of supply and demand of currency change. The factors that cause these demand
and supply dynamics to change forcing a parallel shift in exchange rate are explained
here.

e = f(INF’, INT’, INC’, GC’, EXP’) where,

e= percentage change in the spot rate

INF’=change in the differential between the inflation rate of both nations
INT’=change in the differential between the interest rate of both nations
INC’=change in the differential between the income level of both nations
GC’=change in government controls

EXP’=change in expectation of future exchange rates

Some of the factors impacting the exchange rate are discussed as under:
Current Account Deficit

This relates to the deficit in the receipts and payments in foreign exchange in the account
books of a country which primarily are the result of transactions in trade, remittances and
interest related transactions. When there is net outflow among the aggregate values of
these transactions, there is a current account deficit. This obviously means that the
country requires more foreign exchange than it is earning. In case it is supplemented by
foreign investment in the country (capital account), then it might be offset in the short
run. However, if the current account deficit is being met by borrowings, then the situation
would lead to depreciation in the home currency. Talking about India, whenever the
international oil prices increase, it leads to increase in current account deficit as oil is the
major component of our imports.

Relative Inflation Rates
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Inflation can have an impact on exchange rates. Suppose two countries are providing
same products/ services which can freely flow into each other. A country with low
inflation will have lower prices for products and services as compared to the country with
higher rate of inflation. Due to this, the demand for products from low inflation country
will increase leading to higher demand for its currency. This will create a supply gap
leading to higher price of the currency with lower rate. Although in practice, many other
variables will come into play but relative inflation will impact the exchange rate. Still,
the relationship is complex because interest rates and inflation have a relationship that is
delicate. When interest rates are low, there is not much incentive to save which might
spur consumer spending. The inflation will not increase unless the demand does not
outweigh the supply. However, foreign investors might not like this scenario as low
interest rates do not provide earning potential. On the other hand, high inflation would
lead to decrease in demand for goods and services thereby discouraging foreign
investment which is a source of inflow of foreign exchange. The Central bank of a
country has to take a call on balancing inflation and interest rates. The table below shows
the rate of inflation in India over the last ten years

Relative Interest Rates

When interest rates rise, the investment flow will increase in the host country. This
increased investment can exert pressure or increase demand for the currency of the host
country which will push up the exchange rate. Also, the host country can get much
required foreign exchange. However, this would help the economy in the long run only
these interest rates are sustainable and the economy continues to grow. If there is
turbulence, then there might be extreme volatility in these rates. Sometimes, high interest
rates bring foreign portfolio investment which can help in boosting reserves but it can
quickly go away if the economy shows any signs of weakness.

Relative Income Levels

Countries with increasing income levels would see more demand for imported goods
which would push the demand for foreign currency. In the present era of liberalization,
goods and services flow freely and governments have little control over trade. In such a
scenario, the imported goods demand can lead to increased demand for foreign currency
leading to its increase in price. Also increased income levels push up demand for
domestic goods and services which makes the home market lucrative for foreign
investors. In such a scenario, there might be an increased inflow of foreign exchange
leading to favourable movement in exchange rate.

Government Controls

Since government forms various regulations related to business and economy, it has the
ability to influence exchange rates by way of relaxing or imposing trade barriers, creating
foreign exchange regulations, influencing economic macro variables like interest rates
and inflation, intervening in the foreign exchange market through Central Bank etc. Such
measures might impact exchange rates majorly at least in the short run. Many countries
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accuse each other of indulging in foreign exchange manipulation in order to boost their
international trade.

Speculation and Future Developments

Any news having future implications have an elemental effect on the foreign exchange
market. The news of future inflation, political unrest, policy changes etc can create both
upward as well as downward pressure on the currency. The increased complexities in the
international business environment make it difficult indeed to even predict near future
scenarios.  Events like announcements of trade tariffs, overturning policies of
predecessors and change in political strategy can create havocs in markets. The
participants in the markets who are present solely for investment gains take their
decisions based upon their evaluation of future events in a country’s economy.

Interaction of factors

The above factors do not work in isolation. The foreign exchange system spans the wide
reaching markets of trade related foreign exchange and financial flows. Though trade
related foreign exchange is less sensitive to speculation as compared to financial flows
which are very responsive. Some factors play to create an upward pressure on the market
whereas some others are responsible for a downward pressure. The intrinsic gamble of
these factors has given way for a highly expert and risk susceptible market.

Impact of Exchange Rates on Economy

Continuous or sharp fluctuations in the exchange rate can have strong macroeconomic
impact on a country. Some of the crucial changes resulting due to exchange rate
fluctuation are as under:

e Appreciation in exchange rate leads to reduced prices of imports while
depreciation would lead to reduced price of exports. Many countries that are
export centric tend to favour depreciation of their currencies.

e A fall in the value of currency can be utilized to fuel demand for exports and
thereby increasing foreign exchange reserves as well as attracting investment in
the sector.

e However, in case the global demand is weak it may lead to crisis when exports do
not match up to the desired level while the imports become expensive. This may
make it difficult for the government to fund the deficit.
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N |Check Your Progress-A

1. The two types of currency quotations are and

2. The regime where currency prices are fixed by market forces is called
rate system.

3. Nominal exchange rate when multiplied by ratio of domestic to foreign price

index can give us the exchange rate.

4. The rate which is set at the point where demand for a currency equals its supply is
called rate.

5. Higher inflation would generally the value of currency.

6. Relative Interest rates can help us to find opportunities for

exchange rate risks.
7. The phenomenon of taking advantage of market inefficiency is termed a

5.7 ARBITRAGE

Arbitrage is an important concept when it comes to the foreign exchange system. It is a
method by which the traders earn money by exploiting the market inefficiency. The
players in the foreign exchange market can earn profits by discovering the differential in
prices between the pairs of currencies with different dealers or banks. Arbitrage
opportunities are exploited by traders due to the fact that the constantly fluctuating
exchange rates are not adjusted by all the markets so frequently. The profit is made due
to the undervalued price of the stock in the foreign market as compared to the price in the
local market. This temporary difference in interest rates is a simple and riskless way for
investors to earn profit.

Therefore, the absence of a perfect market becomes the reason for a huge trading ground.
But just a mere discrepancy in prices between two exchange rates is not enough to create
an arbitrage opportunity. The related transaction costs associated can turn the potential
arbitrage opportunity into a profitless transaction. Another conspicuous element of
arbitrage is that it drives the prices to align. Price would rise in the market where demand
is high and it would fall in the market where supply is less. The concept of arbitrage is
applied to the international money market in the three forms

1) Locational arbitrage
2) Triangular arbitrage
3) Covered interest arbitrage
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Generally, commercial banks quote the same rates on currencies at a particular time but if
the demand and supply condition vary among the markets, the banks quote different rates
at different markets and the market forces cause realignment. Such a condition where
earnings can be made through buying a currency at a lower priced location and selling it
at a higher priced location immediately is referred to as locational arbitrage. This is
feasible for banks that can track real time prices across various markets and take
decisions. As evident from this explanation, the profits made from such arbitrage is
related to the amount used to capitalize on the exchange rate discrepancy and the
difference in the quotes. This type of arbitrage helps in making gains without locking up
substantial capital. However, in this era of integrated and fast information flows, such
opportunities are far and few and do not last for long. When there is a pricing
discrepancy between three different currencies, there is an opportunity for probable
earning. This happens when a quoted exchange rate is not equal to the market's cross-
exchange rate. It is however important to reiterate that the difference between the
exchange rates in a triangular arbitrage is merely a small fraction of a currency unit and a
large amount of capital is required to earn a huge amount of profit. Covered interest
arbitrage opportunity arises when a forward contract is made in order to hedge the
foreign exchange risk. This happens when an investor uses a higher yielding currency
(due to interest rate differential) to set off the gains against a probable risk arising out of
adverse movement in exchange rate risk.

5.8 SUMMARY

The exchange rate of currencies has a tremendous impact not only on the financial
institutions but the economy has a whole. It provides an insight to a host of factors like
inflation, unemployment, export and import dynamics etc. The rates are monitored
continuously by businesses which have international operations as movements in
exchange rates have a bearing on their business model. The exchange rates are set at
equilibrium between demand and supply of a currency which in turn depends upon a lot
of macroeconomic factors relating to the host country as well as international market.
Relative interest and inflation rates, government controls and income levels are key
determinants of exchange rates. For future assessment of foreign exchange rates, a
careful assessment of all the factors is essential and players in financial markets keep
close eye on these to exploit investment and hedging opportunities.
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Foreign exchange rate - The price of one nation’s currency with respect to or in
terms of units of another currency.

European currency quotation- The amount of local currency which is exchangeable
for one unit of foreign currency. Also called as direct quote.

American currency quotation- The amount of foreign currency which can be
exchanged for one unit of local currency. Also called as indirect quote.

Floating Exchange Rate System- The regime where exchange rate system is
decided by market forces.

Cross Exchange Rate- The exchange rate quoted in terms of currencies either of
which are not the official currencies of the country.

Exchange Rate Equilibrium- The exchange rate set at the price where demand is
equal to the supply.

Arbitrage- A method by which the traders earn money by simultaneous purchase and
sale in different markets.
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5.12 SUGGESTED READINGS

1. International Finance: Theory and Policy by Marc Melitz, Maurice
Obstfeld, and Paul Krugman

2. International Finance and Open-Economy Macroeconomics by Giancarlo
Gandolfo

3. Multinational Business Finance by Arthur I. Stonehill, David K. Eiteman,
and Michael H Moffett

?_- 5.13 TERMINAL QUESTIONS

1. Explain the advantages and disadvantages of fixed and floating exchange rate
system.

2. What do you understand by equilibrium rate of exchange?

3. Discuss the factors which can impact the value of a currency in the forex
market?

4. Why is the foreign exchange risk an integral part of the risk assessment for a
multinational firm?
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UNIT 6 INTEREST RATE PARITY

6.1 Introduction

6.2 Objectives of unit

6.3 Derivation of IRP

6.4 Covered Interest Rate Parity (CIRP)
6.5 Uncovered Interest Rate Parity (UIP)
6.6 Determine the Forward premium
6.7 Challenges in Forward Premium

6.8 Is IRP rational?

6.9 Violation In IRP

6.10 Summary

6.11 Glossary

6.12 Reference/Bibliography

6.13 Suggested Readings

6.14 Terminal & Model Questions

6.1 INTEREST RATE PARITY (IRP)

It is a basic principle in the international finance world and foreign exchange markets,
creating an important connection between interest rates and exchange rates among
various nations. Fundamentally, the Interest Rate Parity (IRP) defines that the disparity in
national interest rates for financial instruments with comparable risk and maturity must
correspond to the difference between the forward exchange rate and the prevailing spot
exchange rate. This equilibrium condition is based on the premise that arbitrage
opportunities do not exist, enabling the smooth adjustment of exchange rates to
counterbalance variations in interest rates. The IRP is essential for advising investors and
policymakers by providing insights into prospective returns on overseas investments
while accounting for currency volatility. Interest rate parity sustains financial market
stability and influences investment decisions in a globally interconnected economy by
maintaining the effective allocation of capital flows.

Fundamentally, the expected change in the exchange rates of the two countries is equal to
the difference in their respective interest rates. If two nations have differing interest rates,
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the exchange rates between them will adjust to bring about interest rate parity in an
efficient market. This will cancel out the apparent interest rate differentials and prevent
any possibility of arbitrage.

% Proposition 1: Interest rates that are now in effect in two nations have an impact
on the exchange rate that exists between the currencies of those countries. The
exchange rate between the dollar and the rupee will be determined by factors such
as interest rates in India and the United States, for example.

+« Proposition 2: When market forces lead interest rates and exchange rates to adjust
in such a way that covered interest arbitrage is no longer practicable, the result is
a condition of equilibrium that is referred to as interest rate parity (IRP).

6.2 OBJECTIVES OF THIS UNIT

After reading this unit, students will learn about:
e How to determine the exchange rate?
e What is arbitrage? How can one explore arbitrage opportunities?
e Risk Management
e Concept of IRP

e Variation in forward rate premium across maturities and over time.

6.3 DERIVATION OF INTEREST RATE PARITY

To determine the relationship between a forward premium (or discount) of a foreign
currency and the interest rates that are representative of these currencies according to
IRP, the following formula can be used:

“Consider a US investor who attempts to engage in covered interest arbitrage.” The
investor’s returns can be calculated from the following information:

e The amount of the domestic currency (USD) that is initially invested (An)
e The spot rate (S) in dollars when the foreign currency is purchased

e The “interest rate on the foreign deposit™ (if)
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e The forward rate (F) in dollars at which the foreign currency will be converted
back to US dollars.

With this strategy, the amount of domestic currency received at the end of the deposit
period is:

An = (An/S)(1+ if)F

As F is simply S multiplied by 1 plus the forward premium p, we can rewrite this
equation as :

An = (An/S)(1+if) [S(1+P)]
=An(1+if)(1+p)
*F=[S(1+p)]

The rate of return from this investment (called R) is calculated as follows
R = An-An/An

Replacing An with the above equation
= {[An(1+if)(1+p)]-An}HAn
= (1+ir) (1+p) -1

If IRP exits, then the rate of return R achieved from covered interest arbitrage should be
equal to the rate available in the home country:

R=1in
Now, substituting into the original expression for R, we obtain:
(1+ir)(i+p) — 1 =in

After rearranging terms, we can determine what the forward premium of the foreign
currency should be under IRP:

(1+i(1 +p) -1 =in

@+i)(1 +p) =1 +in
1+p= (1 +in)/ (1+i)
p = (1 +in)/1+ir)—1

Example:
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Assume the Indian rupee exhibits a six-month interest rate of 6% and the US dollar
exhibits a six-month interest rate of 5%. From a US investor’s perspective, the US dollar
is the home currency. According to IRP, the forward rate premium of the Rupee
concerning the US dollar should be:

P=[(1+.05)/(1+.06)] -1
P =-0.0094,0r -.94%( not annualized)

Thus, a month forward contract on the rupee is a discount of approximately 0.94 percent.
In other words, US investors would receive0.94 percent less when selling the rupee six
months from now (based on a forward sale) than the price they pay for Rupee today at
the spot rate. Such a discount would offset the rupee’s interest rare advantage. If the
rupee spot rate is $0.10, then a forward discount of 0.94 percent results in the following
calculation of the six-month forward rate:

F=S(1+p)
$0.10 (1+-.0094)
=$0.09906

Use the information on the spot rate, the six-month forward rate of the rupee, and India’s
interest rate from the preceding example to determine a US investor’s return from using
covered interest arbitrage. Assume the investor begins with $1,000,000 to invest.

Step-1 on the first day US investor converts $1,000,000 into Indian rupee at $0.10
$1,000,000 = Rupee 1,000,000/0.10 = 10,000,000

Step -2 On the first day, the investor also sells the rupee six months forward. The
number of rupees to be sold forward is the anticipated accumulation of rupees
over a six-month period, which is estimated as:

10,000,000 * (1+ .06) = 10600000

Step -3 After six months, the investor withdraws the initial deposit of rupees
along with the accumulated interest, amounting to a total of 10600000. The
investor converts the rupee into dollars according to the forward contract agreed
upon six months earlier. The forward rate was $0.09906, so the number of US
dollars received from conversion is:

Rupee 10600000 * ($0.09906 per rupee)= $1050036

In this case, the investor’s covered arbitrage achieves a return of approximately 5
percent. Rounding the forward discount to 0.94 percent causes a slight deviation from the
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5 percent return. Thus, using covered interest arbitrage under these circumstances
generates a return that is roughly equivalent to what the investor would receive by
investing domestically. This result confirms that covered interest arbitrage is not
worthwhile if IRP holds.

Understanding the Basics: Before going into the Indian context, it's essential to
understand the core concept of Interest Rate Parity (IRP). It suggests that the difference
in interest rates between two countries should equal the expected change in their
exchange rates

The IRP Formula
The basic IRP formula is:
(L+in)=(1+i,)* (FIS)
Where:
e it is the domestic interest rate (e.g., India)
e ifis the foreign interest rate (e.g., US)
e Fisthe forward exchange rate
e Sisthe spot exchange rate
EXAMPLE OF INTEREST RATE PARITY
Assumptions:
e Spot Exchange Rate (INR/USD): 80
e Indian Interest Rate: 7%
e US Interest Rate: 3%
e Time Period: 1 year
Scenario:
An Indian investor has 80,000 INR. They have two options:
Option 1: Invest in India
e Invest 80,000 INR at 7% interest.
e After one year, the investor will have: 80,000 * (1 + 0.07) = 85,600 INR.
Option 2: Invest in the US
e Convert 80,000 INR to USD: 80,000 INR /80 INR/USD = 1,000 USD.
e Invest 1,000 USD at 3% interest.
e After one year, the investor will have 1,000 USD * (1 + 0.03) = 1,030 USD.

For IRP to hold, the investor should be indifferent between the two options.
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To make the second option comparable to the first, we need to convert the final USD
amount back to INR. However, we don't know the future exchange rate. This is where the
forward exchange rate comes into play.

Forward Exchange Rate:

The forward exchange rate is the exchange rate agreed upon today for a transaction that
will take place in the future.

e Calculation of Forward Exchange Rate:
o Using the IRP formula: p = (1 +in)/1+if) — 1)
o P = [(1+.07)/(1.03)]-1
o P =.0388
o Solving for F, we get F = 80 * (1+.0388)
S = 83.104 approx
Converting US Investment back to INR:

e Convert 1,030 USD to INR using the forward exchange rate: 1,030 USD *
83.104NR/USD = 85597.12 INR.

As you can see, the investor ends up with the same amount of INR (85,600) regardless of
whether they invest in India or the US. This is the essence of Interest Rate Parity.

6.4 COVERED INTEREST RATE PARITY (CIRP)

According to the Covered Interest Rate theory, the exchange rate forward premiums
(discounts) cancel the interest rate differentials between two sovereigns. In other words,
covered interest rate theory says that the difference between interest rates in two
countries is nullified by the spot/forward currency premiums so that the investors cannot
earn an arbitrage profit.

Example :

Assume IBM., the U.S.-based multinational, has to pay the British employee in Pound in
two months' time. IBM can manage this in two ways,

First: one of which is given below — IBM can buy Pound forward a 2 month (60 days) to
lock in the exchange rate. Then it can invest this money in dollars for 60 days after which
it must convert the dollars to Pound. This is known as covering, as now IBM will have no
exchange rate fluctuation risk.

