MNI 301-J Global Business Environments
Chapter 6
The Global monetary systems and foreign exchange markets.
The international Monetary System
The International Monetary System (IMS) essentially represents a set of rules and regulations aimed at facilitating international trade without jeopardizing either individual national economies or the entire global economy. 
The IMS accordingly provides the institutional framework within which the foreign exchange market functions
The gold standard (1876-1944)
The inception of the gold standard in Europe during the 1870s.
The confidence in this system was under-mined by distortions in the international financial markets, particularly from the beginning of World War I in 1914 until almost the end of World War II in 1944
The gold standard was gradually phased out during the 1930s.
The Bretton Woods Agreement and the fixed exchange rate paradigm (1944-1973)
The Bretton Woods Agreement of the fixed exchange rate paradigm in 1944 ushered in, arguably, the most important development of the IMS. This agreement provided for a US dollar-based international monetary system where the US dollar became an international money to which other countries' currencies could be converted, 
Two important institutions were established, namely the International Monetary Fund (IMF) and the World Bank (WB).
The BOP deficit effectively meant an oversupply of the dollar, which some countries, especially France, decided to redeem in gold
The floating (flexible) exchange rate system (1973-date)
The demise of the fixed exchange rate regime led to the introduction of the floating exchange rate system in 1973. This was formalised in 1976 by means of the Jamaica Agreement. 
The floating exchange rate system made exchange rate fluctuations inherently more unpredictable than previously.
The fixed exchange rate system, the floating exchange rate regime has undoubtedly contributed to the increasing complexity, uncertainty and sophistication of the international financial market during the last three decades. This situation is further underlined by the ongoing debate regarding the relative merits of fixed as against floating exchange rate systems
Other contemporary currency arrangements
It is important for a firm's financial management to understand the specific currency arrangements that apply to markets in which it operates.
· The IMF classifies existing currency arrangements in the following seven categories:
· pegged to another currency I pegged to a basket
· flexible against a single currency p joint float
· adjusted according to indicators
· managed float
· Independently floating.
Development of the European Monetary System and the Economic and I Monetary Union
The European Monetary system (EMS)
European Monetary System (EMS) established in 1979. A discern* ing mind would see in the objectives of th® EMS the groundwork that being laid for3 common currency
The EMS was founds with the following three objectives in mind
· the creation of a zone of monetary stability in Europe by reducing exchange rate volatility 
· control of member states' inflation through the imposition of monetary policy discipline
· coordination of member states' exchange rate policies with regard to non-European currencies such as the US dollar and the yen.
A fourth objective was added - the introduction of a common currency for the EMS by 1 January 1999
The vulnerability of fixed exchange rate systems to speculative pressures was once again reaffirmed. In other words, a country that seeks to maintain the value of its currency relative to other currencies must have enough foreign exchange reserves to buy or sell, as the situation may require, to keep its currency's value fixed relative to other currencies.
These events triggered two important changes in the EMS in August 1993. 
First, the prevailing exchange rate fluctuation band of 2.25% was widened to a more accommodating band of 5% with the objective of reducing the scope for speculation. 
Second, countries with stronger currencies were no longer compelled to intervene in the foreign exchange market
The Economic and Monetary union (EMU)
It is a monetary union because national monetary competencies are pooled within a European Central Bank (ECB) that defines and implements a single monetary policy in a single currency, the euro, for the entire EMU region.
The transition to a single currency involved three phases for which definite dates were set:
· During 1998 all arrangements for the single monetary and exchange rate policy were finalized

· On 1 January 1999 the ECB took over the monetary policy from member states and the rates of conversion between the euro and the participating national currencies were irrevocably fixed

· The new euro banknotes and coins were introduced into circulation on 1 January 2002.

The introduction of the euro has given rise to a number of accounting and taxation issues, especially with regard to accounting for foreign subsidiaries, translation of financial statement data in multinational enterprises and exchange rates for translation of historical financial data. 
The euro has not only created opportunities for business and development, but also demands greater efficiency for global competitiveness.
Evolving international financial institutions
The Bank for International Settlements (BIS) was established after World War II for netting of payments among Euro Payment Union members, a step greatly reduced the volume of gross international payment transactions.


