INTERNATIONAL FINANCIAL MANAGEMENT                                              SK. ISMAIL JABI MBA (IV SEM) 

Unit-I

International Business

Introduction:

The business across the borders of the countries had been carried on since times immemorial but the business had been limited to the international trade until the recent part. The past World War II periods witnessed an unexpected expansion of national companies into international (or) multinational companies because of certain developments in the national and inter national environments of many countries in the world. Soviet Union East Germany and several of East European countries like Yugoslavia have transformed their Socialistic economic into capitalistic economies many countries like India have liberalized their economies making more open for foreign trade improvements in the communication and transportation also are changes among others that facilitated increased international business in the present times.
Meaning of IB:  
International business is also called “Global business” international business is concerned with business activities and transaction that are carried out across two (or) more national borders. International business includes any type of business activity (or) transaction that crosses national borders.
Definition 

According to Francis Cheurnitan defined IB as “any business activity (or) transaction that transcends the national borders” 
Scope of International business:

International business is much broader in scope it involves international marketing, international investments, management of international human resources, management of cultural diversity, management of international production and the like the global business is carried on in several ways. One way is through international trade, such as imports and exports. Anther is through foreign direct investment. A third is through licensing franchising, joint ventures and other forms. Thus international business may be understood as those business transactions that involve the crossing of national borders. They are

· Import and export of commodities and manufacture of goods.

· Investment of capital in manufacturing extractive and Agricultural sectors, transportation and communications.

· Supervision of employees in different countries.

· Investment in international services like banking advertising tourism retiling and construction.

· Transactions involving copy rights, patents, trade marks and process of technology.

· Outsourcing part of the production from/ to other countries.
Importance of International business: 
1. Wider Market:

International business widens the market and increases the market size. Therefore, the companies need not depend on the demand for the product in a single country (or) customer’s tastes and preferences of a single country.
2. High living standards: 
Comparative cost theory indicates that the countries which have the advantage of raw-materials, human resources and climatic conditions in producing particular goods can produce the particular products at low cost and also of high quality customers in various countries can buy more products with the same money. In turn it can also enhance the living standards of the people through enhances purchasing power and by consuming high quality products.

3. Reduced Risks:
Both commercial and political risks are reduced for the companies engaged in international business due to spread in different countries. Multinational which were operating in erstwhile U.S.S.R were affected only partly due to their suffer operations in other countries but the domestic companies of then U.S.S.R collapsed completely.
4. Reduced effects of business cycles:

The stages of business cycle vary from country to country. Therefore, multinational companies shift from the country, experiencing recession to the country experiencing “boom” conditions, thus international business firm can escape from the recessionary conditions. 
5. Increased socio-economic welfare:

Increased socio-economic welfare in IB enhances consumption level and economic welfare of the people of the trading countries.

Example: The people of China are now enjoying a variety of product of various countries than before as China has been actively involved in IB like coco-cola, Mc-Donald’s range of products, and electronic products of Japan and Coffee from Brazil thus the Chinese consumption levels and socio-economic welfare are enhanced. 
6. Large Scale economics:


Multinational companies due to the wider and larger markets produce large quantities. Invariably, it provides the benefit of large scale economies like reduced cost of production, availability of expertise quality etc.

7. Potential untapped markets: 
IB provides the chance of exploring and exploiting the potential markets which are untapped so for. These markets provide the opportunity of selling the product at higher price than in domestic markets.
Example: Bata Shoe Company sells shoes in UK at Rs 7000/- whose price is around. Rs 700/- in India.

8. Division of labour and specialization:

IB leads to division of labour and specialization. Brazil specializes in coffee, Kenya in tea Japan in automobiles and electronics, and India in textile garments.
9. Economic growth of the world:

Specialization, division of labour, enhancement of productivity, posing challenges, development to meet them, innovation and creations to meet the competition lead to overall economic growth of the world nations. IB particularly helped the Asian countries like Japan, Korea, Singapore Malaysia and the United Arab Emirates. 
10. Optimum and proper utilization of world resources: IB provide for the flow of raw-materials, natural resources and human resources from the counties where they are in excess supply to those countries which are in short supply (or) need most.
Example: Flow of HRs from India, consumer goods from U.K, France, Italy and Germany to developing countries. This in turn helps for the optimum and proper utilization of world resources.

