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Introduction:
· Foreign Exchange Market: A market for converting the currency of one country into that of another country.
· Exchange Rate: The rate at which one currency is converted into another.

The Functions of the Foreign Exchange Market:
· Foreign Exchange Risk: The risk that changes in exchange rates will hurt the profitability of a business deal.

Currency Conversion: Four main uses of foreign exchange markets
1. The payments a company receives for its exports, income it receives from foreign investments, etc. may be in foreign currencies.
2. When a company pays a foreign company for its products or services in its country's currency.
3. International businesses use foreign exchange markets when they have spare cash that they wish to invest for short terms in money markets.
4. Currency Speculation: Moving funds from one currency to another over the short-term in hopes of profiting from shifts in exchange rates.

Insuring against Foreign Exchange Risk:
· Hedging: The process of insuring one's business against foreign exchange risk by using forward exchanges or currency swaps.
· Spot Exchange Rates: The rate at which a foreign exchange dealer converts currency on any particular day.
· The Value of a currency is determined by the interaction between the demand and supply of that currency relative to the demand and supply of other currencies.
· Forward Exchange: When two parties agree to exchange currency and execute a deal at some specific date in the future.
· Forward Exchange Rates: The exchange rate governing forward exchange transactions, calculated at the time of the exchange but based on future expectations.
· When a firm enters into a forward exchange contract, it is taking out insurance against the possibility that future exchange rate movements will make a transaction unprofitable by the time that transaction has been executed.
· Currency Swaps: The simultaneous purchase and sale of a given amount of foreign exchange for two different value dates.

Economic Theories of Exchange Rate Determination: At the most basic level, exchange rates are determined by the demand and supply of one currency relative to the demand and supply of another.

Prices and Exchange Rates:
1. The Law of One Price: The principle that in competitive markets free of transportation costs and barriers to trade, identical products sold in different countries must sell of the same price when their price is expressed in the same currency.






2. Purchasing Power Parity: If the law of once price were to hold true, then countries would have the same purchasing power.
· Efficient Market: A market in which prices reflect all available information and trade is not restricted.
· Relatively Efficient Markets: A market in which few impediments to international trade and investment exist. If this were to be the case, the price of a basket of goods would be roughly equivalent in each country.
· Formula: 
3. Money Supply and Price Inflation: Theoretically, a country in which price inflation is running wild should expect to see its currency depreciate against that of countries in which inflation rates are lower.
· The growth rate of a country's money supply determines its likely future inflation rate.
· Price Inflation: When the increase in the supply of money increases the demand of goods, which in turn increases the price of those goods.
· When the growth in a country's money supply is faster than the growth of its output, price inflation is fueled.

Empirical Tests of PPP Theory: Although PPP theory seems to yield relatively accurate predictions in the long run, it does not appear to be a strong predictor of short run movements in exchange rates covering time spans of five years or less.
· The theory is less useful for predicting exchange rate movements between the currencies of advanced industrialized nations that have relatively small differentials in inflation rates.
· This could be a result of: (1) PPP theory does not account for transportation cost and barriers to trade; (2) Government intervention; (3) MNE power over national markets.

Interest Rates and Exchange Rates: 
· Fisher Effect: The theory that nominal interest rates (i) in each country equal the required real rate of interest (r) and expected rate of inflation (I) over the time period for which the funds are to be lent. Therefore: i = r + I
· International Fisher Effect: The theory that for any two countries, the spot exchange rate should change in an equal amount but in the opposite direction to the difference in the normal interest rates between countries.

Investor Psychology and Bandwagon Effects: Various psychological factors play an important role in determining the expectations of market traders as to likely future exchange rates.
· Bandwagon Effect: When traders move like a herd, all in the same direction and at the same time, in response to each other's perceived actions.

Why Did the Korean Won Collapse?
· SK's largest firms initiated large investing projects that needed loans 4 times the size of the investments.
· All transactions were done in US dollars and not the SK Won.
· With the knowledge that Korean firms would be unable to pay back their loans, foreign firms pulled out of Korean markets.


Exchange Rate Forecasting: Should businesses invest in forecasting services?

The Efficient Market School: Forward exchange rates represent market participants' collective predictions of likely spot exchange rates at specified future dates. 
· If the foreign exchange market is efficient, forward exchange rates should be unbiased predictors of future spot rates. 
· Should not invest in forecasting services.

The Inefficient Market School: Some economists believe the foreign exchange market is inefficient.
· Inefficient Market: A market in which prices do not reflect all available information.
· If this is the case, then it may be worthwhile for international businesses to invest in forecasting services.

Approaches to Forecasting: if markets are inefficient.
1. Fundamental Analysis: Draws on economic theory to construct econometric models for predicting exchange rate movements.
· Variables include money supply growth rate, inflation rates, and interest rates.
· Running a deficit on a balance-of-payments current account (importing more than exporting) creates pressures that may result in depreciation of the country's currency.
2. Technical Analysis: Uses price and volume data to determine past trends, which are expected to continue into the future.

Currency Convertibility: 
· Freely Convertible Currency: When a country's government allows both residents and non-residents to convert its currency into foreign currency.
· Externally Convertible Currency: When a country's government allows only non-residents to convert the currency into foreign currency.
· Non-convertible Currency: When a country's government allows neither residents not non-residents to convert its currency into a foreign currency.
· Capital Flight: When residents and non-residents rush to convert their holdings of a domestic currency into a foreign currency, usually taking place when domestic currency is depreciating rapidly or a country is facing dim economic prospects.
· Countertrade: The trade of goods and services produced in one country for the goods and services of another country.
