Chapter 9 – The Foreign exchange market
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 to another. 
Foreign exchange risk: The risk that changes in exchange rates will hurt the profitability of a business deal. 
The functions of the foreign exchange market
The foreign exchange market serves two main functions:
1. Convert the currency of one country into the currency of another
2. Provide some insurance against foreign exchange risk
Currency conversion: 
· Exchange rates allow us to compare the relative price of goods and services in different countries
International businesses have four main uses of foreign exchange markets:
1. The payment a company receives for its export, the income it receives from foreign investments, or the income it receives from licensing agreements with foreign firms may be in foreign currencies
2. International businesses use foreign exchange markets when they must pay 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 that typically involves short-term movement of funds from one currency to another in hope of profiting from shifts in exchange rates. 

Insuring against foreign exchange risk:
The spot exchange rate is the rate at which a foreign exchange dealer converts one currency into another currency on a particular day. 
· Spot exchange rates are reported daily in newspapers and on the internet
· The first of these exchange rates are said to be direct terms, and the second in indirect terms
A forward exchange rate is the exchange rates governing forward exchange transactions.
· A forward exchange occurs when two parties agrees to exchange currencies and execute the deal at some specific date in the future
· Forward exchange rates are mostly quoted for 30 days, 90 days, and 180 days into the future
· The dollar is selling at a discount on the forward market, when it is worth less than on the spot market
· The dollar is selling at a premium on the forward market, when it is worth more than on the spot market
A currency swap is the simultaneous purchase and sale of a given amount of foreign exchange for two different value dates. 
· Swaps are transacted between international businesses and their banks, between banks, and between governments
· A common kind of swap is spot against forward

The nature of the foreign exchange market
· The foreign exchange market is a global network of banks, brokers, and foreign exchange dealers connected by electronic communication systems. 
· The foreign exchange market gas been growing at a rapid pace
· The worlds key money trading centers are London, New York, Tokyo, and Singapore. 
· The foreign exchange market never sleeps. It is always open somewhere in the world
· High speed computer links between trading centres around the globe have effectively created a single market
· Arbitrage: A dealer can make a profit by buying a currency low and selling it high. 
· Most transactions involve U.S. dollars on one side
· The U.S. dollar is a vehicle currency. 
· After the dollar, the most important vehicle currencies are Euro and British Pound

Economic theories of exchange rate determination
· Exchange rates are determined by the demand and supply of one currency relative to the demand and supply of another
· Understanding how exchange rates are determined help forecasting exchange rate movements
· Three factors have an important impact on future exchange rate movements in a country’s currency: The country’s price inflation, its interest rate, and market psychology

The law of One Price states that in competitive markets free of transportation costs and barriers to trade, identical products sold in different countries must sell for the same price when their price is expressed in terms of the same currency. 
Purchasing Power Parity (PPP):
· If the law of one price were true for all goods and services, PPP exchange rate could be found from any individual set of prices. 
· PPP exchange rate or “real” would be possible to determine by comparing the prices of identical products in different currencies if markets were efficient
· An efficient market has no impediments to the free flow of goods and services
· Relative efficient market: Markets in which few impediments to international trade exist
· The Big Mac Index: The Economist has selected McDonald’s Big Mac as a proxy for a basket of goods because it is produced according to more or less the same recipe in about 120 countries. 
· The Big Mac PPP: The exchange rate that would leave hamburgers costing the same in each country

Money supply and price inflation:
· Changes in relative prices will result in a change in exchange rates
· A country in which price inflation is running wild should expect to see its currency depreciate against that of other countries in which inflation rates are lower
· The growth rate of a country’s money supply determines its likely future inflation rate
· Inflation occurs when the quantity of money in circulation rises faster than the stock of goods and services
· An increase in the money supply makes it easier for banks to borrow from the government, and for individuals and companies to borrow from banks. 
· Government policies determines whether the rate of growth in a country’s money supply is greater than the rate of growth in output
· The inevitable result of excessive growth in money supply is price inflation
· If the government seems committed to controlling the rate of growth in money supply, the country’s future inflation rate may be low and its currency should not depreciate too much on the foreign exchange rate market. 

Empirical tests of PPP theory:
· PPP theory seems to yield accurate predictions in the long run, but it does not appear to be a strong predictor of the short-run movements
· The PPP theory seems to best predict exchange rate changes for countries with high rates of inflation and underdeveloped capital markets
· PPP theory assumes away transportation costs and barriers to trade, but in practice, these factors are significant and they tend to create significant price differentials between countries
· PPP theory may not hold if many international markets are dominated by a handful of multinational enterprises that have sufficient market power to influence prices, control distribution channels, and differentiate their product offerings between nations 
· Price discrimination: Dominant enterprises may be able to exercise a degree of pricing power, setting different prices in different markets to reflect varying demand conditions.
· Governments intervene in the foreign exchange market to attempt to influence the value of their currencies

Interest rates and exchange rates:
· Interest rates reflects expectations about likely future inflation rates
· In countries where inflation is expected to be high, interest rates also will be high, because investors want compensation for the decline in the value of their money.
· Fisher effect states that a country’s nominal interest rate (i) is the sum of the real rate of interest (r) and the expected rate of inflation over the period for which the funds are to be lend (I):

· When investors are free to transfer capital between countries, real interest rates will be the same in every country
· If the real interest rate is the same worldwide, any differences in interest rates between countries reflects differing expectations about inflation rates.
· International Fish Effect (IFE) states that for any two countries, the spot exchange rate should change in an equal amount but in the opposite direction to the difference in nominal interest rates between the two countries

·  and  are the respective nominal interest rates in the United States and Canada;  is the spot exchange rate at the beginning of the period;  is the spot exchange rate at the end of the period. 