Second: IBM can also convert the dollars to pounds now at the spot exchange rate. Then,
it can invest the Pound money it has obtained in a British bond (in Pounds) for 2 months
(which will have an equivalent loan of Pounds for 60 days). Then IBM can pay the
obligation in pounds after two months. Under this model, if IBM is sure that it will earn
interest, it may convert fewer dollars to Pound today. The reason for this is the Pound’s
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growth via interest earned. It is also known as covering because by converting the dollars
to Pound at the spot rate, IBM is eliminating the risk of exchange rate fluctuation.

6.5 UNCOVERED INTEREST RATE PARITY (UIP)

Uncovered Interest Rate theory says that the expected appreciation (or depreciation) of a
particular currency is nullified by lower (or higher) interest.

In the given example of covered interest rate, the other method that IBM can implement
IS to invest the money in dollars and change it for Pound at the time of payment after two
months.

This method is known as uncovered, as the risk of exchange rate fluctuation is imminent
in such transactions.

6.6 DETERMINE THE FORWARD PREMIUM

In interest rate parity theory, a forward premium denotes the disparity between the
present spot exchange rate and the forward exchange rate of a currency. The forward
premium is determined by the interest rate gap between the two countries. A forward
premium arises when the interest rate in a high-interest-rate nation exceeds that of a low-
interest-rate nation. Consequently, investors are motivated to lend in the high-interest-
rate nation and invest in securities of the low-interest-rate nation, leading to an
appreciation of the exchange rate in the foreign exchange market.

Calculating Forward Premium
The formula for calculating forward premium is:
Forward Premium = ((Forward Rate - Spot Rate) / Spot Rate) * (360 / Number of Days)
Example:
e Spot INR/USD: 80
e 3-month forward INR/USD: 81
e Number of days: 90
Forward Premium = ((81 - 80) / 80) * (360 / 90) = 0.045 or 4.5%
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Check Your Progress-A

Q1. What Is Arbitrage? How Can One Explore Arbitrage Opportunities?

6.7 CHALLENGES IN USING FORWARD PREMIUM

Using forward premiums in the foreign exchange market presents several challenges for
traders and businesses. Here are some of the main challenges:

1. Market Volatility:

Exchange Rate Fluctuations: Exchange rates can be quite volatile, and a forward
premium does not guarantee that future rates will coincide with initial assumptions. This
is because exchange rates are extremely unpredictable. Suddenly occurring market
fluctuations have the potential to make a forward rate that was previously advantageous
less favorable.

2. Interest Rate Differentials:

Forward premiums are driven by interest rate differentials between two currencies, which
is a misalignment with the fundamentals of the economy. It is possible that the forward
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premium will not accurately reflect future spot rates if these differentials shift as a result
of economic developments.

3. Liquidity Concerns:

The forward rates may be dramatically impacted by large trades in markets with limited
market depth because of limited market depth. If there is a lack of liquidity, the bid-ask
spread may get wider, which will make it more expensive to enter or exit positions.

4. Counterparty Risk:

Credit Risk: When you sign a forward contract, you take on counterparty risk, which is
the chance that the other party will not keep their end of the deal. A trader might not get
the agreed-upon amount of cash if the other party fails.

5. Transaction Costs:

Costs of Hedging: There are often fees or other transaction costs that come with using
forward contracts. These can cut into possible profits and make it harder to use forward
premiums for hedging.

6. Hedging Imperfections:

Not Perfectly Aligned with Exposure: Forward contracts may not perfectly match the
time or amounts of cash flows, which could cause losses if they are too or too little
hedged.

7. Economic Indicators:

Changes in the economy: Forward rates are based on how the market is doing right now.
If political situations, economic data, or other big events change, it can affect how the
market sees future currency moves and how reliable forward premiums are.

8. Expectations and Behaviors:

Behavior: What people in the market expect and how they act could change the demand
for currencies, which would mean that forward prices would not always be accurate.

9. Misinterpretation of Data:

Complex Models: To correctly understand and use forward premiums, you need to know
a lot about complicated economic data and financial models, which can be hard for
traders who aren't very experienced.

10. Regulatory Risk:

Changes in the Rules: If the rules for dealing with currencies change, it could mean
that using forward contracts comes with new risks or costs.
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6.8 IS INTEREST RATE PARITY RATIONAL?

We can hold a comparison between the forward rate (and discount) and the interest rate
quotations that are occurring at the same time to ascertain with absolute surety whether
or not IRP is rational. There is a possibility that the results will be somewhat contorted if
the forward rate and interest rate quotations are not made at the same time. On the other
hand, due to limits on data access, it is not possible to collect quotations that are accurate
representations of the same incident.

A large number of research studies have been conducted on interest rate parity
throughout several periods. It is generally accepted that IRP is supported by the real
relationship that exists between the forward rate premium and interest rate differentials.
While it is correct that deviations from IRP do occur, the majority of the time, these
deviations are not essential enough to justify covered interest arbitrage, as we will now
analyze in greater detail.

6.9 VIOLATION IN IRP

If interest rate parity is violated, then an arbitrage opportunity exists. The simplest
example of this is what would happen if the forward rate was the same as the spot rate
but the interest rates were different.

Then investors would:
* Take out a loan in the currency that has the lower interest rate.
* convert the cash at spot rates

« enter into a forward contract to convert the cash plus the expected interest at the same
rate

« invest the money at a higher rate
« convert back through the forward contract

* repay the principal and the interest, knowing the latter will be less than the interest
received.

6.10 SUMMARY

Given the premise, that there exist various exchange rates for the same currency provided
by the different banks, different banks’ country arbitrage may exist. Thus, an expectation
exists that such a practice of country arbitrage will lead to an adjustment of the foreign
exchange quotations positioned at different banks from one another. Following this,
country arbitrage will cease.

Unit 6 Interest Rate Parity Page 83 of 450



MS 405 International Finance Uttarakhand Open University

For the simple reason that cross-exchange rates are associated with triangular arbitrage,
they confirm that the cross-exchange rates refer to three different countries. Cross-
exchange rates involve three countries. It particularly includes any cross -exchange rate
including two base currencies trading against a third currency involving two currencies
above. Triangular arbitrage is a strategy that can be applied against a situation when one
of the currencies exchanges crosses with another on a rate below or higher than that of
the target supporting currency. The more people use triangular arbitrage, the more the
exchange rate goes up to where it should be making it self-correcting. This very limit of
triangular arbitrage gets eliminated as in this case; everybody is active in exploiting
arbitrary opportunities themselves.

Arbitrage of this nature utilizes the correlation between the forward rate premium and
interest rate differentials. A currency's forward rate should either be at a premium or a
discount properly which coincides with the interest rates of the two countries being in
question. In this case, if the external interest rate is greater than the US interest rate, it is
usual for the forward rate of the external currency to carry a discount.

In such an event where the forward premium is good enough to be viewed defined some
geographical distance away from the interest rate differential, covered arbitrage is also an
option. This particular type of arbitrage today involves investing in a foreign currency for
a brief period and then selling that foreign currency forward to mitigate the exchange rate
risk. This way the investment remains sheltered from the adverse movements of such a
foreign currency.

As per the interest-rate parity theorem (IRP) the level of forward premium i.e. the period
during which there is no risk of loss arising on the price at time T, should be a reflection
of the interest rate differentials between the two countries in question. If the interest
parity is not maintained it will eliminate any possibility of Covered interest arbitrage as
any excess interest for that country will be eaten away forward rate discount. This is due
to the fact that the forward rate discount will be imposed. Hence returns from covered
interest arbitrage will not be as high as returns from making investments in that country.

£ 1
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@ 6.11 GLOSSARY

IRP: This theory says that the difference in two nations' interest rates is equal to
the expected change in the exchange rate between the two nations.

Arbitrage: It is a situation in which there exists a difference in values in two
different markets, It includes the simultaneous purchase and sale of the same asset
in different markets to profit from very small difference differences in the assets
of two different places
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Forward Discount: when the forward rate is less than the spot rate. The
expectation of depreciate the currency.

Forward Premium: when the forward exchange rate is higher than the spot rate.
Expectation of the appreciation in currency value

Locational arbitrage: It is acted to exploit the minor exchange rate differences
for a given currency pair between multiple banks for generating a profit.

Covered Interest Rate Parity: Covered interest rate parity refers to a theoretical
condition in which the relationship between interest rates and the spot and
forward currency values of two countries are in equilibrium.

Uncovered Interest rate parity: when IRP does not use a forward contract to
hedge risk.

Spot Exchange Rate: The current exchange rate of two currencies.

Forward Exchange rate: The agreed rate for purchasing a currency at a future
date, often used in a forward contract.
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6.14 TERMINAL QUESTIONS

y;
-8
— What is Interest Rate Parity?

What are the types of IRP?

How is the Interest rate parity formed?

Why is IRP Important?

What is the practical implication of IRP?

Is interest rate Parity always true?

What factors can cause deviation from Interest Rate Parity?

No ok~ owbdPE

Unit 6 Interest Rate Parity Page 86 of 450



MS 405 International Finance Uttarakhand Open University
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7.1 INTRODUCTION

In this unit, we will explore the intricate dynamics of the foreign exchange (FOREX)
market, focusing on the factors that influence exchange rates and the risks involved in
currency trading. We will begin by examining the fundamental economic, political, and
market-based elements that drive currency values, such as interest rates, inflation,
political stability, and market sentiment. Understanding these factors is crucial for
predicting currency movements and making informed trading decisions. Additionally, we
will delve into the role of speculation in the FOREX market, highlighting the strategies
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used by speculators and their impact on exchange rates and market stability. We will also
discuss various types of risks associated with FOREX trading, including exchange rate
risk, interest rate risk, credit risk, and liquidity risk, and explore effective risk
management techniques. By the end of this chapter, readers will have a comprehensive
understanding of the complexities and challenges of the FOREX market, equipping them
with the knowledge to navigate and manage currency risks effectively.

7.2 OBJECTIVES

After reading this unit you will be able to;
e Describe key factors influencing exchange rates in the FOREX market.
e Explain the strategies and role of speculation in the FOREX market.
e |dentify different types of risks associated with FOREX trading.

e Apply risk management techniques in currency trading.

7.3 FOREIGN EXCHANGE MARKET

Currency trading takes place on the dynamic and intricate global foreign exchange
(FOREX) market. Being among the world's biggest and most liquid financial markets, it
is essential to global investment and trade. The goal of all those involved in this market,
from governments and multinational companies to lone speculators, is to manage and
profit from exchange rate changes. A multitude of factors, such as market emotion,
geopolitical events, and economic data, influence the complex dance of currency values.
Financial managers, investors, and legislators must comprehend the numerous risks
associated with the FOREX market as well as the mechanics underlying speculation.

Trading currencies in the FOREX market with the intention of making money off of
projected changes in exchange rates is known as speculation. Speculation, which is
predicated on forecasts of future currency movements, is intrinsically riskier than
hedging, which aims to reduce risk. Through their trading operations, speculators can
affect exchange rate dynamics and add to market liquidity. Their activities, nevertheless,
may potentially result in heightened volatility and even market instability.

There are various aspects of risk associated with the FOREX market, such as exchange
rate risk, interest rate risk, credit risk, and liquidity risk. These risks result from the
market environment's quick changes and underlying uncertainties. Using efficient risk
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management techniques is essential to reducing possible losses and maintaining financial
stability. This chapter explores the nature of risk and speculation in the FOREX market,
looking at the tactics used by speculators, the kinds of risks that market player’s face, and
the ways in which these risks are managed. By thoroughly examining these ideas, we
hope to provide readers a thorough grasp of the difficulties and complexities present in
the foreign currency market, giving them the tools they need to successfully handle this
crucial component of global financial management.

7.4 OVERVIEW OF THE FOREIGN EXCHANGE
MARKET

Currency purchases and sales take place on the large, decentralized foreign exchange
(FOREX) market. It is open five days a week, twenty-four hours a day and helps with
currency exchange, which is necessary for investment in business, travel and trade
internationally. The FOREX market is the leading and most liquid financial market in the
world, with trading volumes reaching $6.1 trillion daily.

Central and commercial banks, financial institutions, hedge funds, businesses and
individual investors are among the players in the FOREX market. Central banks trade
currencies in order to manage their country's monetary policy and preserve the value of
their national currency, in addition to facilitating customer transactions, financial
institutions and commercial banks engage in proprietary trading.

Companies use the foreign exchange market (Forex) to trade in order to reduce the
currency risk involved in doing business abroad. Currency trading is a strategy used by
hedge funds and individual investors to profit from fluctuations in exchange rates. The
option market, forward market, spot market, and future market are some of the trading
sites around which the market is organized. Currency is delivered immediately at the
going rate of exchange in the spot market. Although the futures market provides
standardized contracts for trading currencies, buyers and sellers are not required to buy or
sell currencies at predetermined prices; instead, future dates are assigned. Players on the
options market can fix exchange rates for upcoming transactions to traders by using the
forward market.

7.5 FACTORS INFLUENCING EXCHANGE MARKET

Exchange rates, the prices at which one currency is exchanged for another, are influenced
by a variety of factors. These factors can be broadly categorized into economic, political,
and market-based influences. Understanding these factors is crucial for predicting
currency movements and making informed decisions in the foreign exchange (FOREX)
market.
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1. Economic Factors:

e Interest Rates: One of the most significant drivers of exchange rates is the
differential between interest rates set by central banks. Higher interest rates
offer better returns on investments denominated in that currency, attracting
foreign capital and causing the currency to appreciate. Conversely, lower
interest rates can lead to depreciation as capital flows away in search of better
returns.

e Inflation Rates: In comparison to countries with higher inflation rates,
currencies from those with lower inflation tend to appreciate. Low inflation
supports a stable currency value, while high inflation erodes purchasing
power, leading to depreciation.

e Economic Growth: Strong economic performance, indicated by GDP
growth, often leads to currency appreciation. A growing economy attracts
foreign investment, increasing demand for the domestic currency.
Conversely, economic stagnation or recession can weaken a currency.

e Trade Balances: A country's trade balance (the difference between exports
and imports) impacts its currency value. A trade surplus, where exports
exceed imports, typically results in currency appreciation as foreign buyers
need the domestic currency. A trade deficit, where imports exceed exports,
can lead to depreciation.

e Employment Levels: High employment levels are generally indicative of a
healthy economy and can positively affect currency value. Conversely, high
unemployment can signal economic problems and may lead to currency
depreciation.

2. Political Factors

e Political Stability: Countries with stable political environments are more
attractive to investors. Political stability reduces uncertainty and risk, leading
to stronger currency values. Political instability or uncertainty, on the other
hand, can result in currency depreciation as investors seek safer assets.

e Government Policies: Fiscal and monetary policies can influence exchange
rates. Expansionary policies, such as increased government spending or tax
cuts, can lead to currency depreciation if they result in higher budget deficits
and increased inflation. Conversely, contractionary policies can support
currency appreciation.

e Geopolitical Events: Events such as wars, elections, or diplomatic conflicts
can create uncertainty and affect currency values. Negative geopolitical
developments often lead to currency depreciation as investors move their
assets to safer currencies.
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3. Market-Based Factors

e Market Sentiment: Investor perception and market sentiment can drive
short-term currency movements. Positive sentiment towards a country's
economic outlook or political situation can lead to currency appreciation,
while negative sentiment can cause depreciation.

e Speculation: Currency traders and speculators can influence exchange rates
through their trading activities. Large speculative trades can cause significant
short-term fluctuations in currency values as traders react to perceived
opportunities or risks.

e Capital Flows: The movement of capital into and out of a country affects its
currency value. High levels of foreign direct investment (FDI) and portfolio
investment can lead to currency appreciation as foreign investors purchase
the domestic currency. Conversely, capital outflows can result in
depreciation.

4. External Factors

e Global Economic Conditions: Global economic trends and conditions, such
as international commodity prices and global financial crises, can impact
exchange rates. For example, fluctuations in oil prices can affect currencies
of oil-exporting and oil-importing countries.

e Currency Pegs and Exchange Rate Regimes: Countries that maintain fixed
or pegged exchange rates may experience stability in their currency values
relative to the peg. However, changes in the peg or shifts to floating
exchange rate regimes can lead to significant currency adjustments.

A complex web of interrelated external, political, market-driven, and economic
factors affects exchange rates. Making strategic decisions in the FOREX market and
predicting currency movements are made easier when one is aware of these
influences. Exchange rate dynamics are influenced by a number of factors, including
global conditions, political stability, market sentiment, interest rates and inflation
and economic indicators.

7.6 FUNDAMENTALS OF THE FOREIGN EXCHANGE
MARKET

FOREX - The foreign exchange market is a huge and decentralized global marketplace
where currencies are traded. It operates five days a week, 24 hours a day and is the
biggest and most liquid financial market in the world. The FOREX market enables
international trade and investment by facilitating currency conversion and plays a vital
role in global economic stability. Its participants include commercial banks, central
banks, financial institutions, business, hedge funds, and individual investors.
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Understanding the function and structure of the FOREX market it is essential to know
how this complex market operates and impacts the global economy. This chapter
explores into the details of the FOREX market, providing a foundational understanding
of its components.

Structure and Function of the FOREX Market

FOREX market is a huge and decentralized global marketplace where currencies are
traded. The FOREX market unlike centralized exchanges such as stock markets, operates
through a network of financial institutions, brokers, businesses and individual traders, all
interconnected via telecommunication networks, electronic trading platforms, and over-
the-counter (OTC) transactions.

Structure

1. Spot Market: The spot market is where currencies are traded for immediate
delivery. Transactions are delivered "on the spot,” typically within two
business days. It is the most straightforward form of currency trading and
forms the basis for the FOREX market.

2. Forward Market: Participants in the forward market sign contracts to buy
or sell currencies at a fixed exchange rate at predetermined future date. These
contracts are negotiable and customizable, consenting for tailored risk
management strategies.

3. Futures Market: It is similar to the forward market. Future market is an
auction market to buy and sell currencies on a specified future date. These
are exchange traded derivatives contracts that lock in future delivery of
currencies at a price set on a specified date reducing counterparty risk and
providing transparency in the process.