11. Cultural Transformation:
 International business benefits are not purely economical (or) commercial the benefits are even social and cultural. These days we observe that the west is slowly tending towards the east and vice versa. It does mean that the good cultural factors and values of the east are acquired by the west and vice versa. Thus, there is a close cultural transformation and integration.
Nature of IB:
· Import and export of commodities and Manufacturing of goods.
· Investment of capital in manufacturing, extractive and Agricultural sectors, transportation and communications.

· Supervision of employees in different countries.

· Investment in international services like banking, Advertising tourism, retailing and construction.

· Transactions involving copy rights, patents, trademarks and process technology.
International business is buying and selling of not only finished goods but of inputs also, IB is not only in inputs and outputs but “Throughputs” also.
Routes of International Business: [Methods of IB]








1. Exports and Import:

Exports are goods and services produced in on country but marketed in another country imports are goods and services produced in one country but bought by another country. Exports and imports do not take place only in tangible goods, but also include services such as those provided by international airlines, cruise lines, reservation agencies and hotels.
2. Foreign direct investment [FDI]:
Foreign direct investment represents equity funds invested in other countries rich countries have invested large amounts of money in other industrialized nations and smaller amounts in less developed countries. As nation become more affluent, they have a tendency to pursue FDI in geographic areas that have economic growth potential. 
3. Licensing: 
Licensing is a popular method of entering foreign markets, under a license agreement, one firm permits another to use its intellectual property for compensation called royalty the firm that makes the offer is licensor, and the recipient firm as the license. The property licensed generally includes patents, trade marks; copy right, technology, technical know-how (or) specific business skills, licensing amounts to exporting intangibles. Licensing may help avoid host country regulations that are more prevalent in equity ventures. Licensing may also provide a means by which foreign markets can be tested without major involvement of capital (or) managerial time.
4. Franchising:

Franchising is a form of licensing franchise involves the granting of right by a parent company (the franchise to anther (the franchisee) to do business in a prescribed manner. This right takes the form of selling the franchiser’s products using its name, production and marketing technique (or) using its general business approach. The major form of franchising is manufacturer-retailer systems (such as soft drink companies) and service firm-retailer system (such as a car dealership) manufacturer-wholesaler system (such as lodging services fast food outlets and hotels etc).   
5. Joint ventures: 

A Joint venture is an agreement involving two (or) more organization’s that arranges to produce a product (or) service through a collectively owned enterprise. Establishing a joint venture with a foreign firm has long been a popular mode of entering a foreign market.
6. Wholly owned subsidiaries:

In wholly owned subsidiaries the company owns 100% of the equity. Establishing a wholly owned subsidiary in a foreign country can be done in either of two ways, the company can set up a new operation in that country (or) can acquire an established firm and use that firm to promote its products.
Factors forcing to International Business (or) Drivers of IB:  
· Liberalization (1980) & WTO

· Growth of MNC (1997)

· Technological Revolution

· Transportation and communication Revolutions
· Product development cost and efforts

· Quality and cost

· Increasing Competition
· Regional integration EU, NAFTA
Problems of International business:

· Political instability
· High foreign indebtedness

· Exchange instability

· Entry requirements

· Tariffs, quotas and Trade barriers

· Technological pirating

· High cost
· Corruption

Theories of International business:
1. Theory of Absolute Advantage:


In 1776, Adam Smith proposed the theory that international trade takes place because one country may be more efficient in producing a particular good than another country and that other country may be capable of producing some other good more efficiently than the first one. This provides an incentive to trade as both the countries can benefit from specialization and the resultant increase in productivity.
Example: Suppose there are two countries. “Angelland and Babel”. Angelland can produce a supercomputer by using 10 units of labour. While Babel uses 15 units of labour for the same on the other hand to produce an Aircraft Angelland requires 20 units of labour and Babel requires only 10 units of labour. All other factors are use in equal amounts by both the countries.
Here, Angelland enjoys an absolute advantage in producing supper computers and Babel in producing aircrafts. According to Adam Smith, in such a scenario, Angelland will restrict it self to producing supercomputers and Babel to Aircrafts. These goods will then be traded among these two countries. 