The BIS is steadily filling the niche of an international financial agency that serves as:
· a bank for central banks, coordinating best practice across countries 
· a provider of rules and guidelines that foster cross-border prudential banking, such as the capital adequacy rule encapsulated in the Basel Accords (I, II and III)
· a thought leader in global financial matters that offers possible mechanisms for managing future consequences of product innovation.
The foreign exchange market
The functioning of the foreign exchange market
The foreign exchange market is a worldwide financial market that provides the physical and institutional structure for foreign exchange transactions. It is essentially made up of a network of banks across the globe that facilitates the conversion of a domestic currency to currencies of nations with whom the domestic country's nationals seek to effect economic exchange.
The foreign exchange market has no fixed location. In fact, its main players are located mostly in major commercial banks of many open countries around the world.
Dealing in the foreign exchange market can also take place through currency brokers
This worldwide market operates 24 hours a day. 
Generally speaking, the key functions of the foreign exchange market can be articulated as:
· the transfer of purchasing power of one currency to another
· the provision of credit to individuals and multinational firms that are distributed across the globe, mostly away from their home country
· the minimization of foreign exchange risk relating to cross-border trade and investments
The foreign exchange market - structure and participants:
Broadly speaking, the foreign exchange market can be said to comprise:
· The wholesale or interbank market that constitutes an informal network of hundreds of banks and brokerages dealing among each other and with multinational companies

· The retail or client market that caters primarily for the foreign exchange needs of individuals.
The foreign exchange market can be further subdivided into the: 
· spot exchange market
· forward exchange market. 
In the spot exchange market, transactions are executed immediately at the prevailing market rate, with settlement (payment and delivery of currency) within two business days. 
In the forward exchange market, exchange rate and delivery date are agreed to today, with settlement and delivery of foreign currency taking place at a specified future date. 
Furthermore, five broad categories of participants are involved at both the interbank and the client levels, and in the spot and forward foreign exchange markets. They are:
· bank and non-bank foreign exchange dealers
· individuals and firms conducting cross-border trade and investment transactions
· speculators and arbitrageurs 
· central banks and treasury departments ) 
· foreign exchange brokers
Foreign exchange rates
Foreign exchange, exchange rate and foreign exchange transaction
Foreign exchange is the money of a foreign country in the form of Bank deposits, drafts or financial claims on an economic agent of the foreign country. 
The exchange rate is the price of' value of one currency in terms of another currency 
A foreign exchange transaction is an agreement between a buyer and seller that a fixed amount of one currency be delivered for some other currency at d Specified rate and time
Foreign exchange banking activities largely ensure that information on foreign exchange transactions is readily available. Results in relatively uniform price ranges for any particular currency in the major financial centers of the world.
Direct and indirect quotes
Exchange rate quotations can be direct or indirect. 
A direct quote	gives	the	home	currency price of one unit of the foreign currency
This method of exchange quotation is referred to as American terms and is normally used in the wholesale for. foreign exchange or interbank market for quotations of the pound sterling/Australian dollar, New Zealand dollar and the euro
An indirect quote gives the number units of foreign currency needed to buy one unit of home currency.
This method of indirect exchange rate quotation is also referred to as European terms, expressing the exchange rate as the foreign currency price of one unit of home currency! 
Worldwide, most of the interbank quotations are stated in European terms.
See TB for this section –calculations

Bid, ask and spread
In actual interbank requests, however, dealers would give quotations as a bid/or buy) and ask (offer or sell). 
The bid is the price at which a bank will buy foreign exchange from another bank and the ask is the price/ bank will sell foreign exchange. 
Banks bid or buy foreign exchange at lower rates and ask or sell at higher rates.
The difference between selling and buying rates is called the spread and represents the dealer’s profit margin.
See TB


The single rate of US$1 = 7.0495 is referred to as a mid-rate. 
At any given point in time the spread will vary according to the individual dealer, the currency being traded and the trading banks overall view of conditions in the foreign exchange market 
The spread will probably increase in the case of thinly traded currencies or when the risks associated with the trading are perceived to be increasing.