4. Options Market: Options market is a marketplace which gives traders the
right, but not the obligation, to buy or sell currencies at a predetermined
price within a specified period. This process allows investors to speculate on
the future movements of the stock market.

5. Swap Market: Swap market is an OTC as swaps are not exchange traded
tools; they are customized contracts that private parties exchange. Swaps can
be used for hedging and arbitrage purposes, allowing participants to manage
long-term exposure to currency fluctuations, refinancing debt and
reallocating capital structure.

Function
The primary functions of the FOREX market include:

1. Facilitating International Trade and Investment: The FOREX market
supports global commerce and capital flows by enabling the exchange of
commodities.
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2. Price Discovery: The FOREX market reflects the economic fundamentals
and market sentiment by determining exchange rates based on supply and
demand dynamics.

3. Risk Management: The FOREX market allows participants to hedge
against adverse currency movements through various tools and strategies.

4. Providing Liquidity: The FOREX market's huge size and continuous
process ensure liquidity, allowing parties to buy and sell currencies with
ease.

Key Players

1. Banks: Investment and Commercial banks are the largest contributors in the
FOREX market, facilitating transactions for parties, engaging in proprietary
trading and providing liquidity. They act as market makers, quoting bid and
ask prices for currency pairs.

2. Governments and Central Banks: They participate in the FOREX
marketplace to implement monetary policy, stabilizing their currency, and
manage foreign exchange reserves.

3. Corporations: A multinational corporation engages in the FOREX market
to hedge currency risk linked with international procedures, manages
overseas cash flows, and elevates the financial performance. They use
forward, spot and options contracts to alleviate exposure to exchange rate
fluctuations.

4. Speculators: Speculators anticipates the movements in exchange rates and
trade currencies to gain more profit. They provide liquidity and also facilitate
price discovery and their activities can also contribute to market volatility.
They use various strategies, such as arbitrage and technical analysis to
explore market efficiencies and trends.

The FOREX market's structure, key players, and exchange rate mechanisms are integral
to its function as a global financial marketplace. Understanding these fundamentals is
essential for navigating the complexities of currency trading and managing the associated
risks effectively.
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N |Check Your Progress-A

Q1. What is the primary function of the FOREX market?

Q2. Explain the types of markets within the FOREX market and briefly
describe each.

Q3. MCQs
1. Which of the following is a key political factor influencing exchange rates?
a) Interest Rates
b) Political Stability
c) Inflation Rates
d) Trade Balances
2. What is the term for the risk associated with adverse currency movements?
a) Credit Risk
b) Liquidity Risk
c) Exchange Rate Risk
d) Interest Rate Risk
3. Who are the largest participants in the FOREX market?
a) Individual Investors
b) Central Banks

¢) Commercial and Investment Banks
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d) Corporations
Q4. Fill in the Blanks with appropriate word or words.
1. The market is where currencies are traded for immediate delivery.

2. risk arises from changes in exchange rates that affect the value of
financial transactions.

3. In the market, participants agree to buy or sell currencies at a
predetermined future date and exchange rate.

4. trading involves predicting future movements in currency values to
make a profit, often leading to increased market volatility.

5 A market provides traders with the right, but not the obligation, to
buy or sell currencies at a predetermined price within a specified period.

7.7 SPECULATION IN THE FOREIGN EXCHANGE
MARKET

Speculation in the FOREX market is the practice of trading currencies with the primary
objective of profiting from anticipated movements in exchange rates. Unlike hedging,
which aims to mitigate risk, speculation involves deliberately taking on risk in hopes of
achieving significant returns. Speculators play an important role in the FOREX market
by increasing liquidity, enabling price discovery, and improving market efficiency.
However, their efforts may contribute to greater volatility and possibly market instability.
Understanding the nature of speculation, the numerous speculative methods used, and
how they affect exchange rates and market dynamics is critical for financial managers,
investors, and policymakers navigating the FOREX market's intricacies. This chapter
investigates the various aspects of speculation, providing insights into the motivations,
tactics, and outcomes of speculative trading in the global currency market.

FOREX speculation is the practice of trading currencies with the primary goal of
benefitting from expected exchange rate fluctuations. Unlike hedgers, who aim to reduce
risk, speculators actively take on risk, wagering on price movements to create rewards.
Individual traders, hedge funds, financial institutions' proprietary trading desks, and other
market participants use a variety of tactics to capitalize on market inefficiencies and
trends.

Role of Speculators

1. Liquidity Provision: Speculators provide market liquidity by frequently
buying and selling currencies, allowing other market participants to complete
trades effectively.
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2. Volatility: While speculation can improve liquidity and price discovery, it
can also increase market volatility since huge speculative trades can produce
significant price movements.

3. Market Efficiency: Speculators contribute to market efficiency by
identifying and exploiting arbitrage possibilities.

4. Price Discovery: Speculators contribute to the price discovery process by
trading and establishing market prices that reflect current supply and demand
dynamics.

7.8 SPECULATIVE ACTIVITIES AND STRATEGIES
EMPLOYED
Types of Speculative Activities

1. Arbitrage: Arbitrage involves taking advantage of price discrepancies in
different markets or instruments. Arbitrageurs simultaneously buy and sell the
same asset in different markets to profit from price differentials, thus ensuring
prices remain aligned across markets. In the FOREX market, arbitrage can
involve trading currency pairs across different exchanges or using instruments
like forwards and futures to lock in risk-free profits.

2. Carry Trade: The carry trade technique is borrowing in one currency at a
low interest rate and investing in another at a higher interest rate. The
speculator earns from the difference in interest rates between the two
currencies. However, carry trades are risky because they are highly sensitive
to changes in interest rates and exchange rates. If the higher-yielding currency
depreciates significantly, the speculator could incur substantial losses.

3. Momentum Trading: Momentum traders capitalize on the continuation of
existing market trends. They buy currencies that are rising in value and sell
currencies that are falling, based on the assumption that these trends will
persist. This strategy relies heavily on technical analysis and market
sentiment. Momentum trading can amplify price movements, contributing to
short-term volatility.

Strategies Employed by Speculators

1. Technical Analysis: Speculators use technical analysis to predict future price
movements based on historical price data, chart patterns, and trading volumes.
Common tools include relative strength index (RSI), moving averages, and
Fibonacci retracements. This analysis helps speculators in identifying entry
and exit points for trades.

2. Fundamental Analysis: This strategy involves analyzing economic
indicators, interest rates, geopolitical events, and other macroeconomic factors
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to forecast currency movements. Speculators using fundamental analysis aim
to understand the underlying factors driving exchange rates and position
themselves accordingly.

3. Algorithmic Trading: Algorithmic trading entails employing computer
programs to conduct transactions based on predetermined criteria. These
algorithms can scan enormous databases, make trades quickly, and exploit
market inefficiencies. High-frequency trading (HFT) is a subset of
algorithmic trading in which a large number of orders are executed in very
short time periods.

4. Sentiment Analysis: Sentiment analysis gauges market sentiment through news,
social media, and other sources to predict currency movements. Speculators use
sentiment analysis to understand market psychology and 1. position  themselves
in line with prevailing trends or to anticipate reversals.

7.9 IMPACT OF SPECULATION

1. Exchange Rates: Speculation can significantly influence exchange rates, as
speculative trades often involve large volumes of currency transactions. When
speculators anticipate changes in economic conditions or geopolitical events, their
trades can cause substantial fluctuations in exchange rates.

2. Market Liquidity: By providing liquidity, speculators make it easier for other
market participants to execute their trades, contributing to market efficiency.
However, during periods of high volatility or market stress, speculators may
withdraw liquidity, exacerbating price movements.

3. Volatility: Speculation can lead to increased volatility, especially when large
speculative positions are unwound rapidly. This can result in sudden and sharp
movements in exchange rates, posing challenges for hedgers and other market
participants who seek stability.

4. Market Stability: While speculation can enhance market efficiency and
liquidity, it can also destabilize markets if speculative activities lead to excessive
volatility or if speculative bubbles form and burst. Central banks and regulatory
authorities monitor speculative activities to mitigate systemic risks and ensure
market stability.

Speculation plays a crucial role in the FOREX market by providing liquidity, aiding in
price discovery, and promoting market efficiency. However, it also introduces risks of
increased volatility and potential market instability. Understanding the types of
speculative activities and their impacts is essential for navigating the complications of the
FOREX market and managing related risks effectively.
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7.10 RISK IN THE FOREIGN EXCHANGE MARKET

Risk in the FOREX market is an essential aspect of trading and investing in global
currencies. The FOREX market, being the biggest and most liquid financial market in the
world, is subject to a variety of risks that can considerably impact the participants. These
risks includes credit risk, exchange rate risk, liquidity risk, and interest rate risk, each
arising from the volatile and dynamic nature of commodities movements. Understanding
and managing these risks is essential for market participants, including, policymakers,
financial institutions, investors, and multinational corporations. Effective risk
management strategies are essential to mitigate potential losses and safeguard financial
stability. This chapter digs into the various types of risks in the FOREX market and the
techniques used to measure and manage those risks.

Risk management is an essential aspect of navigating the complications of the FOREX
market, where participants face various forms of financial exposure due to fluctuations in
currency values. The FOREX market is integrally volatile, with exchange rates
influenced by several factors such as geopolitical events, economic indicators and market
sentiment. To protect the financial interests and maintain stability understanding and
mitigating these risks is critical for investors, businesses and financial institutions.

Types of Risks

1. Exchange Rate Risk: Exchange rate risk, also known as currency risk, arises
from fluctuations in the value of one currency relative to another. These
fluctuations can impact the profitability of international transactions,
investments, and operations. For example, if a U.S. company has receivables
denominated in euros and the euro depreciates against the U.S. dollar, the
company will receive less in dollar terms, leading to reduction in its profit
margins. Exchange rate risk is mainly important for importers, exporters,
multinational corporations and investors holding foreign-denominated assets.

2. Interest Rate Risk: In the FOREX market this risk is related to changes in
the interest rates that can affect the value of currencies and interest-bearing
instruments. When interest rates change, they influence the attractiveness of a
currency. Higher interest rates typically attract foreign capital, leading to an
appreciation of the currency, while lower interest rates may result in
depreciation. Interest rate differentials between countries can also affect
currency values and impact investment decisions, borrowing costs, and the
overall economic environment.

3. Credit Risk: Credit risk, or counterparty risk, arises when one party in a
financial transaction fails to fulfill its obligations, leading to a financial loss
for the other party. In the FOREX market, this risk is prevalent in forward
contracts, swaps, and other OTC transactions. If a counterparty defaults, the
other party may be exposed to significant financial losses. Managing credit
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risk involves assessing the creditworthiness of counterparties, using collateral
arrangements, and diversifying exposures.

4. Liquidity Risk: Liquidity risk refers to the risk of being unable to buy or sell
a currency quickly at the desired price due to insufficient market liquidity. In
highly liquid markets, participants can execute large transactions with
minimal price impact. However, in less liquid markets or during periods of
market stress, liquidity can dry up, leading to wide bid-ask spreads and
significant price volatility. Liquidity risk can affect the ability to enter or exit
positions, manage cash flows, and execute hedging strategies effectively.

Measurement of FOREX Risk

Accurate measurement of Forex risk is essential for effective risk management in the
foreign exchange market. Given the inherent volatility and unpredictability of currency
movements, market participants must employ robust techniques to quantify potential
exposures and assess their impact on financial performance. Various methods are used to
measure Forex risk, including Value at Risk (VaR), which estimates potential losses over
a specified period with a given confidence level, and stress testing, which evaluates the
effects of extreme market conditions on a portfolio. Scenario analysis complements these
methods by exploring the outcomes of different hypothetical situations. By leveraging
these measurement tools, traders, investors, and financial institutions can better
understand their risk profiles, make informed decisions, and implement strategies to
mitigate potential adverse effects from currency fluctuations.

1. Value at Risk (VaR): VaR is a statistical measure that evaluates the potential
loss in value of a portfolio or position over a specified period, given a certain
confidence level. VaR quantifies the maximum expected loss under normal
market conditions, providing a benchmark for risk management. For example, a
one-day VaR at a 97% confidence level of $1 million means that there is a 97%
chance that the portfolio will not lose more than $1 million in a single day. VaR is
widely used by financial institutions to assess market risk and determine capital
reserves.

2. Stress Testing: Stress testing involves evaluating the resilience of a portfolio or
financial institution under extreme but plausible market scenarios. These
scenarios can include sharp currency devaluations, interest rate spikes, or
geopolitical events. Stress tests help identify vulnerabilities and potential losses
that may not be captured by normal market environment. Stress testing, which
simulates unfavorable situations, helps to assess the impact of extreme events on
FOREX exposures and informs risk mitigation techniques.

3. Scenario Analysis: Scenario analysis is a forward-thinking technique for
determining the impact of numerous hypothetical events on a portfolio or
position. Unlike stress testing, which focuses on severe occurrences, scenario
analysis considers a wide range of potential outcomes based on various
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assumptions about market conditions, economic trends, and geopolitical events.
This strategy provides a more nuanced understanding of risk by taking into
account various scenarios, each with different probabilities and outcomes.
Scenario analysis aids strategic planning and decision-making by identifying
potential risks and opportunities under various market scenarios.

In the FOREX market understanding and managing the various types of risks is critical
for ensuring financial stability and meeting corporate objectives. Exchange rate risk,
interest rate risk, credit risk, and liquidity risk all present unique issues, but with effective
measurement methods like Value at Risk, stress testing, and scenario analysis, market
players may better predict and mitigate these risks. Financial managers, investors, and
policymakers can understand the FOREX market's intricacies and protect themselves
from potential losses by using strong risk management measures.

7.11 HEDGING STRATEGIES

Hedging strategies are crucial tools used by financial institutions, businesses and
investors to mitigate the risks associated with fluctuations in interest rates, currency
exchange rates and other financial variables. In the FOREX market, hedging involves
taking positions that offset potential losses from adverse currency movements, thereby
protecting the value of international transactions and investments. By employing various
financial instruments such as forwards, futures, options, and swaps, market participants
can create effective hedging strategies tailored to their specific risk exposures.
Understanding and implementing these strategies is crucial for maintaining financial
stability, ensuring predictable cash flows, and achieving long-term business objectives in
an increasingly volatile global market. This section delves into the different hedging
techniques, their applications, and their benefits in managing FOREX risk.

Importance of Hedging in FOREX Risk Management

Hedging is a critical component of risk management in the foreign exchange (FOREX)
market, designed to protect businesses, investors, and financial institutions from adverse
movements in currency exchange rates. As global operations and investments expose
entities to fluctuations in currency values, hedging provides a way to lock in exchange
rates or reduce the impact of volatility. By using hedging strategies, organizations can
stabilize cash flows, protect profit margins, and achieve greater financial predictability.
Effective hedging helps to minimize potential losses, manage financial risk, and
safeguard against unforeseen market shifts, thereby enabling more accurate budgeting
and strategic planning.
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Hedging Instruments

Hedging instruments are critical tools in the foreign exchange market used to mitigate the
risks associated with currency fluctuations. These instruments provide market
participants with various methods to protect against adverse movements in exchange
rates, thereby stabilizing cash flows and safeguarding financial outcomes. Key hedging
instruments include forward contracts, which lock in exchange rates for future
transactions; futures contracts, standardized agreements traded on exchanges; options,
which offer the right but not the obligation to buy or sell currencies at specified rates; and
currency swaps, which involve exchanging principal and interest payments in different
currencies. Each instrument has distinct characteristics and benefits, allowing entities to
tailor their hedging strategies to their specific risk exposures and financial goals. By
effectively utilizing these tools, market participants can manage their currency risks more
proactively and achieve greater financial stability.

1. Forward Contracts: Forward contracts are unique agreements between two
parties to exchange currencies at a predetermined rate on a future date. These
contracts are arranged directly between the parties and do not trade on
exchanges. Businesses routinely utilize forward contracts to lock in currency
rates for future transactions, so offering cost and income certainty. They can
be tailored to match the exact amount and timing of the underlying exposure,
making them a flexible tool for hedging against currency fluctuations.

2. Futures Contracts: Futures contracts are standardized agreements that are
traded on exchanges and commit the buyer and seller to purchase and sell a
certain amount of currency at a defined rate on a future date. Futures, unlike
forward contracts, are standardized and demand margin payments. They offer
more liquidity and transparency due to their exchange-traded nature. Futures
contracts are used to hedge against expected changes in exchange rates,
providing a standardized method for managing FOREX risk with clear
contract terms and reduced counterparty risk.

3. Options: Currency options provide the holder the right, but not the duty, to
purchase or sell a currency at a particular strike price within a given time
frame. Options are classified into two types: call options, which grant the
right to buy, and put options, which grant the right to sell. Options provide
flexibility, allowing hedgers to protect against unfavourable currency
movements while retaining the potential to benefit from favorable shifts. The
cost of purchasing options, known as the premium, is a consideration, but
options can be valuable for managing uncertainty and capturing potential
upside.

4. Currency Swaps: It involve the exchange of principal and interest payments
in one currency for equivalent payments in another currency. These
agreements typically consist of two transactions: an initial exchange of
currency amounts at the spot rate and a reverse exchange at a future date.
Currency swaps are used for managing long-term currency exposures,
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funding needs, and interest rate differentials. They can be particularly useful
for companies with ongoing foreign currency cash flows or those looking to
adjust their currency exposure over time.

Effectiveness of Hedging Strategies

The effectiveness of hedging strategies depends on several factors, including the
accuracy of risk assessments, the appropriateness of the hedging instruments used,
and market conditions.

1. Accuracy of Risk Assessments: Effective hedging requires a thorough
understanding of the underlying currency exposures and potential risks.
Accurate forecasting of cash flows, currency movements, and market trends
is essential for selecting appropriate hedging instruments and designing
strategies that align with risk management objectives.

2. Appropriateness of Hedging Instruments: The choice of hedging
instruments should match the specific characteristics of the exposure being
hedged. For instance, forward contracts and futures are suitable for managing
predictable cash flows, while options offer flexibility for uncertain or
fluctuating exposures. Currency swaps are useful for long-term hedging and
managing interest rate differentials. Selecting the right instrument is crucial
for achieving effective risk management.