Limitations of this theory:

1. It explains the causes of trade between two countries only in those situations, where both the countries enjoy absolute advantage in the production of at least one product.
2. It assumes that the transportation cost involved in selling a commodity in a country other than the one in which it was produced are either non-existent (or) insignificant when compared to the degree of comparative advantage. This may not always hold good. A further assumption of the model is that prices are comparable across countries, further implying stability of exchange rates.
These assumptions may again not hold lastly the theory assumes mobility of labour between products. As a country star concentrating on producing the commodity in which it enjoys a comparative advantage, the labour is assumed to shift from other sectors to that sector. 


2. Theory of Comparative Advantage:

In 1817, David Ricardo, an English economist, came out with the theory of comparative Advantage. Ricardo believed that two countries would trade to increase their national Welfare provided each country has a comparative advantage in the production of one good over the other. In other words, two countries would trade even when one country has absolute advantages in any products. 
According to this theory, each country should produce that good in which it has a comparative advantage. A country will be better off by concentrating on the production of goods in which it has the lower relative labour costs (or) higher relative labour productivity.
Lobour costs per unit (in hours)
Country


Cell phone


Bottle of Beer
Germany



8



10


India




20



15
The above table shows that the production cost of both cell phones and beer is lower in Germany than in India, but according to the theory of comparative advantage Germany should specialize in cell phones and exchange them for India beer by doing so it can obtain from India a bottle of only 8 hours of labour instead of 10 hours that it would require at home.
Similarly, India can obtain cell phones from Germany for 15 hours of labour instead of 20 hours of labour that would be required to produce at home. In propounding the theory of comparative advantage, David Ricardo made certain implicit assumptions the important ones are
· Returns to scale from production technology is constant in both the countries.

· Factors of production are mobile and can be easily moved from one sector to anther.

· The market structure in both the countries is that of perfect competition.

· No technological innovation takes place in any of the countries and there are no technological spillovers.

Rationale behind the theory of comparative advantage:
The rationale behind the theory of comparative advantage is increased productivity when productivity increases the same amount of labour can yield more goods and services and this results in greater wealth creation. Productivity increases and the standard of living increases when there is specialization of production and countries do not produce everything but only those they can produce efficient everything else is imported. According to the economic law of comparative advantage. Every country benefits when specialization and trade take place. Both countries should specialize even if one country cannot produce any good more efficiently than the other country this is because every country has a comparative advantage in producing certain goods than others.
3. Heckscher – Ohlin Theory:

Ricardo’s theory was based on labour values and was criticized on the grounds that it ignored other factors of production. Such as land and capital. The Heckscher-Ohlin theory aimed to remedy this deficiency by explaining trade in terms of relative factor intensities. The basic idea behind this theory was that while countries would have different endowments of factors of production, the difference could be offset by trade, there by making the international mobility of factors unnecessary for economic development. In other words, the theory of comparative advantage assumes a single factor of production-labour and describes a situation in which trade takes place between countries having different technologies i.e.,  countries operating at different levels of efficiency and therefore having certain comparative advantages. The Heckscher-Ohlin model developed by Eli Heckscher and Bertal Ohlin in the 1920’s explores the possibility of two nation operating at the same level of efficiency, benefit by trading with each other.
Assumption:

· There are no obstructions to trade (no trade controls, transport costs)

· Both commodity and factor markets are perfectly competitive.

· There are constant returns to scale. Both the countries have the same technology and hence operate at the same level of efficiency.

· There are two factors of production-labour and capital. Both are perfectly immobile in inter-country transfers, but perfectly mobile in inter-sector transfers.   
According to this theory, there are two types of products-labour intensive and capital intensive two countries operating at the same level of efficiency can and do benefit from trade due to the differences in their factor endowments. The labour-rich country is likely to produce labour-intensive goods, while the country rich in capital is likely to produce capital-intensive goods. The two countries will then trade in these goods and reap the benefits of international trade.
4. Imitation-GAP theory:   
This theory proposed by Posner considers the possibility of trade between two countries having the same factor endowments and consumer tastes. According to this theory improvement in technology is a continuous process and the resulting inventions and innovations in existing products give rise to trade between these countries.