Investor psychology and bandwagon effects:
· Investor psychology and bandwagon effects play a major role in determining short-run exchange rate movements.
· Investor psychology can be influence by political factors and by microeconomic events
· Bandwagon effect can be both triggered and exacerbated by the idiosyncratic behavior of politicians

Exchange rate forecasting
The efficient market school argues that forward exchange rates do the best possible job of forecasting future spot exchange rates, and therefore, investing in forecasting services would be a waste of money
· Forward exchange rates represent market participants’ collective predictions of likely spot exchange rates at specified future dates
· An efficient market is one in which prices reflect all available public information
· If the foreign exchange market is efficient, forward exchange rates should be unbiased predictors of future spot rates. It means inaccuracies will not be consistently above or below future spot rates; they will be random. 
The inefficient market school argues that companies can improve the foreign exchange market’s estimate of future exchange rates by investing in forecasting services. 
· An inefficient market is one in which prices do not reflect all available information.
· Forward exchange rates will not be the best possible predictors of future spot exchange rates. 
· The belief is that professional exchange rate forecasts might provide better predictions of future spot rates than forward exchange rates do

Fundamental analysis:
· Draws on economic theory to construct sophisticated econometric models for predicting exchange rate movements
· The variables contained in these models typically include such as relative money supply growth rates, inflation rates, and interest rates, and variables related to balance-of-payments positions
· Running a deficit balance-of-payments current account creates a pressure that result in the depreciation of the country’s currency on the foreign exchange market. 
Technical analysis:
· Technical analysis uses price and volume data to determine past trends, which are expected to continue into the future. 
· Based on the premise that there are analyzable market trends and waves and that previous trends and waves can be used to predict future trends and waves
· Many economists compare technical analysis to fortune-telling. 

Currency convertibility
Many countries restrict the ability of residents and nonresidents to convert the local currency into a foreign currency, making international trade and investment more difficult.
Convertibility and government policy:
· A country’s currency is freely convertible when the country’s government allows both residents and nonresidents to purchase unlimited amount of foreign currency with it. 
· A currency is externally convertible when only nonresidents may convert it into a foreign currency without any limitations. 
· A currency is nonconvertible when neither residents or nonresidents are allowed to convert it into a foreign currency
· Many countries restrict residents’ ability to convert the domestic currency into a foreign currency
· External convertibility restrictions can limit domestic companies’ ability to invest abroad
· Governments limit convertibility to preserve their foreign exchange reserves
· Governments typically impose convertibility restrictions on their currency when they fear that free convertibility will lead to a run on their foreign exchange reserves
Capital flight: Residents convert domestic currency into a foreign currency. 
· Most likely to occur when the value of the domestic currency is depreciating rapidly because of hyperinflation, or when a country’s economic prospects are shaky in other respects
· Governments fear that the rise in import prices resulting from currency depreciation will lead to further increases in inflation. 

Countertrade: Refers to a range of barterlike agreements by which goods and services can be traded for other goods and services. This can make sense when a country’s currency is nonconvertible. 
· The percentage of world trade that involves countertrade is between 10 and 20 percent

Implications for business
Foreign exchange risk is usually divided into three main categories: transaction exposure, translation exposure, and economic exposure. 
Transaction exposure is the extent to which the income from individual transactions is affected by fluctuations in foreign exchange values. 
· Such exposure includes obligations for the purchase or sale of goods and services at previously agreed prices and the borrowing or lending of funds in foreign currencies. 
Translation exposure is the impact of currency exchange rate changes on the reported financial statements of a company. 
· It is concerned with the present measurement of past events
· The resulting accounting gains or losses are said to be unrealized – they are “paper” gains and losses
Economic exposure is the extent to which a firm’s future international earning power is affected by changes in exchange rates
· It is concerned with the long-run effect of changes in exchange rates on future prices, sales, and costs. 
Reducing translation and transaction exposure:
· A number of tactics can help firms minimize their transaction and translation exposure. 
· These tactics primarily protect short-term cash flows from adverse changes in exchange rates.
· Two of these tactics are: entering into forward exchange rate contracts and currency swaps
· Leading and lagging involve accelerating payments from weak-currency to strong-currency countries and delaying inflows from strong-currency to weak-currency countries
Reducing economic exposure: 
· The key to reducing economic exposure is to distribute the firm’s productive assets to various locations so the firm’s long-term financial well-being is not severely affected by adverse changes in exchange rates
· Both large and small companies pursue this strategy sometimes
Other steps for managing foreign exchange risk:
A firm needs to develop a mechanism for ensuring it maintains an appropriate mix of tactics and strategies for minimizing its foreign exchange exposure
1. Central control of exposure is needed to protect resources efficiently and ensure that each subunit adopts the correct mix of tactics and strategies. 
2. Firms should distinguish between transaction and translation exposure, and economic exposure
a. Firms need to develop strategies for dealing with economic exposures
3. The need to forecast exchange rate movements cannot be overstated though this is a tricky business
a. No model comes close to perfectly predicting future movements in foreign exchange rates
b. In the short run, forward exchange rates provide the best predictors of exchange rate movements
c. In the long run fundamental economic factors should be watched because they influence exchange rate movements
4. Firms need to establish good reporting systems so the central finance function can regularly monitor the firm’s exposure positions. 
5. The firm should produce monthly foreign exchange exposure reports
a. They should identify how cash flows and balance sheet elements might be affected by forecasted changes in exchange rates
b. The reports can be used by management as a basis for adopting tactics and strategies to hedge against undue foreign exchange risks
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