3. Market Conditions: Hedging effectiveness can be influenced by market
conditions, such as volatility, liquidity, and interest rate environments. In
highly volatile markets, hedging instruments may be less effective due to
wide bid-ask spreads or changes in market dynamics. Regular monitoring and
adjustment of hedging strategies are necessary to adapt to evolving market
conditions and maintain their effectiveness.

4. Cost Considerations: While hedging can mitigate risk, it also involves costs,
such as premiums for options, transaction fees, and potential opportunity
costs. Evaluating the cost-benefit trade-off is important to ensure that the
benefits of hedging outweigh the associated expenses.

Hedging strategies play a vital role in managing FOREX risk, offering various
instruments to protect against adverse currency movements. The effectiveness of
these strategies depends on careful risk assessment, appropriate instrument selection,
and adaptation to market conditions. By implementing robust hedging practices,
market participants can enhance financial stability, predictability, and overall risk
management.
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7.12 REGULATORY FRAMEWORK AND ETHICAL
CONSIDERATIONS

In the foreign exchange (FOREX) market, a robust regulatory framework and adherence
to ethical standards are essential for ensuring market integrity, transparency, and fairness.
The FOREX market's decentralized nature, coupled with its vast scale and complexity,
necessitates effective regulation to prevent market abuse, maintain financial stability, and
protect investors. Regulatory bodies across various jurisdictions establish rules and
guidelines that govern trading practices, reporting requirements, and risk management.
Additionally, ethical considerations, such as the responsibility to act transparently and
avoid conflicts of interest, play a crucial role in fostering trust and credibility within the
market. This section explores the key regulatory frameworks and ethical principles that
guide FOREX market operations, highlighting their importance in promoting a fair and
orderly market environment.

The global regulatory environment for the foreign exchange (FX) market is designed to
ensure market integrity, protect investors, and maintain financial stability. Given the
decentralized and highly liquid nature of the FX market, which operates across various
jurisdictions and involves numerous participants, effective regulation is essential to
manage risks and prevent abuses. The regulatory framework encompasses several key
components:

1. Role of Central Banks and Regulatory Bodies

Central banks and regulatory bodies are crucial in overseeing and regulating the FX
market. Their roles include setting monetary policies, influencing currency values,
and ensuring market stability. Major the European Central Bank (ECB), central
banks such as the Federal Reserve (U.S.), and the Bank of England (BoE) play
significant roles in:

e Monetary Policy: Adjusting interest rates and implementing monetary
policies to influence currency values and manage inflation.

e Market Interventions: Conducting market operations, such as buying or
selling currencies, to stabilize exchange rates and influence liquidity.

e Reserve Management: Managing foreign exchange reserves to support
currency values and stabilize the domestic economy.

Regulatory bodies, such as the Commodity Futures Trading Commission (CFTC) in
the U.S., the Financial Conduct Authority (FCA) in the UK, and the European
Securities and Markets Authority (ESMA), are responsible for:

e Market Oversight: Ensuring compliance with regulations and monitoring
trading practices to prevent market manipulation and fraud.

e Enforcement: Investigating and penalizing non-compliance with trading
rules and regulations.
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e Investor Protection: Implementing measures to safeguard investors from
fraudulent practices and ensuring transparency in market activities.

2. Key Regulations Affecting the FX Market

Several key regulations shape the FX market, addressing various aspects of trading,
risk management, and market conduct:

e Dodd-Frank Act (U.S.): Enacted in response to the 2008 financial crisis,
this act increased transparency in the derivatives markets, including FX
derivatives. It mandates reporting and clearing requirements for over-the-
counter (OTC) derivatives, aiming to reduce systemic risk and enhance
market transparency.

e Markets in Financial Instruments Directive 11 (MiFID Il - EU): This
directive regulates financial markets across the European Union, including
FX trading. It focuses on improving transparency, reporting requirements,
and investor protection. MiFID 11 enhances the oversight of trading venues
and the conduct of financial firms.

e Basel I11: Provides international regulatory standards for banks, including
requirements for capital adequacy, liquidity, and leverage. Basel 11l affects
banks' FX trading operations by setting standards for managing liquidity
and capital risks associated with currency trading.

e Anti-Money Laundering (AML) and Know Your Customer (KYC)
Regulations: These regulations require financial institutions to implement
procedures to prevent money laundering and terrorist financing. They
involve conducting customer due diligence, monitoring transactions, and
reporting suspicious activities.

3. International Coordination

Given the global nature of the FX market, international coordination among
regulatory bodies is essential. Efforts to harmonize regulations across different
jurisdictions aim to:

e Prevent Regulatory Arbitrage: Ensuring consistent standards and
practices to avoid situations where market participants exploit regulatory
differences between countries.

e Enhance Cooperation: Facilitating information sharing and collaboration
among regulatory authorities to address cross-border challenges and
coordinate responses to market disruptions.

e Promote Stability: Coordinating regulatory approaches to maintain global
financial stability and manage systemic risks.
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The global regulatory environment for the FX market plays a critical role in
maintaining market integrity and stability. Central banks and regulatory bodies
provide oversight and enforce rules to ensure fair practices and protect investors.
Key regulations, such as the Dodd-Frank Act, MiFID Il, and Basel 111, shape market
conduct and risk management practices. International coordination among regulators
is essential for managing global risks and promoting a stable and transparent FX
market.

Ethical Considerations in Speculation and Risk Management

1. Ethical Trading Practices: Ethical trading practices in the FOREX market
involve adherence to principles of integrity, fairness, and transparency. Key
aspects include:

e Avoiding Market Manipulation: Traders should refrain from
engaging in practices that manipulate currency prices, such as
spreading false information or executing trades to create artificial
market conditions.

e Confidentiality and Transparency: Maintaining the confidentiality
of sensitive information and providing transparent disclosures about
trading activities and conflicts of interest are essential for maintaining
market trust.

e Fair Dealing: Ensuring that all market participants have equal access
to information and trading opportunities promotes fairness and
prevents unfair advantages.

Ethical trading practices are critical for maintaining the credibility of the
FOREX market and fostering a fair trading environment for all
participants.

2. Corporate Governance: Effective corporate governance is crucial for
ensuring that FOREX trading and risk management activities align with
ethical standards and regulatory requirements. Key elements include:

e Board Oversight: The board of directors should provide oversight of
trading activities and risk management practices, ensuring that they
are conducted in accordance with regulatory standards and ethical
guidelines.

e Risk Management Policies: Establishing robust risk management
policies and procedures helps to identify, assess, and mitigate risks
associated with FOREX trading, including speculative risks and
exposure management.

e Compliance and Ethics Programs: Implementing comprehensive
compliance and ethics programs ensures that employees adhere to
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regulatory requirements and ethical standards in their trading and risk
management activities.

Strong corporate governance structures support ethical conduct, enhance
accountability, and ensure that trading practices align with both regulatory
requirements and ethical norms.

A well-defined regulatory framework and adherence to ethical considerations are
essential for the proper functioning of the FOREX market. Regulatory bodies and
key regulations help to maintain market integrity and protect investors, while ethical
trading practices and effective corporate governance ensure fairness and
transparency. By understanding and implementing these regulatory and ethical
standards, market participants can contribute to a stable and trustworthy FOREX
market environment.

7.13 EMERGING TRENDS AND FUTURE DIRECTIONS

As the foreign exchange (FOREX) market continues to evolve, emerging trends and
technological advancements are reshaping its landscape, presenting both opportunities
and challenges for market participants. Innovations in digital currencies, artificial
intelligence, blockchain technology, and regulatory changes are driving significant shifts
in how currencies are traded and managed. These developments are influencing trading
strategies, risk management practices, and regulatory frameworks, creating a dynamic
environment that requires ongoing adaptation and foresight. Understanding these
emerging trends and their possible consequences is critical for navigating the FOREX
market's future, ensuring that players can capitalize on new technology and strategies
while mitigating associated risks and challenges. This section explores the key trends
shaping the future of the FOREX market and provides insights into how these changes
may influence market practices and strategies moving forward.

Technological Advances in FOREX Trading

Technological advancements have profoundly transformed the landscape of foreign
exchange (FOREX) trading, driving greater efficiency, speed, and sophistication in
market operations. The integration of cutting-edge technologies such as algorithmic
trading, blockchain, and artificial intelligence has reshaped how traders execute
transactions, analyze market data, and manage risks. Algorithmic trading systems enable
high-speed, automated trading based on predefined algorithms, enhancing execution
speed and market liquidity. Blockchain technology offers new levels of transparency and
security in transaction recording and settlement, while artificial intelligence provides
advanced data analysis and predictive capabilities. These technological innovations not
only improve trading accuracy and operational efficiency but also introduce new
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dynamics and challenges in the FOREX market, requiring participants to adapt to new
technologies.

Algorithmic Trading: It involves the use of computer algorithms to accomplish trades
based on predefined criteria. This technology has brought revolution in the FOREX
market by increasing trading speed, efficiency and precision. Key aspects include:

e High-Frequency Trading (HFT): HFT algorithms implement a large
number of orders within milliseconds, taking advantage of small price
movements and arbitrage opportunities. This has increased market
liquidity and reduced bid-ask spreads but also introduced new challenges,
such as increased volatility and systemic risk.

e Quantitative Models: Quantitative trading strategies employ
mathematical models and statistical analysis to discover trading
opportunities and control risk. These models can evaluate large volumes
of data to identify patterns and trends, allowing for better informed
decision-making.

e Automated Market Making: Algorithms can operate as market makers,
providing liquidity and making trading easier by constantly quoting buy
and sell prices. This helps to keep the market liquid and efficient during
less active trading hours.

Algorithmic trading has transformed the FOREX market by improving its performance,
increasing speeds and enabling complex trading strategies, raising concerns about market
stability and fairness, needing ongoing scrutiny and regulation.

Blockchain and Cryptocurrencies: In the FOREX market Blockchain technology and
crypto currencies are emerging as transformative forces. Key developments include:

e Blockchain Technology: Blockchain provides a decentralized and
immutable database for recording transactions, increasing transparency
and reducing fraud in FOREX trading. It allows for real-time settlement of
transactions and reduces the need for intermediaries, potentially cutting
transaction costs and enhancing efficiency.

e Cryptocurrencies: Digital currencies, such as Bitcoin and Ethereum,
provide alternative investment options while posing new challenges to
existing FOREX markets. Cryptocurrencies operate on decentralized
networks, are not controlled by central banks, and can be very volatile.
They also provide new trading venues and financial products, which
broaden the scope of currency trading.

Blockchain and cryptocurrencies are restructuring the FOREX market by
offering new ways to trade and settle transactions, increasing efficiency
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and transparency while introducing new risks and regulatory
considerations.

Future Trends in FOREX Risk Management

The landscape of Forex risk management is continuously evolving, driven by
advancements in technology and shifts in market dynamics. As the foreign exchange
market becomes increasingly complex, future trends are poised to reshape risk
management strategies significantly. The integration of artificial intelligence and
machine learning is expected to revolutionize how risk is assessed and managed,
offering more accurate predictions and real-time risk analysis. Additionally,
advancements in regulatory technology (RegTech) will streamline compliance and
risk monitoring processes, enhancing transparency and efficiency. The rise of
innovative financial products and trading platforms will also influence risk
management practices, necessitating adaptive strategies to address new types of
market exposures and ensure robust protection against unforeseen market
movements. Embracing these emerging trends will be crucial for market participants
to stay ahead of risks and navigate the evolving Forex landscape effectively.

Al and Machine Learning in Risk Analysis: Al and machine learning are
increasingly being used to enhance risk management in the FOREX market. These
technologies offer advanced capabilities for analyzing large datasets, detecting
patterns, and predicting market movements. Key applications include:

e Predictive Analytics: Al algorithms can analyze historical data and identify
trends to forecast future currency movements. This can improve risk
assessment and decision-making by providing more accurate predictions of
market conditions.

e Real-Time Monitoring: Machine learning models can continuously monitor
market conditions and detect anomalies or emerging risks in real-time. This
allows for quicker responses to changing market dynamics and potential
threats.

e Risk Modeling: Al and machine learning can enhance risk modeling by
incorporating complex factors and interactions that traditional models might
overlook. This leads to more robust and dynamic risk management strategies.

The integration of Al and machine learning in risk analysis holds the potential to

significantly improve the accuracy and efficiency of risk management practices,

enabling more proactive and data-driven approaches.

Evolution of Regulatory Standards: As the FOREX market evolves, regulatory
standards are also adapting to address new challenges and risks. Key trends in the
evolution of regulatory standards include:
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e Increased Focus on Transparency: Regulators are emphasizing the need
for greater transparency in trading practices, including enhanced reporting
requirements and disclosures. This aims to prevent market manipulation and
improve market integrity.

e Regulation of New Financial Products: The rise of cryptocurrencies and
other innovative financial products has led to the development of new
regulatory frameworks. Regulators are working to establish guidelines and
rules to address the unique risks associated with these products.

e Global Coordination: Given the global nature of the FOREX market, there
is a growing emphasis on international regulatory coordination. Efforts are
being made to harmonize regulations across jurisdictions to ensure
consistent oversight and prevent regulatory arbitrage.

The evolution of regulatory standards reflects the need to balance innovation with
oversight, ensuring that new technologies and market developments are effectively
regulated to maintain market stability and protect investors.

Emerging trends and technological advancements are shaping the future of the
FOREX market, providing innovation while presenting new challenges. Algorithmic
trading and blockchain technology are enhancing trading efficiency and
transparency, while Al and machine learning are improving risk management
capabilities. At the same time, evolving regulatory standards are adapting to address
these changes, promoting greater transparency and global coordination.
Understanding these trends and their implications is crucial for market participants to
navigate the evolving landscape and leverage new opportunities while managing
associated risks effectively.

Check Your Progress-B

Q1. Define algorithmic trading and explain its impact on the FOREX market.

Q2. What role does blockchain technology play in enhancing transparency in
FOREX trading?
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Q3. How do Al and machine learning contribute to improving risk
management in the FOREX market?

Q4. Multiple Choice Questions
1. Which of the following best describes algorithmic trading?

A. Trading that uses computer algorithms to execute trades based on
predefined criteria.

B. Trading that involves physical exchange of currencies.
C. Trading that relies solely on manual decision-making processes.
D. Trading that focuses exclusively on long-term investments.

2. Which technology provides a decentralized and immutable ledger for recording
transactions in FOREX trading?

A. Atrtificial Intelligence

B. Machine Learning

C. Blockchain

D. High-Frequency Trading

3. Which regulation focuses on increasing transparency and reporting requirements
for derivatives, including FOREX derivatives?

A. Basel 11l

B. MiFID 1l

C. Dodd-Frank Act

D. Anti-Money Laundering (AML) Regulations
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<% 715 GLOSSARY

‘,

Algorithmic Trading: Use of computer algorithms to execute trades based on
predefined criteria to enhance trading speed and efficiency.

Blockchain: A decentralized, immutable ledger technology that records
transactions across multiple computers, enhancing transparency and security.

High-Frequency Trading (HFT): A type of algorithmic trading characterized by
executing a large number of orders at extremely high speeds to capitalize on small
price movements.

Cryptocurrency: Digital or virtual currencies that use cryptography for security
and operate on decentralized platforms, independent of central banks.

Value at Risk (VaR): A statistical measure that estimates the potential loss in
value of a portfolio over a specified period with a given confidence level.

Forward Contract: A customized agreement between two parties to exchange
currencies at a predetermined rate on a specific future date.

Futures Contract: A standardized agreement traded on exchanges to buy or sell a
specified amount of currency at a predetermined rate on a set future date.

Currency Swap: A financial agreement involving the exchange of principal and
interest payments in one currency for equivalent payments in another currency.

Machine Learning: A branch of artificial intelligence that involves training
algorithms to recognize patterns and make predictions based on data.

Regulatory Body: An organization that oversees and enforces regulations within a
specific financial market or industry to ensure compliance and protect market
integrity.
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7.16 ANSWERS TO CHECK YOUR PROGRESS

Check Your Progress —A

Answer 1: The primary function of the FOREX market is to facilitate international
trade and investment by enabling currency conversion and managing currency risk.

Answer 2: The four main types of markets within the FOREX market are:
e Spot Market: Where currencies are traded for immediate delivery.

e Futures Market: Similar to forward contracts but standardized and
traded on exchanges.

o Forward Market: Where contracts are made to buy or sell currencies
at a future date and specified exchange rate.

e Options Market: Provides the right, but not the obligation, to buy or
sell currencies at a predetermined price within a specified period.

Answer 3. MCQs
1. b) Political Stability
2. ¢) Exchange Rate Risk
3. ¢) Commercial and Investment Banks
Answer 4. Fill in the Blanks with appropriate word or words.
Spot
Exchange Rate
Forward

Speculative

o ~ W npoE

Options
Check Your Progress —B

Answer 1. Algorithmic trading refers to the use of computer algorithms to execute
trades at optimal prices and speeds based on predefined criteria. In the FOREX
market, it enhances trading efficiency, increases liquidity, and reduces trading costs.
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However, it can also lead to higher market volatility and contribute to rapid price
fluctuations due to the high-frequency nature of these trades.

Answer 2. Blockchain technology provides a decentralized and immutable ledger
for recording transactions. In FOREX trading, it enhances transparency by ensuring
that all trades are securely recorded and easily verifiable, reducing the risk of fraud
and manipulation. Blockchain also streamlines settlement processes and reduces the
need for intermediaries, leading to faster and more transparent transactions.

Answer 3. Al and machine learning improve risk management by analyzing large
volumes of data to identify patterns and predict market trends. They can enhance
forecasting accuracy, automate risk assessments, and develop sophisticated trading
strategies. These technologies help traders and financial institutions to better
understand and manage potential risks, adapt to market changes more quickly, and
make more informed decisions.

Answer 4. Multiple Choice Questions

1. B. Trading that uses computer algorithms to execute trades based on predefined
criteria.

2. C. Blockchain
3. C. Dodd-Frank Act

P
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?, 7.19 TERMINAL QUESTIONS

1. Explain the concept of algorithmic trading and discuss its impact on market
liquidity and volatility.

2. Describe how blockchain technology can transform the FOREX market and
highlight the potential risks associated with its adoption.

3. Analyze the role of regulatory bodies in maintaining market integrity and the
effectiveness of key regulations in the FOREX market.

4. Discuss the advantages and limitations of using Al and machine learning for
FOREX risk management.

5. Evaluate the future trends in FOREX trading and risk management, and propose
strategies for adapting to these changes.