The extent of trade between countries will depend upon the difference between the demand lag and the imitation lag demand lag is the difference between the time a new (or) an improved product is introduced in one country and the time when consumers in the difference between the time a product is introduced in one country and the time when the producers in the other country start producing it.
The imitation lag depends on a number of factors like the readiness of the producers in the second country to adopt new technology, the patent lows of the country, time taken by the producer in the second country to learn the new process and to make suitable changes in the existing plant and machinery. The demand lag depends to a large extent on the speed and effectiveness of the flow of information, the readiness of the consumers in the second country to use innovative products, the speed with which they real to change in technology and their ability to convert their desires into demand.
If due to any of these factors, the imitation lag is shorter than the demand lag no trade will take place between the two countries. However, usually the demand lag is shorter than the imitation lag, that being the care, the country coming up with the innovation will be able to start exporting to the second country when the consumers there become aware of the product and the exports will increase as awareness about the product increase, exports will continue to increase till the demand lag is over i.e., till all the consumers react to the innovation. If the local producers start producing the same product before this time period, they can curl the growth of those imports into their country. Otherwise the exports will continue.
5. International product life cycle theory:


The international product life cycle [IPLC] theory proposed by Raymond Vernon explains various stages in the life of a product and the resultant international trade two important factors this theory considers are technological innovation and market structure.
Important principles of this theory are:

· New products are developed as a result of technological innovations.

· Trade patterns are determined by the market structure and the new products life cycle.

According to this theory, innovations are generally made in the richer more developed countries. In the early stages of a new products life cycle. It is produced and exported by the country which introduced the innovation. In the second stage of the product production may shift to other developed countries where the factors of production are available in abundance and thus offer a cost advantage. In third and final stage, production shifts to less developed countries and the country that originally exported the goods now becomes the importer.
There are two reasons for innovations being largely confined to the capital rich countries.

First: The environment in these countries is conducive to research and development which is essential for innovations. This is so because the patent regulations in these countries are effective and the tax structure is such that it encourages research. R&D generally requires a lot of money and skilled labour, which are available a plenty in capital-rich countries.
Second: Consumers in these countries generally have high incomes and are ready to try new products.
An overview of International Financial Management: 

A study on international financial management gives an overall knowledge on various financial functions of an overseas business and also it is a study an environmental and other financial matter at international level of various aspects the main aspects in IFM are

1. Nature of IMF

2. Comparison of Domestic FM and IFM

3. Functions of IFM

1. Nature of IFM:


Nature of IFM is dynamic and complex the key decisions of financial management.

A. Investment decisions

B. Financial management decisions

C. Asset management decisions

(A). Investment Decisions:


The investment decisions are to be carefully examined by taking various factors while taking investment decisions a country must consider any economic, political, cultural factors, the benefits costs and risk associated in each decision are to be carefully studied. The investment decision refers to capital budgeting decision it specifies. Who firms going to invest funds in the overseas operations it may be in the form of acquiring a foreign business building. Plants at abroad portfolio investment etc. Hear estimation of cash flow is an important issue.  
(B). Financial Management decisions:


Financial management decisions refers to designing a capital sourcing strategy by International business the emphasis is given to raising funds with a low cost the composition capital will determine by the capital structure capital structure.
(C). Asset Management decisions:


Asset Management decisions are refers to maximizing of cash balances and minimizing of currency conversion cost and minimizing of foreign risk exposure.     
2. Comparison of Domestic FM and IMF:

With respect to similarity the objective of wealth maximization and the nature of key decisions of both domestic and IMF are the same.


With respect to dissimilarity the scope of earnings excess returns are more than normally earned in domestic business is one hear there is a need to under stand unique risks like foreign exchange risk, political risk, currency convertibility which generally not consider in domestic FM 

3. Function of IFM  





(a). Foreign exchange market:


The foreign exchange market is a place where one country currency is denominated into another country currency. The foreign exchange market is primary considered to performing the functions like
· Currency convertibility

· Provision of credit for IB

· Minimizing the risk

(b). International liquidity:


The international liquidity deals with the ability of a country for the payments to the short-term and long-term credit providers if exports are high generally the capacity of such country’s for paying external debits will be higher in order to strength the liquidity position of all the country’s they have to deposit some portion of foreign currency and specified level of gold reserve with IMF based on the two deposits it will grant special drawing rights [SDR].
(c). Balance of payments:


