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LEARNING OBJECTIVES OF CHAPTER 9

The main goals of this chapter are to:

1. Define foreign exchange and explain the fundamental economic factors that   

 2. Determine exchange rates;

3. Examine the functions, structure and size of the foreign exchange market as 

4. well as the main types of foreign exchange transactions.

5. Map out the implications for international businesses of exchange rate 

   movements

6. discuss the degree to which future exchange rates can be predicted

LECTURE OUTLINE FOR CHAPTER 9

A. INTRODUCTION

1. The foreign exchange market is simply a mechanism through which transactions can be made between one country's currency and another country's currency. The participants in this market include banks, government and speculators as well as individuals and firms conducting transactions.

B. THE BASICS OF CURRENCY TRADING

1. An ’exchange rate’ is the price of one currency in terms of another currency. The price of one currency is determined by the demand for and the supply of that currency in the foreign exchange market.

2. The spot exchange rate is the exchange rate at which a dealer converts one currency into another currency on a particular day.

3. Foreign exchange risk can be reduced by using forward exchange rates. The forward rates (buying or selling, from the point of view of the bank) are calculated from the spot rates plus/minus the forward margins
C. THE FOREIGN EXCHANGE MARKET
1. The foreign exchange market is the "meeting place" where bankers, business persons, tourists, investors and others exchange one foreign currency for another. The two main functions of the foreign exchange market are: (1) Currency conversion; (2) Reduction of foreign exchange risk.
2. The traditional foreign exchange markets include: spot transactions, Outright Forwards and Foreign Exchange swaps. The total activity in these markets has declined in 2001 by about 19 per cent compared to 1998.The three main reasons for this decline are: the introduction of the Euro; the growing share of electronic broking in the spot inter-bank market; and consolidation in the banking industry.

3. Among the three segments of the traditional foreign exchange markets, the decline was most pronounced in ‘spot markets’, which held in 2001 32 per cent of the total market. ‘Foreign exchange swaps’ have occupied the first position among the traditional FX markets since 1995, reaching a share of 52 per cent in 2001. Foreign exchange swaps commit two counterparties to the exchange of two cash flows and involve the sale of one currency for another in the spot market with the simultaneous repurchase of the first currency in the forward market. ‘Outright forwards’ slightly increased in 2001 compared to 1998 to reach a share of just under 11 per cent of the total traditional market
4. The world’s major foreign exchange trading centres in 2001 were: the U.K (31 per cent), the U.S.A. (16 per cent), and Japan (9 per cent). Australia occupied the 8th place with a share of 3.2 per cent of the global currency trading market

C. ECONOMIC THEORIES OF EXCHANGE RATE DETERMINATION

1. The Law of One Price states that in competitive markets free of transportation costs and trade barriers, identical products sold in different countries must sell for the same price
This chapter explained how the foreign exchange market works, examined the forces that determine exchange rates, in general, and especially those that determine the value of the Australian dollar. This chapter made the following points:

2. The Purchasing Power Parity (PPP) exchange rate shows what the exchange rate would be if the law of one price held

3. There is a positive relationship between the inflation rate and the level of the money supply.  When the growth in the money supply is greater than the growth in output, inflation will occur. On the international front as on the domestic front, a currency is less valuable the more of it there is to circulate. 

4. The International Fisher effect 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 two countries.
5. Investor psychology and bandwagon effects can also affect exchange rate movements.

D. FACTORS AFFECTING THE AUSTRALIAN DOLLAR EXCHANGE RATE

1. The factors determining the movements of the Australian dollar include: (i) relative interest rates; (ii) commodity prices and the terms of trade; (iii) relative inflation rates; (iv) the current account; (v) RBA intervention
2. While the case of Thailand in the Thai Baht crisis shows that the central bank defence of the national currency can be superfluous in a general economic crisis, central bank intervention in the foreign exchange market can be justified on the grounds that it is required to smooth out excessive fluctuations in exchange rates.

PRACTICE ACTIVITIES

True-False Questions
	1. The depreciation of the Australian dollar is a positive factor for both Australian exporters and Australian FDI abroad.
	       T / F 

	2. The traditional foreign exchange markets include: spot transactions, Outright Forwards and Foreign Exchange swaps
	       T / F

	3. The introduction of the Euro in the Euro area has contributed to a decline of the activity in the traditional foreign exchange markets in 2001.
	       T / F

	4. Foreign exchange risk can be eliminated by using forward exchange rates.
	       T / F

	5. In 2001 the US was the world’s major foreign exchange centre.
	

	6. The steady exchange rate of China’s currency against the US dollar has prevented a deterioration of the East Asian crisis.
	       T / F

	7. The daily FX turnover against the AUD approximately matches Australia’s daily value of merchandise trade.
	       T / F

	8. The RBA can prevent a depreciation of the AUD when the market sentiment is that the AUD is overvalued.
	       T / F

	9. Foreign exchange swaps commit two counterparties to the exchange of two cash flows and involve the sale of one currency for another in the spot market with the simultaneous repurchase of the first currency in the forward market
	       T / F

	10. Relative interest rates and international commodity prices are two major factors determining the movements of the Australian dollar
	       T / F

	11. The International Fisher effect 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 two countries.
	       T / F

	12. In April 2001, the US dollar accounted for about 90% of the global foreign exchange trading.
	T / F


Multiple Choice

1.
Most Australian exports are priced in


a.
Australian dollars


b.
Japanese Yens


c.
German marks


d.
US dollars

2.
Which statement related to forward exchange rates is NOT TRUE?


a.
A forward exchange rate is the price agreed today for purchase or sale of foreign exchange at a future date.


b.
Forward quotations are always at a premium from the spot rate.


c.
Minimum transactions sizes are considerably bigger on the forward market compared to the futures market.


d.
Forward markets exist only for the major currencies.

3.
A major function of the foreign exchange market is


a.
Forecasting of exchange rates


b.
Facilitating securities trading


c.
Reduction of currency risk for exporters


d.
Currency conversion


e.
Both c and d

4.
Exporters are UNLIKELY to protect themselves against currency 
risk through


a.
Foreign currency options


b.
Foreign exchange arbitrage


c.
Forward exchange contracts


d.
Currency futures contracts

5.
An Australian exporter to be paid in US dollars after 3 months from contract date will most likely protect his income by selling the amount of US dollars at


a.
TT selling rates


b.
TT buying rates


c.
3-month forward rates (including USD-buying forward margins)


d.
3-month forward rate (including USD-selling forward margins)

6.
A rising Japanese yen is likely to have a positive impact on


a.
The size of foreign debt in east-Asian countries with a high amount of yen-      denominated loans


b.
Japanese foreign direct investment in Asian manufacturing


c.
East-Asian suppliers highly dependent on imported components manufactured in Japan


d.
The motor car making sector in Japan.

SOLUTIONS TO PRACTICE ACTIVITIES

True-False Questions

1.
F

7.
F

2.
T

8.
F

3.
T

9.
T

4.
F

10.
T
5.
F                     11.
T

6.
T

12.
T

Multiple Choice

1.
D

2.
B

3.
E

4.
B

5.
D

6.
B
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