7.20 CASE LETS/CASES

Real-Life Case Study: JPMorgan Chase's Use of Blockchain for FOREX Settlement

JPMorgan Chase has been a pioneer in integrating blockchain technology into its foreign
exchange (FOREX) settlement processes. In 2017, the bank launched the JPM Coin
project, utilizing blockchain to streamline and secure cross-border payments and
settlements. Before blockchain implementation, the FOREX settlement process was often
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cumbersome, involving multiple intermediaries and extensive manual reconciliation,
which could delay transactions and increase costs.

By adopting blockchain, JPMorgan Chase aimed to enhance the efficiency of its FOREX
trading operations. The bank developed a digital payment system that leverages a private
blockchain network to facilitate real-time settlement of trades. This innovation allowed
for instantaneous and transparent transfers of digital currency, significantly reducing the
time and cost associated with traditional settlement methods. The blockchain-based
system also improved the accuracy and security of transactions, minimizing the risk of
errors and fraud.

The successful implementation of blockchain technology by JPMorgan Chase
demonstrated the potential of digital ledger systems to revolutionize financial markets. It
showcased how blockchain could address long-standing inefficiencies in the FOREX
market, setting a precedent for other financial institutions to explore similar technological
advancements for enhancing operational efficiency and reducing costs in global trading.

Questions:

1. What were the primary challenges in the FOREX settlement process before
JPMorgan Chase implemented blockchain technology?

2. How did JPMorgan Chase's use of blockchain technology improve the efficiency
and security of FOREX settlements?

3. What potential benefits did the successful implementation of the JPM Coin
project demonstrate for the broader financial market?
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UNIT 8 PURCHASING POWER PARITY AND
REAL EXCHANGE RATES
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8.5 Derivation of Purchasing Power Parity
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8.7 Usefulness of PPP

8.8 Limitations of PPP theory
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8.1 INTRODUCTION

The purchasing power parity theory was first introduced by Professor Gustav Cassel of
Sweden in 1920. According to this theory, the exchange rate between two countries is
based upon the relative purchasing power of their currencies. Such will be the rate which
equates the two purchasing powers. For instance, if a specific number of items can be
purchased for $1 in the United States and a comparable selection for Rs. 83 in India, it is
evident that the purchasing power of $1 in the U.S. is equivalent to the purchasing power
of Rs. 83 in India. According to the notion of purchasing power parity, the exchange rate
will be $1 = Rs. 83.
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Let us take another example. Suppose in the USA one $ purchases a given bunch of
commaodities. In India, same bunch of goods cost 80 rupees. Then rate of exchange will
tend to be $ 1 = 80 rupees. Now, suppose the price levels in the two countries maintain
the same but somehow exchange rate moves to $1=81 rupees.

This means that one US$ can purchase commodities worth more than 1 rupee. It will pay
people to convert dollars into rupees at this rate, ($1 = Rs. 81), purchase the given
collection of commodities in India for 80 rupees and sell them in U.S.A. for one dollar
again, making a profit of 1 rupee per dollar worth of transactions.

Inflation rates often vary among countries, causing international trade patterns and
exchange rates to adjust accordingly. One of the most popular and controversial theories
in international finance is the purchasing power parity (PPP) theory, which attempts to
quantify the relationship between inflation and exchange rate.

The basic theme of this theory is to determine exchange rate between two countries by
equating the purchasing power of convertible paper currency prevailing in the two
respective countries. The value of one country currency calculated in terms of the other
country currency on the basis of purchasing power of respective country. Purchasing
power of the currency can be known by the quantity of money required to purchase a
commaodity.

So according to PPP theory the rate of exchange determined by knowing the amount of
currency required to purchase a common commodity in both the countries respectively

Example: Exchange rate Theory

Two countries India and USA

Common commodity 10 gram of gold

Now, if the price of 10gram gold in India is 80000
In USA price of 10gram gold in $1000

Then, the rate will be 80000/$1000= 80

$1 =380

It means X 80 equal to $1

If due to inflation exchange rate varies from the rate of PPP, then increase or decrease
brought in demand of good automatically will set the exchange rate as per PPP theory or

We can say Arbitrage process will set the exchange rate as per PPP theory

8.2 UNIT OBJECTIVES

The following are objectives of the unit;

e Understand the concept of Purchasing Power Parity (PPP) and its theoretical
foundations.
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o Analyze the different types of PPP: Absolute and Relative.

o Examine the factors influencing deviations from PPP in real-world scenarios.
o Explore the relationship between PPP and exchange rate determination.

« Evaluate the implications of PPP for international trade and investment.

« Investigate the concept of real exchange rates and their calculation.

o Assess the impact of inflation differentials on real exchange rates.

o Compare and contrast nominal and real exchange rates.

o Apply PPP and real exchange rate theories to case studies and real-world data.

e Develop critical thinking skills to analyze currency misalignments and their
economic consequences

8.3TWO FORMS OF THE PPP THEORY
The following are the two forms of the PPP Theory;

1. Absolute purchasing Power Parity:

Absolute PPP posits that the exchange rate between two currencies should
correspond to the ratio of their respective price levels. In other words, a specific
basket of goods ought to have the same cost in both nations once currency
variations are considered. This form of PPP presumes ideal market conditions,
without transportation costs, taxes, or trade barriers. Nevertheless, it seldom
reflects reality due to these practical challenges. If there is a discrepancy in the
prices as measured by such a common currency, then demand should shift so that
these prices converge. The existence of transportation costs, tariffs, and quotas
render the absolute form of PPP unrealistic. If the transportation costs were high
then the demand for the product may not shift.

1. Relative PPP focuses on changes in price levels over time instead of their
absolute measurements. It asserts that the rate of change in exchange rates
between two currencies should be equivalent to the difference in inflation rates of
the two countries. Fundamentally, if one nation experiences higher inflation, its
currency is expected to depreciate in relation to another nation with a lower
inflation rate. This theory acknowledges that these imperfection make it unlikely
for prices of the same basket of goods in different countries to be the same when
measured in a common currency.

In other words, if one country’s inflation rate is higher than another’s, its currency
should depreciate relative to the other country’s currency to maintain purchasing
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power parity. This theory is based on the idea that exchanges rates should adjust
to equalize the purchase power of different currencies.

8.4THE LAW OF ONE PRICE (LOOP)

The Law of One Price (LOOP) is an essential principle in economics that forms the basis
for the theory of Purchasing Power Parity (PPP). It posits that identical commodities
should be priced equivalently across various countries when denominated in a shared
currency, provided that there are no transportation costs, trade barriers, or other market
impediments.

For example, if a laptop is priced at $1,000 in the United States, it should be priced at the
equivalent amount in euros in Europe after adjusting for the exchange rate.

When price discrepancies occur, arbitrage opportunities emerge, prompting traders to
procure goods where they are less costly and sell them where they are more expensive,
which finally nudges prices toward equilibrium.

Nevertheless, in practice, LOOP frequently encounters challenges due to factors such as
tariffs, shipping expenses, local taxation, and market inefficiencies. Despite these
variations, LOOP remains a theoretical framework for comprehending the anticipated
behavior of prices and exchange rates within a perfectly competitive global marketplace.

MARKET 1 MARKET 2

8.5 DERIVATION OF PURCHASING POWER PARITY

Assume that the price indexes of the home country (h) and a foreign country (f) are equal
Now assume that, over time, the home country experiences an inflation rate of I, whereas
the foreign country experiences an inflation rate of It Because of this inflation the price
index of products in the consumer's home country (Pn) becomes:
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Pr(1 + In)

The price index of the foreign country (Ps )will also change in response to inflation in
that country:

P (1 +1p)

If In> If and if the exchange rate between the two countries' currencies does not change,
then the consumer's purchasing power is greater for foreign products than for home
country products. In this case, PPP does not hold. If( In<I ) and again the exchange rate
remains unchanged, then the consumer's purchasing greater for home country products
than for foreign products. Thus, in this case, PPP also does not hold.

PPP theory suggests that the exchange rate will not remain constant, but instead will
adjust to maintain the parity in purchasing power.If inflation occurs and the exchange
rate of the foreign currency changes, then the foreign price index from the home country
consumer's perspective becomes:

Pi(1 + lr)(1 + ef)

Where ef represents the percentage change in the value of foreign currency. According to
PPP theory ,the percentage change in the foreign currency (es), should be such that parity
is maintained between the new price indexes of the two countries. We can solve for es
under conditions of PPP by setting the formula for the new price index of the foreign
country equal to the formula for the new price index of the home country:

Pr(1+ lf)(d +ef)=Pn(l+In)

Solving for ef then yields:

1+er=Pn(1+1n)/Pr(1+1)

er={Pnh(1+ 1))/ Ps(1+1p}-1

Since Py is equal to Pr (because the price indexes were assumed to be equal in the two
countries), the two terms cancel, which leaves:

er={ (L+ /(L +1)}-1
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This equality expresses the relationship (according to PPP) between relative inflation
rates and the exchange rate. Observe that if In> If then ershould be positive, which implies
that the foreign currency will appreciate when the home country's inflation exceeds the
foreign country's inflation. Conversely, if In<lsthen ershould be negative, this implies that
the foreign currency will depreciate foreign country's inflation exceeds the home
country's inflation.

Example:

Assume that the exchange rate is initially in equilibrium. Subsequently, the home country
currency experiences a 5 percent inflation rate and the foreign country experiences a 3
percent inflation rate. According to PPP, the foreign currency will adjust as follows:

er={(1+In)/1+1)}-1
={ (1+.05)/(1 +.03)} -1
=0.0194 or 1.94%

According to this example, the foreign currency should appreciate by 1.94 percent in
response to the higher inflation of the home country relative to the foreign country. If that
exchange rate change does occurs, then the price index of the foreign country will be as
high as the index in the home country from the perspective of home country consumers.
The lower relative inflation in the foreign country causes appreciation of its currency.
When considering the exchange rate effect, price indexes of both countries rise by 5%
from the home country perspective. Thus consumer’s purchasing power is the same for
foreign products and home country product.

8.6EMPIRICAL EVIDENCE OF PPP

The empirical analysis of Purchasing Power Parity (PPP) presents a range of findings.
Although PPP generally holds over the long term, particularly for tradable goods, it
frequently fails to account for short-term fluctuations in exchange rates caused by market
dynamics, speculation, and economic disturbances. Short-term discrepancies are
prevalent due to elements such as inflation variances, trade restrictions, and erratic
capital movements.

In the long term, research indicates that Relative PPP tends to be more dependable, as
exchange rates gradually adjust to mirror inflation disparities between nations.

Nonetheless, even over extended periods, PPP may not consistently apply due to ongoing
variations in productivity, local expenses, and governmental regulations.

A notable illustration is the "Big Mac Index," developed by The Economist, which
compares the cost of a Big Mac in different countries and reveals significant deviations
from PPP, underscoring how actual market conditions can lead to considerable price
disparities.
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In summary, empirical research indicates that while PPP serves as a valuable theoretical
framework, it does not always accurately forecast short-term exchange rate movements.

8.7USEFULNESS OF PPP

The following are the usefulness of PPP;

1.

Develop reasonably accurate economic statistics to compare the market
condition of different criteria.

For example, PPP is often used to equalize calculation of gross domestic product
because purchasing power can vary from country to country. The status for GDP
based on purchasing power parity in often different than nominal GDP- GDP
described by currency exchange alone.

2.

Compare quality or standard of living in different criteria which may not be
possible if on just looked at per capital income. A lower income may allow a
good quality is a country where prices are low

It helps international organizations and researchers compare economic
welfare and real income across nations.

PPP helps in determining the equilibrium the equilibrium exchange rate
between two currencies by comparing the price levels of a common basket of
goods and services.

Businesses can use PPP to determine international pricing strategies by
understanding how much consumers indifferent countries can afford.

PPP provides a framework to adjust for inflation differentials between
countries, which is crucial for long-term economic forecast and analyzes.

It helps in making more accurate cross-country comparisons over time by
accounting for varying inflation rates.

Investors use PPP to gauge whether international markets are undervalued or
overvalued, aiding in investment decisions

How India does overtakes Japan in PPP terms?

Countries by GDP

Country Nominal GDP GDO (PPP)
The United states $19.39 trillion $19.39 Trillion
China $12.01 trillion $23.15 trillion
Japan $ 4.87 trillion $5.42 trillion
Germany $3.68 trillion $4.17 trillion
United Kingdom $2.62 trillion $2.91 trillion
India $2.61 trillion $9.45 trillion
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Source : IMF’s world economies Outlook Database April 2018

e Under the regular method of GDP calculation. India’s economy is well
behind Japan. The Indian economy is on $2.61 trillion compared with
Japan %4.87 trillion in 2018. However price levels in Japan are much
higher than that of India or in the US.

e When IMF adjust the national income of the two countries in terms of PPP
exchange rates using US dollar. The Indian economy was at $9.45 trillion
in 2018 because of lower prices while Japan stayed at $5.42 trillion.

e Essentially it means that in total two countries have the same purchasing
power but because of the much lower populationaverage Japanese is way
ahead of average Indian in purchasing power.

8.8 LIMITATIONS OF PPP THEORY

e The theory assumes that changes in price levels could bring about changes in
exchange rates note vice e versa that is changes in exchange rates cannot affect
domestic price levels if the countries concerned.

e According to the theory, to calculate the new equilibrium rate one must know the
base rate l.e., the old equilibrium rate. But it is difficult to ascertain the particular
rate which actually prevailed between the currencies as the equilibrium rate.

e Assumes away transportation costs and barriers to track. In practice, these factors
are significant and they tend to create significant price differentiates between
countries

e The governments regularly intervene in the foreign exchange market and this
further weakens the link between price changes and changes in exchange rates.

8.9 REAL EXCHANGE RATE (RER)

The Real Exchange Rate (RER) is a metric that modifies the nominal exchange rate
between two currencies by taking into account the price level variations between
different countries. While the nominal exchange rate indicates the market value of one
currency in relation to another, the RER provides a more precise evaluation of
purchasing power by factoring in inflation and price fluctuations.

e Definition and Formula

The RER assesses the relative cost of goods between two nations, illustrating how many
units of domestically produced goods can be exchanged for goods from abroad while
adjusting for price discrepancies. The formula is as follows:
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= NOMINAL EXCHANGE RATE FOREIGN PRICE / DOMESTIC PRICE
OR
R = (E.P’)P

This formula incorporates the Nominal Exchange Rate (E), Foreign Price Level (P’), and
Domestic Price Level (P) to evaluate the relative competitiveness of goods.

8.10 IMPORTANCE OF REAL EXCHANGE RATE

The RER is essential for assessing a country's competitiveness on the international stage.
A high RER indicates that domestic goods are costly in comparison to foreign goods,
which diminishes export competitiveness and encourages increased imports. Conversely,
a low RER signifies that domestic goods are less expensive, thereby enhancing exports
and reducing imports.

RER and Inflation

Inflation considerably influences the RER. Enhanced inflation levels within a country
result in a higher RER, causing domestic goods to be more expensive compared to
foreign goods, which can adversely affect export levels.

On the whole, the RER provides a comprehensive insight into currency valuation and its
implications for trade, emphasizing the real competitiveness of a nation’s economy in the
global market.

8.11RELATIONSHIP BETWEEN PPP AND RER

The interplay between the Purchasing Power Parity (PPP) and the Real Exchange Rate
(RER) is crucial for comprehending currency valuation and the dynamics of international
economics. Although both concepts address the relationship between currencies and
purchasing power across various nations, they fulfill different roles.

e Theoretical Framework: PPP posits that exchange rates ought to adjust to ensure
that the price of a standardized basket of goods is equivalent between two
countries. Conversely, RER assesses the actual price of goods in relation to the
price levels of each country, offering a more accurate representation of
competitiveness. When PPP is valid, the RER equals one, signifying that the
currencies are appropriately valued. Any deviation from this equality indicates
discrepancies in exchange rates.

e Long-Term vs. Short-Term: Over the long term, the RER generally aligns with
the levels forecasted by PPP as market forces rectify any imbalances. However, in
the short term, elements such as speculative trading, capital movements, and
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transient economic disturbances can cause notable variations in the RER, often
diverging from the PPP standard.

e Real-World Consequences: A high RER indicates that a nation's goods are
relatively expensive compared to those of other countries, which may result in
trade deficits. In contrast, a low RER suggests more affordable exports, thereby
enhancing trade balances.

Keeping track of these indicators enables policymakers to gauge economic vitality and
competitiveness.

In conclusion, while PPP offers a theoretical basis, RER delivers practical perspectives
on actual currency behaviors and trade interactions, with both being vital for evaluating
global economic conditions.

8.12 DETERMINANTS OF REAL EXCHANGE RATE

The Real Exchange Rate (RER) is shaped by a variety of factors that influence a nation's
ability to compete in global markets. The primary determinants include:

e Relative Prices and Inflation Rates

Variations in relative prices have a profound effect on the RER. When one nation
experiences a higher inflation rate compared to another, its products become
comparatively more expensive, resulting in an elevated RER.

Example: If Brazil's inflation is recorded at 5% while the United States maintains a 2%
rate, the RER between the Brazilian real and the U.S. dollar will increase, thereby
diminishing the competitiveness of Brazilian exports.

e Productivity Differences

Enhanced productivity in the production of goods can lead to reduced prices, thereby
increasing the competitiveness of exports and lowering the RER.

Example: Germany's superior productivity in manufacturing relative to Italy leads to
more affordable German products in the international market, positively influencing
Germany's RER.

e Trade Policies and Barriers

Tariffs and trade restrictions can elevate the prices of imported goods, thereby
impacting the RER.

Example: Tariffs imposed by the United States on steel imports can drive up domestic
prices, resulting in a higher RER and reducing the global competitiveness of U.S. steel.

e Monetary Policy and Interest Rates
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Fluctuations in interest rates can influence capital movements and currency valuations,
thereby affecting the RER.

Example: An increase in interest rates by Australia may lead to a heightened demand for
the Australian dollar, potentially raising the RER and affecting trade competitiveness.

Comprehending these determinants is crucial for evaluating a nation's economic vitality
and its competitive stance in trade.

Check Your Progress-A

Q1. What do you mean by Purchasing Power Parity (PPP) and also explain its
theoretical foundations.
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Key Concepts

Absolute PPP: This principle states that the exchange rate should match the ratio of
price levels between two countries.