A spot transaction in the exchange market involves the purchase of foreign exchange with settlement to be completed within two business days following the date of trasaction 
Bilateral spot foreign exchange rate or, more generally, the spot rate, is the price at which one currency trades for another currency in an immediate execution of the transaction
A forward exchange rate or forward rate is the price agreed on today for the purchase or sale of foreign exchange at a future date. 
Such a transaction is called a forward transaction and requires delivery of foreign exchange on a designated future date. 
Forward exchange rates are normally quoted for maturities or future value dates of one, three, six and 12 months.
Forward contracts should be settled by the second business day after expiry of the contractual time period

Example of a forward transaction
Forward quotations for exchange rates are either at a premium or at a discount from the spot rate. 
See TB for calculations here





The advantage of the forward market that it allows economic agents to contractually agree today on a future exchange rate that is fixed, thereby eliminating any risk from unfavorable exchange rate movements.
For financial decision-making purposes, it is important to note the following from our example
· If the future spot rate in three months should be higher than R7.1393, the importing company would experience a loss greater than the difference of R2 694 (a discount of 1.27%) in the absence of a forward contract. 

If the future spot rate in three months is lower than the forward rate of R7.1393, then the importer would record some cost savings in the absence of a forward contract.

· in other words, forward cover is not free.

Currency swaps
A currency swap is a trade which involves the exchange of two currencies by means of the simultaneous purchase and sale of a given amount of foreign exchange for two different value date 
A currency swap can thus be regarded as a sophisticated type of forward foreign exchange contract
Swap contracts are usesful for hedging foreign exchange rate risks by merely swapping the notional value of a currency to which one party has exposure and for which the counter-party has a need for its currency. 

Thus, currency swaps allow:
· moving out of one currency into another for a specified period without incurring foreign exchange risk
· companies to obtain long term foreign currency financing at lower costs that would have been possible with direct borrowing.
A common type of currency swap is referred to as spot against forward.
Cross rates
A cross-rate is the exchange rate between two currencies, calculated on the basis or their common relationship with a third currency. 
It is the exchange rate between two currencies, usually non US, and often infrequently traded currencies when both are quoted in some third currency usually the US dollar.
However, cross rates can be calculated for any two currencies based on the above approach.
 If a cross-rate is different to the quoted bilateral exchange rate between two countries a trader can earn an arbitrage profit by buying the undervalued currency while simultaneously selling the overvalued one.
Arbitrage
Worldwide; exchange rates tend to converge to the same value since information is readily available.
Where this is not the case there will be arbitrage opportunities simultaneously buying a currency in one market and selling it in another.
Arbitrage often involves more than two currencies.

Exchange rate determination
Exchange rate determinants
The price of foreign exchange is determined by the interaction of demand and supply for each currency relative to that of another currency.
The main motivators for the/ demand of a foreign currency are people s, desire for foreign goods and services, foreign investments, international financial instruments and to capitalize on speculative opportunities. 
Similarly, peoples desire to sell their products and services creates a supply of foreign currency.
The complexity of exchange rate determination and a lack of consensus regarding its determinants, there is general agreement that the following three factors have significant influence1 on .future exchange rates movements of a currency. 
These are :
· The country's relative inflation rate, 
· its relative interest rate 
· its market psychology




Exchange rates and price levels
The law of one price
The relationship between price levels and exchange rate movements is largely explained by the theory of purchasing power parity, based on the economic proposition of the law of one price
According to the law of one price, identical products sold in different countries must sell at the same price when the items' prices are expressed in the same currency,, .assuming the existence of competitive markets free from tariff and non tariff barriers and trade and transportation costs
Purchasing power parity
The accepted economic theory of purchasing power parity (PPP) states that the exchange rate between any two currencies adjusts to reflect differences in price levels in the two countries 
The theory states that the price of a basket of goods should be the same in each country and predicts that the exchange rate will change if relative prices change.
Differences national inflation rates are a main cause of changes in the relative prices of goods and services in a country. These price changes, in turn, are the major changes or adjustments in exchange rates where a country's inflation rate is believed to be a function of the growth supply 
A distinction is made between absolute purchasing power parity and relative purchasing power parity 
Absolute PPP means that a commodity service costs the same, regardless where it is sold or what currency it is sold 
Relative PPP does not serve as an indicator of absolute level of exchange rates, but rather of the change in exchange rates over time
According to relative PPI*, a change in the bilateral exchange rate is determined by the differences in the inflation rates between the two countries, and the bilateral spot rate
See TB for calculation