Bops is a statistical statement that systematically summarized the monetary transactions of economy with the rest of world it consists of three accounts each account will summarized the net value of foreign exchange earned disposed they are.
· Current A/C

· Capital A/C

· Official reserve A/C 

(d). International monetary system [IMF]:


The monetary system of country is responsible for controlling the credit. Monetary system is operated with the help of monetary policy, monetary policy will desired to bringing changes in availability of credit cost of credit expansion and contrast in the money supply these are the 3 basic factors that determines the economic activities of a nation, various country should have a goods and services and the credit on controlling the monetary system at the country level the central bank operates the monetary system in our country RBI will operates. 
By expending above logic we can say that IMS is responsible for binging financial discipline in the country’s the IMS is comparison of IMF, WB these two organizations are capable of influencing the investors and borrowers all over the world they can influence the monetary transactions which are having direct barring in the economic activities.
(e). International financial markets:


Financial market is a place where the needs of barrowers and lenders of money are satisfied in simple words financial market is a place where individuals and corporations financial requirements are provided generally banks are considered key components in any financial market. Stock exchange is a component in the financial markets the needs of firms for funds may be in two forms they are short term and long term. These needs are going to be satisfied by financial markets.

The 4 basic institutions are doing (or) providing finance in international they are.

· International Banks

· Euro currency market

· Euro band market

· International stock exchange

Recent changes and challenges in IFM:
Challenges: The start of  the 21st century was market by an even great acceleration of environmental changes and significant increase in uncertainties facing the firms the responsibilities of today’s finance managers can be understood by examining the principal challenges they are required o cope.
(1). To keep up-to-date with significant environmental changes and analyze their implications for the firm. Among the variables to be monitored are exchange rates, interest rates and credit conditions at home and abroad, changes in industrial, tax and foreign trade policies, stock market trades, fiscal and monetary developments emergence of new financial instruments and products etc.
(2). To understand and analyze the complex interrelationships between relevant environmental variables and corporate responses-own and competitive-to the changes in them. Numerous examples can be cited. What would be the impact of a stock market crash on credit conditions in the international financial markets? What opportunities will emerge if infrastructure sectors are opened up to private investment? What are the potential threats from liberalization of foreign investment? How will a default by a major debtor country affect funding prospects in international capital markets? How will a takeover of a major competitor by an outsider affect competition within the industry?
(3). To be able to adapt the finance function to significant changes in the firm’s own strategic posture: A major change in the firm’s product-market mix, opening up of a sector (or) an industry so far prohibited to the firm, increased pace of diversification, a significant change in operating results and substantial reorientation in a major competitor’s strategic stance are some of the factors that will call for a major financial restructuring, exploration of innovative funding strategies changes in dividend policies, asset sales to overcome temporary cash shortages and a variety of other responses.
(4). To take in stride past failures and mistakes to minimize their adverse impact. A wrong takeover decision, a large foreign loan in a currency that has since started appreciating much faster than expected, a floating rate financing obtained when the interest rates were low and have since been rising rapidly, a fix-price supply contract which becomes insufficiently remunerable under current conditions and a host of other errors of judgment which are inevitable in the face of the enormous uncertainties.
   (5). To design and implement effective solutions to take advantage of the opportunities offered by the markets and advances in financial theory.
Changes in IFM:

The decade of 80s witnessed unprecedented changes in financial markets around the world, the seeds of these changes were however sown in the 1960s with the emergence of euro markets which here a sent of parallel money markets, virtually free from any regulation. This led to internationalization of the banking business these markets grew vigorously during the seventies and pioneered a number of innovative funding techniques. 
The outstanding feature of the changes during the 80s was integration the boundaries between national markets as well as those between national and offshore markets are rapidly becoming blurred leading to the emergence of a global unified financial market. 
The attainment of the economic and monetary union (EMU) and the birth of Euro in the closing years of the decade of 1990s have led to the emergence of a very capital market which has the potential to rival the US financial markets as provider of capital to firms and government around the world.   

**************
Unit-II

Balance of Payments [BOP]

Meaning and Definition of BOPs:

The balance of payments of a country is a comprehensive and systematic record of all the economic and financial transactions between its residents and residents of foreign countries over a period of time. It shows the details of one country’s total payments to all other countries and its total receipts and receipts on account of international economic and financial transactions.
In the words of “Kindle Berger” “Balance of payments is a systematic record of all economic transactions between the resident of the reporting country and the residents of foreign countries during a given period of time”.