Relative PPP: This concept looks at how exchange rates fluctuate over time in response
to differing inflation rates.

The Law of One Price (LOOP): This law indicates that identical goods should be sold
at the same price in different markets when converted into a common currency.

Real Exchange Rate (RER): This metric assesses the relative purchasing power of a
currency, factoring in inflation rates in both domestic and foreign markets.

Derivation of PPP

PPP can be derived from the LOOP by analyzing a basket of goods and services
exchanged between two countries. The exchange rate that balances the cost of this basket
in both currencies is known as the PPP exchange rate.

Empirical Evidence and Limitations

Empirical research has yielded mixed results regarding the validity of PPP. While some
studies support PPP in the long term, others have noted significant short-term deviations
due to factors like nontradable goods, sticky prices, and government interventions.

Usefulness of PPP

Despite its limitations, PPP is a useful framework for understanding exchange rate
fluctuations and evaluating the relative cost of living in different countries. It can also
help assess the competitiveness of a nation's exports and imports.

Real Exchange Rate

The Real Exchange Rate (RER) is an important measure for evaluating a nation's
competitiveness in the global market. When the RER is high, it indicates that a country's
goods and services are more expensive compared to those of its trading partners, which
can lead to a decline in exports and an increase in imports. On the other hand, a lower
RER suggests that a country's exports are more competitive and that imports are cheaper.

Relationship Between PPP and RER

Purchasing Power Parity (PPP) and the RER are interconnected concepts. According to
PPP, the RER should ideally be one, meaning that the purchasing power of different
currencies is balanced. When there are deviations from PPP, it can result in fluctuations
in the RER, which in turn can affect a country's trade balance and overall economic
competitiveness.
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Determinants of Real Exchange Rate
Various factors can impact the RER, such as:

e Relative productivity: Countries with higher productivity levels typically
experience a higher RER.

e Government policies: Both fiscal and monetary policies can influence the RER.

e Terms of trade: Shifts in the terms of trade can affect the RER.

e Preferences and tastes: Consumer preferences can shape the demand for goods
and services, thereby influencing their relative prices and the RER.

8.13 SUMMARY

This unit explores the complex relationship between exchange rates, purchasing power,
and price levels in various countries. We examine the concept of Purchasing Power
Parity (PPP), which suggests that exchange rates should adjust to equalize the prices of
identical goods and services across different currencies.

Grasping the concepts of PPP and RER is vital for businesses, policymakers, and
investors engaged in the global economy. Despite its limitations, PPP serves as a useful
framework for understanding exchange rate movements and evaluating a country's
economic competitiveness.
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@ 8.14 GLOSSARY

Purchasing Power Parity (PPP): An economic theory that proposes that
exchange rates between two countries should adjust so that a basket of goods and
services has the same cost in both countries when expressed in a common
currency. There are two main types of PPP: Absolute PPP and Relative PPP.

Absolute PPP: This form of PPP suggests that price levels in different
countries should be equal when converted into a common currency, assuming the
goods are identical and there are no trade barriers. It represents a theoretical
equilibrium condition for exchange rates.

Relative PPP: A more dynamic interpretation of PPP, which emphasizes the
changes in price levels between two countries. It asserts that fluctuations in the
exchange rate over time should correspond to the differences in inflation rates
between those countries.

Unit 8 Purchasing Power Parity and Real Exchange Rates Page 128 of 450



MS 405 International Finance Uttarakhand Open University

Real Exchange Rate (RER): The ratio of the price of goods in one country
compared to another, adjusted for inflation differences. It indicates a country's
competitiveness in international markets and is used to assess the relative cost of
domestic goods against foreign goods.

Nominal Exchange Rate (NER): The value of one currency in relation to
another without accounting for inflation. It is the rate at which one country's
currency can be exchanged for another in the foreign exchange market.

Inflation: The rate at which the overall price level of goods and services in an
economy increases, leading to a decrease in the purchasing power of the currency.
It is a crucial factor in the concepts of PPP and RER, as it influences the price
levels used in calculations.

Basket of Goods: A specific collection of consumer products and services used
to track price levels and inflation over time. In the context of PPP theory, it refers
to the set of goods and services utilized to compare prices across countries.

Exchange Rate Misalignment: This occurs when the nominal exchange rate
significantly diverges from the rate indicated by Purchasing Power Parity (PPP)
or the real exchange rate, suggesting that a currency may be overvalued or
undervalued.

Currency Overvaluation: This situation arises when a country's currency
exchange rate exceeds its PPP or real exchange rate value, resulting in higher
prices for its goods in international markets and a decrease in competitiveness.

Currency Undervaluation: This refers to a scenario where the exchange rate of
a currency is lower than its PPP or real exchange rate value, making the country's
goods more affordable in the global market and boosting export competitiveness.

Arbitrage: This is the practice of purchasing a product in one market at a lower
price and simultaneously selling it in another market at a higher price to capitalize
on the price difference. The concept of PPP assumes that arbitrage will align
exchange rates towards parity.

Law of One Price (LOOP): This principle supports absolute PPP, indicating that
in the absence of transportation costs and trade barriers, identical goods should be
priced the same in different countries when converted to a common currency.

Inflation Differential: This is the variation in inflation rates between two
countries. Relative PPP posits that this differential influences changes in the
nominal exchange rate over time.

Trade Barriers: These are restrictions like tariffs, quotas, or non-tariff measures
that governments impose to regulate the flow of goods and services between
nations. Such barriers can disrupt PPP by hindering price equalization across
countries.
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Non-Tradable Goods: These are goods and services that cannot be traded
internationally, such as real estate, healthcare, or local services. Non-tradables
can lead to deviations from PPP since their prices are influenced by local market
conditions rather than global competition.

Price Level: This represents the average current prices of goods and services
within an economy. The price level is essential for calculating both PPP and real
exchange rate by comparing the domestic price of a basket of goods to that of
another economy.

Competitiveness: This refers to a country's capacity to produce goods and
services that align with international market standards while also enhancing or
maintaining living standards. The real exchange rate (RER) is vital in shaping a
nation's competitiveness by affecting the relative costs of goods.

Balance of Payments: This is a comprehensive record of all economic
transactions between a country's residents and the global economy. It serves as a
key macroeconomic indicator, influenced by both purchasing power parity (PPP)
and RER, which affect trade balances and capital movements.

Terms of Trade (ToT): This is the ratio of export prices to import prices,
indicating the purchasing power of a country's exports in relation to its imports. A
favorable ToT allows a country to acquire more imports for each unit of exports,
and it is closely linked to changes in the RER.

Currency Devaluation: This involves a decrease in the value of a country's
currency compared to other currencies, typically enacted through government
policy. Devaluation can affect the RER by making exports less expensive and
imports more costly, which can enhance trade balances.

Real GDP (Gross Domestic Product): This metric measures the total value of
all goods and services produced within an economy, adjusted for inflation. GDP
adjusted for PPP is frequently utilized to compare living standards across
different countries by considering variations in price levels.

Nominal GDP: This represents the total value of goods and services produced in
an economy at current prices, without adjusting for inflation. It differs from real
GDP and does not account for variations in purchasing power among countries.

Global Competitiveness Index (GCI): This is a composite index created by the
World Economic Forum that assesses national competitiveness based on various
macroeconomic factors. Adjustments in the RER can affect a country's position
regarding trade efficiency.

Macroeconomic Policy: These are the economic strategies that governments use
to steer their economies, focusing mainly on fiscal policy (which involves
taxation and government spending) and monetary policy (which deals with
interest rates and the money supply). Concepts like Purchasing Power Parity
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(PPP) and Real Exchange Rate (RER) play a crucial role in shaping these policies
by influencing decisions related to currency valuation and inflation management.

Foreign Exchange Market (Forex): This is the worldwide arena for the buying
and selling of currencies, where exchange rates are established. Understanding
both PPP and RER is vital for grasping how currencies are valued and traded
within this market.
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8.17 TERMINAL QUESTIONS

1. What is Purchasing Power Parity (PPP)?

2. How does Relative PPP differ from Absolute PPP?

3. Why is PPP important in economics?

4. What are the main limitations of PPP?

5. What is the Real Exchange Rate (RER)?

6. How is RER different from the Nominal Exchange Rate (NER)?
7. Why is the Real Exchange Rate important?

8. Can PPP and RER give conflicting signals about a currency’s value?
9. How do inflation rates impact PPP and RER?

10. How is PPP used to compare living standards across countries?
11. Why doesn’t Absolute PPP hold in real-world scenarios?

12. How can RER affect a country’s trade balance?

13. What causes deviations from PPP in the short run?

14. How is PPP relevant to global businesses?

15. What are some examples of PPP and RER in practice?
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9.20 Case Let

9.1 INTRODUCTION

We will explore both theoretical and practical aspects of real exchange rate risk
management in this unit, which is a complex field that is essential to good financial
management in a global setting. First, we will look at the basic theories that drive
exchange rate risk, including well-known models like Interest Rate Parity (IRP) and
Purchasing Power Parity (PPP), as well as important determinants including political and
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economic variables. Next, we'll discuss useful strategies for calculating exchange rate
risk. We'll do this by evaluating and quantifying potential effects using tools like Value at
Risk (VaR) and econometric models. The unit will also discuss several ways to risk
management, ranging from creative approaches made possible by technological
improvements to conventional hedging tools. Lastly, we shall talk about new trends.

9.2 OBJECTIVES

After reading this unit, you will be able to;

e Define key concepts related to exchange rate risk and its determinants.

e Explain theoretical models such as Purchasing Power Parity (PPP) and
Interest Rate Parity (IRP) used to assess exchange rate risk.

e Apply risk measurement techniques like Value at Risk (VaR) to analyze
currency risk exposures.

e Evaluate and implement strategies for managing exchange rate risks,
including hedging and natural hedging methods.

9.3 REAL EXCHANGE RISK

Real exchange risk is the degree of uncertainty about a currency's future value after
accounting for inflation, which affects the real purchasing power of international
transactions. Nominal exchange risk focuses on fluctuations in currency values, whereas
real exchange risk analyzes how changing prices levels between countries affect a
company's cash flows and profitability. This risk is crucial to international financial
management since it affects investment decisions, financial planning, and competitive
positioning. Comprehending the impact of exchange rate mechanisms, such as managed,
floating, and fixed float systems, on real exchange risk aids investors and businesses in
effectively managing their financial exposure and navigating the intricacies of
international markets. The nominal exchange rate is adjusted for disparities in price
levels between two countries by the real exchange rate, or RER. It shows how different
currencies' relative purchasing power has evolved over time, giving an indication of how
much a currency's true worth has changed. The term "real exchange risk" describes the
uncertainty surrounding a currency's future real value, which has an effect on the
purchasing power and profitability of international transactions. Real exchange risk takes
into account the impact of shifts in the relative price levels between nations, as opposed
to nominal exchange risk, which is concerned with the actual currency value.
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9.4 CONCEPTUAL UNDERSTANDING

Real Exchange Risk refers to the uncertainty associated with the future value of a
currency in real terms, which impacts the purchasing power and profitability of
international transactions. Unlike nominal exchange risk, which deals with the actual
currency value, real exchange risk considers the effect of changes in the relative price
levels between countries.

When exchange rate fluctuations impact the real value of cash flows after accounting for
inflation, they give rise to real exchange risk. When a company converts its future cash
flows from one currency to another, it bears the risk that the relative price levels of the
two countries could fluctuate and cause the cash flows to be less than anticipated.

Effect on Consumer Spending Power: When a currency experiences a nominal
depreciation, its real value may decrease if its inflation rate increases more quickly than
that of its trading partners. This implies that even in the event of a nominal depreciation,
the currency's real purchasing power may fall, which would have an impact on the price
of imported goods and the competitiveness of exports.

9.5 SIGNIFICANCE IN INTERNATIONAL FINANCIAL
MANAGEMENT

Financial Planning and Strategy: When creating budgets and projecting financial
performance, businesses that conduct business internationally need to take real exchange
risk into consideration. Comprehending this risk facilitates contract negotiations and the
establishment of suitable pricing plans.

Profitability and Competitiveness: Real exchange risk can influence profit margins by
altering the cost of inputs and the revenue from sales. Companies need to manage this
risk to maintain their competitive edge in foreign markets and protect their profit
margins.

Investment Decisions: To make well-informed decisions about potential returns and
risks, investors considering international assets must evaluate real exchange risk.
Examining how currency fluctuations affect the true value of investment returns is part of
this.

9.6 CALCULATION OF REAL EXCHANGE RATES

The real exchange rate (RER) adjusts the nominal exchange rate for differences in price
levels between two countries. It reflects the relative purchasing power of currencies,
providing a measure of how much a currency's value has changed in real terms.
E X P,

Py

RER =
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Where, E is the nominal exchange rate (domestic currency per unit of foreign currency),
Py is the domestic price level, and Py is the foreign price level.

9.7 DIFFERENCES BETWEEN REAL AND NOMINAL
EXCHANGE RATES

Real Exchange Rate: The real exchange rate accounts for inflation and variations in
national prices. It replicates the actual amount of goods and services that a currency can
purchase, giving a more accurate indication of its value.

Nominal Exchange Rate: The current rate at which one currency can be exchanged for
another without taking price level variations into account is known as the nominal
exchange rate. It is frequently quoted on the foreign exchange market and used in
financial transactions.

9.8 OVERVIEW OF EXCHANGE RATE MECHANISMS

An overview of exchange rate mechanisms sheds light on the different methods that
different nations employ to control their currencies and establish their relative worth to
one another. The three main types of exchange rate mechanisms are managed float
systems, floating, and fixed. Fixed exchange rates offer stability but come with a high
maintenance cost because they tie one major currency to another or to a basket of
currencies. Market forces govern floating exchange rates, which permit currency
fluctuations based on supply and demand but may also result in higher volatility. Both of
these systems are combined in managed floats, where central banks periodically step in
to stabilize or modify currency values. Assessing how exchange rates are influenced and
how they may affect global trade, investment, and other activities requires an
understanding of these mechanisms.

Fixed Exchange Rates: A fixed exchange rate system links the currency of a nation to
another major currency or to a basket of currencies. To keep the value of the currency
within a specific range, the central bank makes intrusions in the foreign exchange market.

Benefits: Offers predictability and stability in cross-border transactions, which can
increase trade and investor confidence. It lessens the chance that foreign investment and
trade will be impacted by currency fluctuations.

Drawbacks - can result in economic imbalances if the country's economic fundamentals
are not reflected in the pegged rate. Limits a nation's ability to react to economic shocks
and necessitates large reserves in order to maintain the peg.
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Floating Exchange Rates: In a system with a floating exchange rate, supply and demand
in the market determine the value of the currency in relation to other currencies. The
central bank does not formally intervene to maintain the value of the currency.

Benefits: Enables automatic currency value adjustments in response to external
economic factors like trade imbalances or inflation. increases monetary policy's
flexibility.

Drawbacks: May cause exchange rate volatility and uncertainty, which could have an
impact on global investment and trade. Currency fluctuations can provide a challenge for
businesses when it comes to financial planning and budgeting.

Managed Floats and Currency Pegs: They are known also as "dirty floats,” managed
floats refer to a system in which the currency primarily floats in accordance with market
forces, with sporadic interventions by the central bank to accomplish particular economic
objectives or stabilize the currency. They offer a middle ground between rigid and
flexible systems, preserving the power of government to control the value of the currency
while allowing some degree of flexibility.

Currency Pegs:

To tie the value of a nation's currency to another or to a basket of currencies is known as
a currency peg. This could be a type of fixed exchange rate where the peg is upheld by
interventions made by the central bank in the foreign exchange market. It offers liability
and stability in the value of the currency, which is advantageous for investment and trade
but needs to be managed carefully to prevent economic distortions.

9.9 THEORETICAL FOUNDATIONS OF EXCHANGE
RISK

A framework for comprehending exchange rate fluctuations, their causes, and the effects
they have on risk management and financial decisions is provided by the theoretical
underpinnings of exchange risk. These foundations investigate a range of factors that
impact exchange rates, such as market sentiment, political influences, and economic
variables like inflation and interest rates. Key theories that shed light on the connections
between exchange rates and economic variables include Purchasing Power Parity (PPP)
and Interest Rate Parity (IRP). Financial managers and investors can more accurately
evaluate exchange rate risks, predict possible consequences, and create plans to lessen
negative effects on their financial positions and investments by comprehending these
theoretical ideas.
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Exchange Rate Determinants

1. Inflation- Exchange rates are directly impacted by inflation rates. The
depreciation of a country's currency is usually caused by higher inflation
compared to its trading partners. This is due to the fact that inflation reduces
purchasing power, pushing up the cost of domestic goods relative to those of
imported goods. The local currency depreciates as a result of a decline in demand.

2. Interest Rates- Interest rates influence exchange rates through capital flows.
Higher interest rates offer better returns on investments denominated in that
currency, attracting foreign capital and leading to an appreciation of the currency.
Conversely, lower interest rates may lead to capital outflows and currency
depreciation. Interest rate differentials between countries often drive short-term
capital flows and affect currency values.

3. GDP- Exchange rates can be impacted by economic growth, as indicated by GDP,
as it can impact trade balances and investor sentiment. A growing economy
usually implies increased productivity and profitability, which draws in foreign
investment and strengthens the currency. Rapid economic expansion,
nevertheless, may also result in inflationary pressures that counteract currency
appreciation.

Political Factors and Market Sentiment:

1. Political Stability- The state of politics, including its governance, has an effect on
investor confidence and can influence exchange rates. Currency market volatility
and risk perceptions can both rise in the wake of political unrest or elections.
Because investors favor stable environments, political risks frequently cause the
affected currency to depreciate.

2. Market sentiment - Exchange rates can experience brief fluctuations due to
speculative activities and perceptions influencing market sentiment. Geopolitical
events, news, and economic reports affect market sentiment and have the
potential to cause big changes in currency values. For instance, good economic
news can increase confidence and cause a currency's value to appreciate, whereas
bad news can cause the value of a currency to decline.