Relative PPP tells us that the exchange rate between South Africa and some foreign country will change if the South African inflation rate is higher or lower than that of the foreign country.
See TB









The relationships between exchange rates, interest rates and inflation rates
The Fisher effect
See TB




The Fisher equation is as follows*
When inflation is expected to be high nominal interest rates will also tend to be high to compensate, investors for a drop in the purchasing power of their money.
The international Fisher effect
This important relationship between exchange rates, Interest rates and inflation rates is embodied in the international Fisher effect 
States that for any two countries, the bilateral 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,
See TB




According to the underlying theory of the IFE, it is clear that the difference in returns (nominal interest, rates) between two countries (foreign country and home country) is equal to the difference in their inflation rates confirming the IFE theory that real interest rates are equal across countries.
Both the PPP and the IFE, however are poor predictors of short-term changes in spot exchange rates
Foreign exchange market and behavioural finance
Behavioral finance deals with explaining/ rational investors conduct that does not fit the efficient market hypothesis where financial assets fully reflect information about an asset
Various psychological factors as opposed to purely macroeconomic fundamentals, have become increasingly important in assessing the expectations of traders in the foreign exchange marked
[bookmark: _GoBack]The band-wagon effect where the herd instinct leads to certain types of mass trading behavior^ and actions, appears to have some influence on short-term exchange rate movement.





Exchange rate forecasting
Market efficiency
















Approaches to exchange rate forecasting













International capital markets
Money markets and capital markets
Money markets cater to the trading of short-term (one day to one year) financial assets, while capital markets cater to the trading of long-term financial assets, with long term deemed any maturity greater than one year. 
Typical examples of a capital market are equity and bond markets, while currency forward, repurchase agreement and treasury bill markets are quintessential examples of a money market. 
Foreign exchange activity (mainly effected via cross-border banking transactions) falls to a large extent under money markets, while roll-over exchange rate activity, cross-border multiple-year borrowing, portfolio capital investment and foreign direct investment fall under the capital market
Scope, structure and functions of international capital markets
An intimate knowledge of the international monetary system, the foreign exchange market and international capital markets is imperative if the international business firm is to succeed
International capital markets have distinct advantages for investors and borrowers alike. 
For investors, there is a much wider range of investment opportunities when compared to domestic capital markets. 
nternational capital markets allow investors to diversify their investment portfolios internationally, thereby reducing their portfolio risk to below the levels obtained in domestic markets. 
Where borrowers are concerned the added advantages of access to international capital markets bring:
· greater scope, 
· better financing opportunities, 
· greater liquidity 
· the potential for lowering the cost of capital

The Eurocurrency Market













The International bond market
Bonds constitute an important means of corporate finance where fixed-rate bonds are most commonly found.
 Two types of international bonds are foreign bonds and Eurobonds. 
Foreign bonds are normally sold outside the country of the borrower, but are denominated in the currency of the country of issue. 
Eurobonds are normally underwritten by international banking syndicates or consortia 
Eurobonds are by far the most popular type of bond in the international capital market. 
Their main advantage is that there is no foreign exchange risk if the Eurocurrency bond (Eurobond) is raised by an MNE subsidiary domiciled in the country of the bond currency documentation.
The rapid growth of the Eurobond market in recent years can be ascribed to the following:
· the absence of regulatory interference 
· less stringent disclosure requirements when compared to most domestic bond markets 
· a relatively favorable tax status

The international equity market
Development reflects a trend where investors are increasingly taking ownership in companies in foreign countries where regulatory and other systems allow such a practice. 
This practice has expanded to a situation where companies list their shares on stock exchanges in foreign countries. 
Seen as a preliminary step to the actual issuing of a company's shares on a foreign stock market, which increases its access to other financing sources and also has the potential to lower its cost of capital. 
These trends seem to underline the importance and continuous development of international capital markets for international business.
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