According to Prof Benham “Balance of payments of a country is a record of the monetary transactions over a period with the rest of the world”.

The BOPs takes into account the export and import of both the visible and invisible items, in other words, it takes into consideration, the export and import of goods of all kinds including consumer goods, consumable durables, fast moving consumer goods capital goods and services like banking, insurance, tourism, transportation etc and payments presents an account of comprehensive economic and financial transactions of a country with the rest of the global.
Features of BOPs:

· It is a systematic record of all economic and financial transactions between one country and the rest of the world.
· It includes all transactions, visible as well as invisible.

· It relates to a period of time. Generally, it is an annual statement.

· It adopts the double entry book keeping system therefore; it has a credit and debit side. Foreign exchange receipts are recorded on the credit side and payments on the debit side.

· In the accounting sense, total credits and debits in the BOP statement always balance each other.

· Principles for Valuation of Transactions:

· Every year a large number of transactions enter the BOP A/C of each country. To make the date comparable across countries system be adopted for valuing these transactions the IMF manual recommends the following principles to be followed for valuation of transactions entering the BOP A/C.
· The transactions should be valued at market prices for this purpose, the manual describes market price as “The amount of money that a willing buyer pays to acquire something from a willing seller, when such an exchange is one between independent parts into which nothing but commercial considerations enter”.

· Both imports and exports should be valued at free on board basis this means that the price paid for the insurance and shipment of goods either by the importer (or) the exporter but should be recorded separately as a payment for services (wherever paid to a foreign agency).

· Any transaction denominate in a foreign currency should be converted into the domestic currency at the exchange rates prevailing in the market at the time the transaction took place.

Accounting Components of the BOPs:

1. The Current Account:

The current account records all the income related flows these flows could arise on A/C of trade in goods and services and transfer payments among countries trade in goods consists of exports and imports. It is also referred to as merchandise trade. As explained earlier, a country’s exports i.e. sales of goods to residents of another country, are a source of reserves. Similarly, a country’s imports, i.e. purchases of goods from another country are a use of reserves thus they enter on the credit and the debit side of the BOP A/C respectively, trade in services consists of payment and receipts an A/C on assets like patents and copy rights, tourism, transport, insurance income from other physical property banking and other factor. Services involving residents of two countries. As a country receives any of these services and pays for them, it results in the use of reserves and hence appears on the debit side of the BOP A/C. if it extends these services and receives payment for the same, it results in a source of reserves and gets recorded as a credit entry in that country’s BOP A/C. 
The BOP A/c always balances yet the individual components may (or) may not balance this in reality gives rise to the widely discussed deficits (or) surplus arising in the BOP A/c of merchandise trade results in a trade surplus which a net out flow result in a trade deficit. 
In the same way, a net inflow after taking all entries in the current A/c into consideration is referred to as the current A/c surplus and a net outflow as current A/c deficit. 
2. The Capital Account:  
The capital account records movements on A/c of international purchase (or) sale of assets. Assets include any from in which wealth may be held money held as cash (or) in the form of bank deposits, shares, debentures, other debt instruments, real estate, land factories, antiques etc. any purchase of a foreign asset by a resident is entered as debit item in that country’s BOP A/c, while any purchase by a foreign resident of a domestic asset is recorded as a credit item. The excess of the credits over debits in this A/c over a particular period is referred to as the Capital A/c surplus. The excess of debits over credits is known as Capital A/c deficit.
3. Official Reserves:
Official reserves include gold, reserves of convertible foreign currencies, SDRs and balance with the IMF, which are the means of international payment. Foreign currencies may be held in the form of balances with foreign central banks (or) as foreign govt securities. The official reserves A/c reflects the amount of these “Means of international payment” acquired (or) lost during the period for which the BOP account is constructed.
Performa of BOPs are Presented by RBI: 

	Transactions
	Credit
	Debit
	Net Amount

	A. Current Account:

1. Merchandise 
– Export 
--Import

2. Invisibles 

a. Services

Travel

Transportation

Insurance

Miscellaneous 

b. Transfer Receipts/Payments

Official

Private

c. Investment income
Total current A/c [1+2]