Purchasing Power Parity (PPP)

Purchasing power parity (PPP) is a basic economic theory used to evaluate and contrast
the values of different currencies according to how much they can buy. It makes the
argument that exchange rates ought to eventually fluctuate in order to bring the cost of a
common basket of goods and services in all nations closer to par. Understanding how
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exchange rates should fluctuate in response to shifts in inflation and price levels requires
an understanding of this idea. Analysts can assess whether a currency is overvalued or
undervalued and forecast future changes in exchange rates by looking at both absolute
and relative PPP. This analysis offers important insights for forecasting economic growth
and international financial management.

Absolute PPP: Total Spending Capacity According to the theory of parity, the long-term
costs of similar goods or services should be the same across nations when expressed in a
single currency. According to this theory, exchange rates will fluctuate in order to bring a
basket of goods' prices into line between nations.

Under absolute PPP, the exchange rate should be $1 = €0.90 if a basket of goods costs
$100 in the US and €90 in the Eurozone. Exchange rates are not in line with the relative
price levels of goods when there are deviations from this parity.

Relative PPP: Relative Purchasing Power is defined as By taking price level fluctuations
over time into account, parity expands on the idea of absolute PPP. It asserts that the
difference in inflation rates between two countries is directly proportional to the rate of
change in exchange rates between those nations.

Consequences for the Real Exchange Rate: According to relative PPP, if one nation has
more inflation than the other, its currency should weaken in comparison. The real
exchange rate is maintained constant across time by accounting for variations in the
relative costs of products and services among countries.

Interest Rate Parity (IRP)

Covered Interest Rate Parity: It states that the difference between the interest rates of
two countries is equal to the difference between their forward and spot exchange rates. It
ensures that arbitrage opportunities are eliminated when using forward contracts to hedge
exchange rate risk.

Formula: 1+ i, = /s

Where i, and ir are the domestic and foreign interest rates, respectively, F is the forward
exchange rate, and S is the spot exchange rate.

By using forward contracts, investors and firms can lock in future exchange rates,
thereby mitigating the risk of adverse currency movements and ensuring that the returns
on investments are not affected by exchange rate fluctuations.
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Uncovered Interest Rate Parity: According to the uncovered interest rate parity, the
predicted change in the spot exchange rate between two currencies is equal to the
difference in interest rates between them. It depends on predictions of future spot rates
and does not entail using forward contracts for hedging, in contrast to covered IRP. If a
currency is in a country where interest rates are greater than in another, it is likely to
depreciate in value. This is predicated on the idea that higher interest rates will draw
capital inflows and cause the currency to weaken in the future in order to preserve parity.

N |Check Your Progress-A

Q1. What is the difference between real exchange risk and nominal exchange risk?

Q2. Explain how Purchasing Power Parity (PPP) can be used to evaluate whether a
currency is overvalued or undervalued.

Q3. MCQs

i. Which of the following best defines real exchange risk?

A) The fluctuation of a currency's value in nominal terms.

B) The uncertainty about a currency's future value after accounting for inflation.
C) The change in currency value due to government intervention.

D) The difference in interest rates between two countries.

ii. Purchasing Power Parity (PPP) primarily helps in:
A) Determining the nominal exchange rate.

B) Calculating the interest rate differential.
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C) Assessing the relative value of currencies based on the cost of goods.

D) Evaluating market sentiment.

iii. In Interest Rate Parity (IRP), the difference in interest rates between two
countries is equal to:

A) The difference between their forward and spot exchange rates.
B) The difference in their inflation rates.
C) The relative economic growth rates.

D) The real exchange rate.

Q4. Fill in the Blanks with appropriate word or words.

I The exchange rate is the rate at which one currency can be
exchanged for another without accounting for inflation.

ii. The formula for calculating the real exchange rate adjusts the nominal
exchange rate by the difference in levels between two
countries.

iii. Real exchange risk is concerned with the impact of currency fluctuations on

the power in international transactions.

iv. Uncovered Interest Rate Parity (IRP) predicts that a currency with a higher
interest rate will in value over time.

V. In the theory of Purchasing Power Parity (PPP), exchange rates should adjust
to equalize the of a basket of goods across different
countries.

9.10 MEASURING REAL EXCHANGE RISK

Understanding and controlling the effects of currency fluctuations on financial
performance and economic stability depend heavily on the measurement of real exchange
risk. Real exchange rates account for price variations across nations, providing a more
accurate indicator of purchasing power and economic competitiveness than nominal
exchange rates, which represent the direct value of currencies. Firms and investors can
more effectively quantify and manage their exposure to exchange rate movements by
utilizing a variety of measurement techniques, such as calculating real exchange rates,
evaluating Value at Risk (VaR), Conditional Value at Risk (CVaR), and applying
quantitative models such as GARCH. In a globalized economy, these techniques aid in
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risk identification, contingency planning, and the creation of winning financial interest
protection plans.

Risk Measurement Techniques

Risk measurement techniques are essential for calculating and managing financial risks,
including exchange rate risks. These techniques provide a structure for assessing
potential losses and understanding the effect of adverse conditions on investments and
financial positions. Financial managers and investors can estimate the amount and
probability of potential losses under different scenarios by using tools like Value at Risk
(VaR), Conditional Value at Risk (CVaR), and stress testing. These techniques provide
insightful information about the risk profile of portfolios, facilitating better decision-
making and practical risk-reduction tactics.

Value at Risk (VaR): Value at Risk calculates, given a particular degree of confidence,
the maximum possible loss that an investment or portfolio could experience over a
specific period of time. It puts a monetary value on the possible negative risk.

VaR is typically calculated using historical data, Monte Carlo simulations, or variance-
covariance methods. For example, a 1-day VaR at a 95% confidence level indicates that
there is a 5% chance that the loss will exceed the VaR amount over one day.

VaR helps firms and investors understand potential losses and make informed decisions
about risk management tactics, such as hedging or diversification.

Conditional Value at Risk (CVaR): It’s also termed as Expected Shortfall, which
measures the average loss that exceeds the VaR threshold. It provides vision into the
tail risk beyond the VaR level, focusing on extreme outcomes.

It is calculated by averaging the losses that exceed the VaR threshold. For instance, if
VaR is $1 million, CVaR might represent the average loss of the worst 5% of outcomes.

Application: CVaR is useful for understanding the risk of extreme losses and helps in
designing risk management policies that account for severe adverse events.

Stress Testing and Scenario Analysis: Stress testing assesses the impact of extreme but
plausible adverse situations on a portfolio or financial position. Scenario analysis
involves evaluating the effects of hypothetical events or changes in key variables.

Stress tests may stimulate economic shocks; sudden changes in exchange rates, or
geopolitical crises. Scenario analysis involves creating and evaluating various scenarios,
such as a sharp devaluation of a currency or a unexpected interest rate hike.

These techniques help firms prepare for unpredicted events and develop contingency
strategies to mitigate potential risks.
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Quantitative Models for Exchange Risk

GARCH Models and Volatility Forecasting: -

The Generalized Autoregressive Conditional Heteroskedasticity (GARCH) models are
used for predicting and estimating volatility in financial time series. They capture
changes in volatility over time and take into account volatility clustering.

GARCH models are useful for predicting future volatility based on historical data, which
is critical for risk management and financial derivative pricing. They enable businesses to
adapt their strategies in response to expected volatility changes.

Econometric Models for Risk Assessment:-

Econometric models employ statistical techniques to analyze and forecast economic and
financial data. These models use the relationships between exchange rates and other
economic variables to predict future risks.

Common econometric models include vector auto regression (VAR), which analyzes
dynamic relationships between time series variables.

e Cointegration Models: Investigates the long-term equilibrium relationship
between exchange rates and economic variables.

e Structural Models: Use economic theory to simulate exchange rate dynamics and
risks.

Econometric models help to understand the underlying factors that influence exchange
rates and predict future risk scenarios, which aids in strategic decision-making and risk
management.

9.11 MANAGING REAL EXCHANGE RISK

Managing real exchange risk entails developing strategies to reduce the effect of
currency fluctuations on a firm's financial performance and economic stability. This risk
stems from changes in the real exchange rate, which adjusts nominal rates for price
differences between countries. To effectively manage real exchange risk, hedging
techniques such as forward contracts, swaps and options must be combined with strategic
tactics such as natural hedging and diversification. Firms that manage real exchange risk
proactively can protect their profit margins, ensure stable cash flows, and maintain a
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competitive advantage in the global market, ultimately improving their financial
resilience and strategic positioning.

Hedging Strategies

1. Forward contracts - These are the contracts that two parties agree to exchange a
certain quantity of money at a predefined rate at a later time. These are over-the-
counter (OTC) contracts that can be altered. By doing so, companies can
eliminate the risk of future currency swings by locking in exchange rates for
upcoming transactions. This predictability helps with budgeting and financial
planning. Ideal for businesses with known probable revenues in foreign
currencies, such as importers or exporters, looking to hedge against adverse
movement of currency.

2. Future contracts — These are standardized contracts that are exchanged on
exchanges to buy or sell a given quantity of money at a fixed price at a later time.
They are marked to market on a daily basis and require collateral. Futures
contracts provide liquidity and transparency because they are standardized and
traded on exchanges. They also reduce counterparty risk through exchange
clearing houses. Suitable for firms that want to hedge currency risk but need more
uniform terms and market liquidity.

3. Options — In this currency options it grant the holder right, but not the obligation,
of exchanging currency at a predetermined rate on or before a specific date.
Options can be either call (buy) or put (sell). They provide flexibility, allowing
businesses to profit from favorable currency movements while minimizing
potential losses. This is especially useful for dealing with uncertainty in exchange
rates. Useful for hedging exposure when cash flows are uncertain in terms of
timing or amount.

4. Swaps: In a currency swap, equivalent payments in one currency are swapped for
another over a predetermined period of time for principal and interest.. They are
useful for financing as well as hedging. Swaps enable businesses to manage cash
flows in multiple currencies and align their financing with operational
requirements. They offer the ability to lock in exchange rates for both principal
and interest payments. Effective for long-term hedging as well as handling multi-
currency cash flows.

5. Strategic Hedging: It’s a long-term planning and the use of financial instruments
to hedge against potential currency risks over time. It frequently requires a
broader understanding of an organization's global operations and currency
exposure. It aligns with a company's overall financial strategy, ensuring
consistent financial performance and assisting in the management of large-scale
or multi-year exposure. It is suitable for multinational businesses with significant
and expected currency exposures.
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6. Operational Hedging: It implicates adjusting operational strategies to reduce
currency risk. This can include diversifying supply chains, changing pricing
strategies, or locating production. It incorporates risk management into daily
operations and acts as a natural buffer against currency fluctuations. Useful for
businesses wishing to reduce their reliance on financial instruments by adapting
their company processes to currency risk.

7. Matching Cash Flows and Operations: Natural hedging entails structuring
operations to match cash flows in various currencies, reducing exposure to
exchange rate fluctuations. This can be accomplished by keeping revenue and
expenses in the same currency. It balances inflows and outflows, thereby
reducing the need for financial hedging instruments. It uses operational choices to
control risk organically. Firms can achieve natural hedging by procuring supplies
from the same currency zone as their sales markets or by locating production
facilities.

8. Diversification Across Currencies: Diversification entails spreading currency
risk across several different currencies in order to mitigate the impact of negative
movements in any one currency. This may include holding assets and liabilities in
multiple currencies. Natural hedging can be accomplished by sourcing materials
from the same currency area as their sales marketplaces or by localizing
manufacturing facilities. It reduces concentration risk and it can also stabilize
financial performance by offsetting losses in one currency with gains in another.
It is useful for MNC’S with operations in various countries. The effective
diversification strategies might include investing in different currencies or
markets.

9. Integrating Risk Management into Financial Strategy: Incorporating
exchange rate risk considerations into the organization's overall financial strategy
is an example of effective risk management. This includes determining risk
tolerance levels, establishing hedging policies, and integrating risk management
with corporate goals. It Ensures that risk management is in line with the firm's
strategic objectives and financial performance targets. It provides a structured
approach for dealing with risks throughout the organization. Companies should
create comprehensive risk management policies, review exposure levels on a
consistent basis, and adjust strategies to reflect changing market conditions.

10. Role of Corporate Governance and Risk Committees: Corporate governance
structures and risk committees play a significant role in managing and monitoring
exchange rate risks. They are in charge of developing risk management policies,
ensuring compliance, and assessing risk exposure. It increases accountability and
transparency in risk management practices. They ensure that risk management is
consistent with the overall corporate governance and strategic objectives. Setting
up dedicated risk committees and incorporating risk management into corporate
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governance structures can help improve exchange rate risk oversight and
decision-making processes.

9.12 REGULATORY AND ETHICAL CONSIDERATIONS

Regulatory and ethical considerations are critical in the management of exchange rate
risks, ensuring that financial practices comply with legal requirements and maintain high
levels of integrity. Regulations specify how companies must follow international
financial reporting requirements, conduct their hedging activities, and declare their
currency risks. On the other hand, ethical considerations stress how crucial it is for
financial procedures to be open, equitable, and accountable. By adhering to these ethical
and regulatory norms, businesses can efficiently manage their exposure to exchange rate
swings while lowering their risk of legal repercussions, enhancing their reputation, and
preserving investor confidence.

Regulatory Frameworks

Regulatory frameworks play a crucial role in guiding how businesses handle and disclose
exchange rate risks, guaranteeing that financial operations are open, lawful, and
compliant. These frameworks comprise a range of national and international legislation
designed to safeguard investors, encourage fair trade practices, and improve the stability
of the financial markets. Organizations can lower their exposure to currency fluctuation
risks, maintain high standards of accountability and governance in their risk management
plans, and guarantee accurate financial reporting by adhering to these regulations.

International Standards and Guidelines:

A organized framework for controlling exchange rate risks and preserving uniformity,
transparency, and fairness throughout the world's financial markets is outlined in
international norms and guidelines. Comprehensive guidelines for the accounting,
reporting, and regulation of financial instruments and risk management procedures are
established by these standards, which include Basel Ill and the International Financial
Reporting Standards (IFRS). Businesses that follow these worldwide rules can enhance
the comparability and accuracy of their financial statements, harmonize their processes
with international best practices, and support the stability and integrity of the financial
system as a whole.

Global Context:

International standards and guidelines serve as the backbone for maintaining consistency
and stability in global financial markets. Organizations such as the Bank for International
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Settlements (BIS), the International Monetary Fund (IMF) and the Financial Stability
Board (FSB) play a pivotal role in setting these standards, which include frameworks for
risk management, financial reporting, and corporate governance. These guidelines are
designed to ensure that financial institutions worldwide adhere to best practices in
managing exchange rate risks, promoting transparency and reducing systemic risks.

For example, the Basel 11l framework, established by the BIS, sets global standards for
bank capital adequacy, stress testing, and market liquidity risk. These guidelines require
banks to maintain certain capital buffers to absorb shocks arising from economic stress,
including those caused by currency fluctuations. Similarly, the International Financial
Reporting Standards (IFRS), developed by the International Accounting Standards Board
(IASB), provide a uniform approach to financial reporting, ensuring that companies
across the globe present their financials in a consistent and comparable manner.
Compliance with these standards not only enhances the credibility of financial statements
but also facilitates cross-border investment by reducing information asymmetry.

In the realm of exchange rate risk management, global standards advocate for the use of
sophisticated risk assessment tools like Value at Risk (VaR) and stress testing, along with
a robust governance structure to oversee risk management activities. These standards
emphasize the importance of transparency in financial transactions, the need for accurate
and timely reporting of currency exposures, and the use of appropriate hedging
instruments to mitigate risks.

Indian Context:

In India, the financial regulatory landscape is shaped by a combination of global
standards and country-specific regulations, reflecting the unique characteristics of the
Indian economy. The Reserve Bank of India (RBI), as the central regulatory authority,
plays a crucial role in aligning India’s financial practices with international norms while
also tailoring regulations to suit the domestic context.

India has progressively adopted several global standards, including the Basel 11l norms,
to strengthen its banking sector’s resilience to economic shocks. The RBI mandates that
Indian banks comply with these capital adequacy requirements, liquidity coverage ratios,
and leverage ratios, ensuring that they are well-equipped to manage risks, including those
arising from exchange rate volatility.

The adoption of IFRS in India, known locally as Indian Accounting Standards (Ind AS),
has further aligned Indian financial reporting practices with global standards. This
convergence has enhanced the comparability of financial statements of Indian companies
with their global peers, facilitating international investment and trade.

In dealing with exchange rate risks, Indian regulations require firms to disclose their
foreign exchange exposures and the hedging strategies employed to diminish these risks.
The RBI also regulates the use of derivative instruments such as forwards, futures, and
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options, ensuring that these tools are used prudently and do not lead to excessive risk-
taking. Additionally, the RBI has implemented measures to manage foreign exchange
reserves and control capital flows, which are crucial for maintaining currency stability in
the face of global economic fluctuations.

While India largely follows global standards, it also addresses country-specific
challenges such as managing the impact of currency fluctuations on a diverse and
developing economy. For instance, the RBI periodically intervenes in the foreign
exchange market to stabilize the Indian rupee, reflecting a more hands-on approach
compared to the purely market-driven systems advocated by some international
guidelines.

Integration of Global and Indian Standards:

India's financial system exemplifies the integration of global standards with local
regulatory requirements. While aligning with international norms, Indian regulations also
accommodate the economic realities and developmental goals of the country. This hybrid
approach enables India to participate actively in the global financial system while
safeguarding its economic interests.

For multinational companies operating in India, understanding and complying with both
international standards and Indian regulations is crucial. This dual compliance ensures
that their risk management practices are robust and aligned with global best practices,
while also being in full compliance with local laws.

International standards and guidelines provide a framework for managing exchange rate
risks globally, ensuring consistency, transparency, and stability across financial markets.
In the Indian context, these standards are adopted and adapted to suit the specific needs
of the economy, with the RBI playing a central role in regulating and guiding financial
practices. This alignment with global standards, combined with country-specific
regulations, helps India maintain financial stability while participating actively in the
global economy.

9.13 ETHICAL ISSUES IN EXCHANGE RISK
MANAGEMENT

Ethical issues in exchange risk management are critical to preserving trust and integrity
in financial transactions. These issues center on ensuring transparency, fairness, and
accountability in how businesses handle currency fluctuations and hedging activities.
Key ethical concerns include accurate disclosure of risk exposures and hedging
strategies, as well as avoiding conflicts of interest and market manipulation. Addressing
these concerns is critical to creating a fair and transparent financial environment,
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protecting investor interests, and maintaining the reputation of financial institutions and
professionals.