B. Capital Account: 
     1. Foreign Investment (a + b)
a. In India direct Portfolio

b. Abroad

2. Loans

a. External Assistance

By India

To India

b. Commercial Borrowings

[Medium-term and long term]

By India

To India

c. Short-term Capital flow

To India

3. Banking Capital flow

a. Commercial Banks 

Assets

Liabilities

Non resident deposits

b. Others 

4. Rupee Debt service

5. Other Capital

Total Capital a/c (1+2+3+4+5)
C. Official Reserves

IMF

Foreign Exchange reserves

Total Official Financing
	
	
	     XXXX

     XXXX

     XXXX


Factors of goods and services:
1. Exports of goods and services:

· The prevailing exchange rate of the domestic currency.

· Inflation rate.

· World prices of a commodity.

· Income of foreigners.

· Trade barriers.

2. Imports of goods and services:

· Value of the domestic currency
· Level of domestic income

· International prices

· Inflation rate

· Trade barriers

3. Income on investments

4. Transfer payments

5. Capital A/c transactions

Limitation of BOP statement:

BOP is an important source of information on economic and financial situation of a country, the analysis of different accounts in a BOP statement, inter-re enables one to understand or foresee the circumstantial or structural equilibrium. 

Sources of information used to prepare a BOP statement are varied, namely central bank, institutions liked with external trade such as export-import (exim) bank and customs authorities, etc. a perfect coherence among these sources may not be possible thus, the account errors and omissions serves to bring about an equilibrium between economic operations and their monetary counter parts.

BOP statement is established in terms of transactions. That is, it takes into account transactions rather than settlement. But the dates of effective settlements may be for distant in time from the dates of delivery owing to advances accorded commercial credits delay in payments or non-payments, etc.


BOP is expressed in national currency. But often the operations have been done in other currencies. This causes the problem of exchange gain or loss which is ignored; some countries like Japan prepare the BOP statement in two currencies, Yen and US dollar.
International trade flows: (factors)

When doing the international business, the international trade can significantly affect a country’s economy. It is important to identify on monitor the factors that influence it. They are

Impact of inflation:


The most effecting factor of the international trade factor is inflation rate of the country if a country’s inflation rate increases relative to the countries with which it trades. Its current account will be expected to decrease, other things being equal. Consumers and corporations in that country will most likely purchase more goods overseas (due to high local inflation), while the country’s exports to the other countries will decline.
Impact of national income:


If a country’s income level (national income) increases by a higher percentage than those of other countries, its current account is expected to decrease, other things being equal. As the real income level (adjusted for inflation) rises, so does consumption of goods. A percentage of that increase in consumption is most likely reflect an increased demand for foreign goods.

Impact of government restrictions:


A country’s government can prevent or discourage imports from other countries. By imposing such restrictions, the government disrupts trade flows they are

· Import controls

· Tariffs and quotas

· Tariff rates 

· Import restrictions

· Trade sanctions

Impact of exchange rates:


Each country’s currencies are valued in terms of other currencies through use of exchange rates, so that currencies can be exchanged to facilitate international transactions. The values of most currencies can fluctuate over time because of market and govt forces. If a country’s currency begins to rise in value against other currencies, its current account balance should decrease, other things being equal. As the currency strength ness, goods exported by that country will become more expensive to the importing countries. As a consequence, the demand for such goods will decrease. 

Agencies that Facilitating International Trade flows: 
1. International Monetary Fund: [IMF]
The United Nations Monetary and financial conference held in Britton woods, New Hampshire, in July 1944, was called to develop a structure international monetary system. As a result of this conference, the International Monetary fund (IMF) has formed.

Objectives of IMF:

· Promote co-operation among countries on international monetary issues.

· Promote stability in exchange rates.

· Provide temporary funds to member countries attempting to correct imbalances of international payments

· Promote free mobility of capital funds across countries.

· Promote free trade it is clear from these objectives that the IMF’s goals encourage increased internationalization of business.   
The IMF is overseen by a Board of Governors, composed of finance officers (such as the head of the central bank) from each of the 184 member counties. It also has an executive board composed of 24 executive directors representing the member countries this board is based in Washington, D.C and Meets at least three times a week to discuss ongoing issues.