Transparency and Disclosure: Transparency in financial reporting and disclosure is
critical for preserving trust and integrity in financial markets. Companies must disclose
clear and accurate information about their exchange rate exposures, hedging strategies,
and associated risks. Effective disclosure includes describing the nature and scope of
currency risks, hedging objectives, and the impact on financial statements. Firms should
also report any significant changes in their risk management practices. Transparency
enables investors and stakeholders to make informed decisions, encourages
accountability, and reduces the possibility of misleading information or
misrepresentation.

Conflicts of interest: Conflicts of interest occur when individuals or organizations have
competing interests that may influence their decisions and actions regarding exchange
risk management. Potential conflicts include situations in which financial advisors or
traders benefit from recommending specific hedging products or strategies that are not in
their clients' best interests. Firms should implement strong policies to identify and
manage conflicts of interest, such as requiring personal interest disclosure and ensuring
transparent and unbiased decision-making processes.

Market Manipulation: Market manipulation is defined as intentionally distorting or
influencing currency markets in order to gain an unfair advantage or profit. This can
include things like front-running, spoofing, and spreading false information. EXx.-
manipulating currency exchange rates to benefit from favorable pricing or to affect
market perceptions for personal gain. Adherence to moral norms and regulatory
requirements helps to prevent market manipulation. Firms should impose stringent
compliance requirements and foster a culture of ethical behavior and integrity in financial
practices.

9.14 FUTURE TRENDS AND CHALLENGES

Future trends and challenges in exchange risk management are shaped by dynamic and
changing factors in the global financial environment. As emerging markets experience
increased volatility and instability, managing currency risks becomes more difficult.
Simultaneously, technological advancements such as fintech innovations and blockchain
technology provide new tools and opportunities to improve risk management practices.
Long-term considerations, such as the effects of climate change and geopolitical
uncertainties, add new layers of risk that must be addressed. Understanding these trends
and challenges is critical for developing effective strategies to navigate the future of
exchange rate risk management.
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Volatility and Instability in Emerging Economies:

Economic Volatility: Emerging markets frequently experience higher levels of
economic volatility than developed economies. Political instability, economic reforms,
and fluctuating commodity prices can all cause significant swings in currency values. For
companies and investors operating in or with emerging markets, this volatility increases
risk and makes it challenging to predict currency fluctuations and efficiently manage
exposures. Businesses may combine operational tactics like diversifying assets and
sourcing with hedging tools like forward contracts and options to address these risks.
Moreover, preserving flexible company plans and forging solid local alliances might aid
in reducing the impact of volatility.

Political and Economic Instability: Exchange rates in developing nations may fluctuate
suddenly and erratically due to political and economic unrest. Sharp variations in
currency values can be brought on by events like elections, changes in policy, and
economic crises. Currency risks can be made worse by uncertainty and volatility, which
can have an impact on financial stability and investment returns. Companies that use
scenario planning, stress testing, and political risk indicator tracking can enhance their
risk management systems. Keeping flexible financial plans and carrying out extensive
due diligence are two other ways to lessen the effects of volatility.

Technological Advances:

Fintech Innovations: Exchange risk management is changing as a result of advancements
in financial technology (fintech), including as automated trading systems and digital
platforms that increase accessibility, efficiency, and transparency. More complex risk
management techniques, such as automated hedging transaction execution and real-time
currency exposure monitoring, are made possible by fintech solutions. Improved insights
into market patterns and risk variables are possible thanks to artificial intelligence (Al)
and enhanced data analytics. Fintech technologies can help businesses perform better in
risk analytics, predictive modeling, and hedging strategy execution. These solutions can
also assist you in managing currency risk and improving your access to international
markets.

Blockchain Technology: Blockchain technology's decentralized and immutable ledger
has the potential to improve exchange rate risk management by increasing transparency
and security. Blockchain technology can improve the efficiency and reliability of
financial transactions, such as currency exchanges and hedging contracts. Smart
contracts, which are self-implementing agreements with coded terms, can automate and
regulate hedging strategies while mitigating counterparty risk. Firms can use blockchain
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to ensure secure and transparent currency transactions, streamline international payments,
and shorten settlement times. The technology can also help to develop new financial
products and services to manage exchange rate risks.

Climate Change and Geopolitical Risks

Climate Change: Climate change poses significant hazards to global economies,
including potential implications for currency stability. Extreme weather events,
regulatory changes affecting environmental policies, and shifts in resource availability
can all have an impact on economic performance and exchange rates. Climate-related
risks have the potential to increase currency market volatility as economies adapt to new
environmental circumstances and regulatory frameworks. Companies should include
climate risk assessments in their financial planning and risk management strategies. This
includes assessing the potential impact on supply chains, operations, and investment
portfolios, as well as developing adaptive strategies to mitigate climate-related currency
risks.

Geopolitical Risks: Geopolitical risks, such as disputes, trade tensions, and diplomatic
disagreements, can have a significant impact on exchange rates and financial stability.
These risks frequently contribute to market uncertainty and currency volatility.
Geopolitical events can cause sharp fluctuations in currency, affecting international trade.
Firms with global operations may face increased currency risk as geopolitical dynamics
shift. Firms can improve their risk management frameworks by tracking geopolitical
developments, using scenario planning, and diversifying their international operations.
Establishing strong relationships with local stakeholders and implementing adaptable
operational strategies can help reduce the impact of geopolitical risks.

Check Your Progress-B

Q1. What is the key difference between Value at Risk (VaR) and Conditional Value
at Risk (CvaR)?
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Q3. How do GARCH models assist in managing exchange rate risk?

Q4. Fill in the Blank

I Value at Risk (VaR) measures the maximum potential a portfolio
could face over a specified time period.

ii. Conditional Value at Risk (CVaR) provides insight into the risk
beyond the VaR level.

iii. GARCH models are used for predicting and estimating in financial
time series.

v, Natural hedging involves structuring operations to cash flows in

different currencies.

V. Futures contracts are agreements traded on exchanges to buy or sell
a specified amount of currency.

Q5. Multiple Choice Questions-

i. Which technique measures the average loss beyond the Value at Risk (VaR)
threshold?

A) Value at Risk (VaR)

B) Conditional Value at Risk (CVaR)

C) Stress Testing

D) Scenario Analysis

ii. What does a currency swap typically involve?

A) Exchanging a set amount of currency at a predetermined rate on a future date.

B) Granting the right to exchange currency at a predetermined rate without the
obligation.

C) Exchanging principal and interest payments in one currency for equivalent payments
in another currency.

D) Standardized agreements traded on exchanges to buy or sell a specified amount of
currency.

iii. Which of the following is NOT typically used for exchange rate risk management?

A) Forward Contracts
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B) Futures Contracts
C) Blockchain Technology
D) Options
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@ 9.15 GLOSSARY

Emerging Markets: Economies that are transitioning from low income to middle
income, often characterized by higher growth rates and increased volatility.

Volatility: The degree of variation in exchange rates over time, indicating the
level of unpredictability in currency movements.

Fintech: Financial technology that applies digital tools and innovations to
improve financial services, including risk management and transaction
processing.

Blockchain: A decentralized digital ledger that records transactions across many
computers, enhancing transparency and security.

Hedging: A risk management strategy used to reduce or offset potential losses
from fluctuations in currency rates or other financial variables.

Geopolitical Risks: Risks arising from political instability, conflicts, and
diplomatic tensions that can affect financial markets and exchange rates.

Climate Change: Long-term changes in temperature and weather patterns that
can impact economic conditions and financial stability.

Scenario Planning: A strategic planning method used to anticipate and prepare
for potential future developments and risks.

Transparency: The quality of being open and clear in financial reporting and
risk management practices.

Counterparty Risk: The risk that the other party in a financial transaction may
default on their obligations.
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9.16 ANSWERS TO CHECK YOUR PROGRESS

Check Your Progress —A

Answer 1: Real exchange risk concerns the future value of a currency after accounting
for inflation, impacting the real purchasing power in international transactions, whereas
nominal exchange risk focuses on the actual currency value without considering
inflation.

Answer 2: PPP compares the prices of a basket of goods across different countries. If the
price of the basket is higher in one country, the currency might be overvalued, and if it's
lower, the currency might be undervalued, indicating where exchange rates should adjust.

Answer 3: MCQ
B) The uncertainty about a currency's future value after accounting for inflation.
C) Assessing the relative value of currencies based on the cost of goods.
A) The difference between their forward and spot exchange rates.
Answer 4: Fill in the Blank
Nominal
Purchasing
Prices
Price

Depreciate

Check Your Progress -B

Answer 1: Value at Risk (VaR) measures the maximum potential loss a portfolio could
face over a specified time period at a certain confidence level. Conditional Value at Risk
(CVaR), also known as Expected Shortfall, measures the average loss that exceeds the
VaR threshold, focusing on the tail risk beyond the VaR level.

Answer 2: GARCH (Generalized Autoregressive Conditional Heteroskedasticity) models
are used to predict and estimate volatility in financial time series by capturing changes in
volatility over time and accounting for volatility clustering. They help in forecasting
future volatility, which is critical for risk management and pricing financial derivatives.
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Answer 3: Natural hedging involves structuring operations to match cash flows in
different currencies, thus reducing exposure to exchange rate fluctuations. This can be
achieved by balancing revenue and expenses in the same currency or by aligning
procurement and sales with the same currency zone, thereby mitigating the need for
financial hedging instruments.

Answer 4: Fill in the Blank
Loss
tail
volatility
match
standardized
Answer 5: MCQ
B) Conditional Value at Risk (CVaR)

B) Exchanging principal and interest payments in one currency for equivalent
payments in another currency.

C) Blockchain Technology
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,’t 9.19 TERMINAL QUESTIONS

1. Discuss the impact of emerging market volatility on international financial risk
management.

2. Explain how technological advancements, such as fintech and blockchain, are
transforming exchange risk management practices.

3. Evaluate the long-term effects of climate change on currency stability and financial
markets.

4. Analyze the role of geopolitical risks in exchange rate fluctuations and propose
strategies for managing these risks.

5. Describe how regulatory frameworks and ethical considerations influence exchange
risk management strategies.

9.20 CASE LETS/CASES

In 2015, a leading global retailer, XYZ Corporation, faced significant challenges due to
currency volatility as it expanded its operations into emerging markets. The company,
known for its extensive international presence, experienced sharp fluctuations in
exchange rates that severely impacted its financial performance. The volatility was
driven by political instability in several key markets and rapid changes in commodity
prices. To manage this risk, XYZ Corporation implemented a comprehensive hedging
strategy, including forward contracts and options, to lock in exchange rates for its
international transactions. Despite these efforts, the company still faced financial strain
due to the unpredictable nature of currency movements. To further mitigate risk, XYZ
Corporation diversified its supply chain by sourcing materials from multiple countries
and adjusted its pricing strategies to reflect currency fluctuations. Additionally, the
company invested in advanced analytics and fintech solutions to improve its currency
risk forecasting and management capabilities. This case highlights the complex
challenges of managing exchange rate risk in a globalized market and underscores the
importance of a multifaceted approach to risk management.
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1. What were the primary factors contributing to the currency volatility that XYZ
Corporation faced in emerging markets?

2. What additional measures did XYZ Corporation implement to manage currency
risk beyond traditional hedging, and how did these strategies contribute to
stabilizing the firm’s financial performance?

3. How did XYZ Corporation's hedging strategies, including the use of forward
contracts and options, help reduce the financial impact of exchange rate
fluctuations?
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UNIT 10 EXCHANGE RATE DETERMINATION
AND REPORTING

10.1 Introduction

10.2 Objectives

10.3 Exchange Rates

10.4 Types of Exchange Rate Regimes

10.5 Theoretical Frameworks for Exchange Rate Determination
10.6 Factors Influencing Exchange Rates
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10.9 Exchange Rate Risk and Management

10.10 Reporting and Compliance In Exchange Rate Management
10.11 Summary

10.12 Answer to Check Your Progress

10.13 Reference/ Bibliography

10.14 Suggested Readings

10.15 Terminal & Model Questions

10.16 Caselet

10.1 INTRODUCTION

In this unit, we will look at the complicated realm of exchange rate management and its
consequences for financial stability and business strategy. We will begin by looking at
the historical evolution of exchange rate systems, tracing how different regimes
originated and changed over time. Next, we'll look at the theoretical frameworks that
support exchange rate determination, including classical and modern approaches. We
will also look into the elements that influence currency rates, including economic
indicators, political events, and market mood.

Following that, we will examine exchange rate models and forecasting methodologies,
gaining insight into how these tools help predict currency changes and mitigate risk. Our
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investigation will include extensive case studies of major currency crises, such as the
Asian Financial Crisis and the European Sovereign Debt Crisis, to demonstrate the real-
world implications and lessons learnt. We will conclude by going over practical
applications of currency rate risk management, such as accounting standards, regulatory
frameworks, and ethical issues. This comprehensive approach aims to provide you with a
solid understanding of exchange rate dynamics as well as effective currency risk
management tactics in an increasingly interconnected global economy.

10.2 OBJECTIVES

After reading this unit you will be able to:

e Identify the key historical exchange rate systems and their evolution over time.

e Explain the major theoretical frameworks used to determine exchange rates.

e Analyze the impact of significant currency crises on global financial stability.

e Apply practical techniques for managing exchange rate risk in multinational
corporations

10.3 EXCHANGE RATES

Definition and Importance of Exchange Rates

An exchange rate is the price at which one currency can be converted into another. It is a
fundamental mechanism in international finance that determines the value of one
country's currency in relation to another's. For example, if the exchange rate between the
US Dollar (USD) and the Euro (EUR) is 1.10, 1 USD can be converted into 1.10 EUR.
Exchange rates are crucial for various economic activities, including international trade,
investment, and travel. They affect the cost of exporting goods and services, influence
foreign investment decisions, and impact the value of foreign currency reserves held by
central banks. Understanding exchange rates is essential for businesses, investors,
policymakers, and travelers alike.

Historical Overview of Exchange Rate Systems

The historical evolution of exchange rate systems has seen significant transformations,
beginning with the Gold Standard, where currencies were directly convertible to gold,
ensuring stable but inflexible rates. Following World War 11, the Bretton Woods system
was established, which tied currencies to the US dollar and locked the dollar's value to
gold, ensuring economic stability before crumbling in the early 1970s. The transition to
floating exchange rates marked a shift towards market-driven currency values, allowing
for greater flexibility but introducing volatility. These changes reflect broader economic
shifts and varying approaches to balancing stability with adaptability in international
finance.
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Gold Standard

The Gold Standard was one of the earliest forms of an exchange rate system, wherein
currencies were directly linked to gold. Countries agreed to convert currency into a
specific amount of gold upon request. This system provided a stable exchange rate as the
value of a currency was directly tied to a specific quantity of gold, thus facilitating
international trade. However, it limited the flexibility of monetary policy and was
eventually abandoned during the Great Depression in the 1930s.

Bretton Woods System

To create a stable international monetary framework Post-World War |1, the Bretton
Woods System was established in 1944. Under this system, currencies were tied to the
US dollar, which was convertible to gold at a set rate of $35 per ounce. This structure
promoted economic stability and prosperity in the postwar period. However, it eventually
collapsed in 1971, when the United States suspended the dollar's convertibility to gold,
resulting in the emergence of floating exchange rates.

Floating Exchange Rate System

Since the Bretton Woods System collapsed, the majority of large economies have
implemented a floating exchange rate regime. In this system, currency rates are decided
by market forces of supply and demand, with no direct government or central bank
interference. This allows for greater flexibility in response to economic conditions but
can also lead to increased volatility in currency values.

10.4 TYPES OF EXCHANGE RATE REGIMES

Exchange rate regimes vary primarily between fixed and floating systems. Fixed
exchange rates maintain a currency's value against another currency or a basket of
currencies, providing stability but requiring substantial reserves and frequent
intervention. Floating exchange rates, on the other hand, are determined by market forces
of supply and demand, offering greater flexibility and allowing for more responsive
monetary policy but potentially leading to higher volatility. Additionally, managed floats
blend elements of both, with occasional central bank interventions to stabilize or
influence currency values while allowing for market-driven fluctuations.

Fixed vs. Floating Exchange Rates

A country's currency value is linked to another major currency, like the US dollar or a
basket of currencies, under a fixed exchange rate regime. International trade and
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investment are made more stable and predictable as a result, but in order to keep the fixed
rate in place, the government must keep sizable reserves of the pegged currency and
make currency market interventions.

In contrast, a floating exchange rate regime allows currency values to fluctuate according
to market forces. This system provides greater flexibility and enables a country to use
monetary policy to address domestic economic issues. However, it can result in higher
exchange rate volatility and uncertainty.

Managed Float and Pegged Exchange Rates

A managed float, also referred as a dirty float, is a hybrid system in which the central
bank periodically steps in to stabilize or affect the value of the currency, but it mostly
floats on the free market. This makes it possible to balance solidity with flexibility.

The value of a currency is fixed in relation to another currency or a basket of currencies
in pegged exchange rates. For many years, the US dollar was the benchmark for the value
of the Chinese Yuan. This regime offers stability in bilateral trade with the pegged
currency country but limits the ability to conduct independent monetary policy.

Understanding the various exchange rate systems and their historical evolution provides a
solid foundation for studying international financial management. Exchange rates play a
pivotal role in global economics, affecting trade, investment, and economic stability.
Whether fixed, floating, or managed, exchange rate regimes have profound implications
for a country's economic policy and international economic relations.

10.5 THEORETICAL FRAMEWORKS FOR EXCHANGE
RATE DETERMINATION

Understanding exchange rate determination involves several key theoretical frameworks,
each offering a unique perspective on how exchange rates are set and how they fluctuate.
These frameworks help explain the mechanisms behind currency value changes and the
factors influencing them.

1. Purchasing Power Parity (PPP): It is a theory that suggests that in the long run,
exchange rates should move towards the rate that would equalize the price of an identical
basket of goods and services in any two countries. This is based on the idea that in an
efficient market, arbitrage will equalize prices across borders.

e Absolute PPP posits that the exchange rate between two currencies is equal to the
ratio of the price levels of a fixed basket of goods and services in the two
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countries. For instance, if a basket of goods costs $100 in t