One of the key issues and the key duties of the IMF is its Compensatory Financing Facility (CFM), which attempts to reduce the impact of export instability on country economies. Although it is available to all IMF members this facility is used mainly by developing countries. A country experiencing financial problems due to reduced exports earnings must demonstrate that the reduction is temporary and beyond its control. In addition, it must be willing to work with the IMF in resolving the problem. 


Each member country of the IMF is assigned a quota based on a variety of factors reflecting that country’s economic states. Members are required to pay this assigned quota. The amount of funds that each member can borrow from the IMF depends on its particular quota.

The financing by the IMF is measured in special drawing rights (SRDs). The SDR is not a currency but simply a unit of account. It is an international reserve asset created by the IMF and allocated to member countries to supplement currency reserves. The SDR’s value fluctuates in accordance with the value of major currencies

The IMF played an active role in attempting to reduce the adverse effects of the Asian Crisis. In 1997 and 1998, it provided funding to various Asian countries in exchange for promises from the respective governments to take specific actions intended to improve economic conditions.   
2. World Bank [WB]: 
The International Bank for Reconstruction and Development [IBRD], is also referred to as the World Bank, has established in 1994, its primary objective is to make loans to countries to enhance economic development. The main resources source of funds is the sale of bonds and other debt instruments to private investors and governments; the World Bank has a profit oriented philosophy. Therefore, its loans are not subsidized but are extended at market rates to governments and their agencies that are likely to repay them. 
A key aspect of the World Bank’s mission is the Structural Adjustment loan [SAL], established in 1980. The SAL’s are intended to enhance a country’s long-term economic growth because the World Bank provides only a small portion of the financing needed by developing countries; it attempts to spread its funds by entering into co financing agreements they are 

Official aid agencies:

Development agencies may join the World Bank in financing development projects in low-income countries.

Export credit agencies:

The World Bank co finances some capital intensive projects that are also financed through export credit agencies.

Commercial Banks:
 The World Bank has joined with C.Bs to provide financing for private sector development in recent years more than 350 banks from all over the world have participant in co financing, including Bank of America, J.P, Morgan chase and City group.
The W.B recently established the Multilateral Investment Guarantee Agency [MIGA], which offers various forms of political risk insurance. This is an additional means [along with it SALs] by which W.B can encourage the development of international trade and investment.
3. World Trade Organization [WTO]:

The WTO has created as a result of the Uruguay Round of trade negotiations that lead to the GATT ACCORD IN 1993. This organization has established to provide a forum for Multilateral Trade negotiations and to settle trade disputes related to the GATT accord. It began its operations in 1995 with 81 member countries and more countries have joined since then. Member countries are given voting rights that are used to make judgments about trade disputes and other issues.
4. International development Association: 
The International Development Association (IDA) was created in 1960 with country development objective some what similar to those of the W.B its loan policy is more appropriate for less prosperous nations, how ever. The IDA extends loans at low interest rates to poor nations that cannot qualify for loans from the W.B. 
5. Bank for International Settlements: 
The Bank for international settlements [BIS] attempts to facilitate co-operation among countries with regard to international transactions it also provides assistance to countries experiencing a financial assets & a financial crisis. The BIS is sometimes referred to as the “Central Banks” Central Bank” (or) the “Lender of last resort” it played an important role in supporting some of the less development countries during the international debt crisis in the early and mid 1980s. It commonly provides financing for central banks in Latin American and eastern European countries. 
6. Regional development Agencies:

Several other agencies have more regional objectives relating to economic development. These include for example, the inter-American development bank (focusing on the needs of Latin America), the Asian development Bank (establish to enhance social and economic development in Asia) and the African development bank (focusing on development in African countries).

In 1990, the European bank for Reconstruction and development has created to help the eastern European countries adjust from communism to capitalism.  
  **************
Unit-III

International Monetary System

Introduction


The international monetary system can be defined as “The institutional frameworks within which international payments are made, movements of capital are accommodated and exchange rates among currencies are determined”. It is a complex whole of agreements, rules, institutions, mechanisms and policies regarding exchange rates, international payments and flow of capital the international monetary system has evolved over time and will continue to do so in the future as the fundamental business and political conditions underlying the world economy continue to shift.
Evolution of the international monetary system:- 


The international monetary system went through several distinct stages of evaluation. These stages are summarized as follows.
Stage 1  
Bimetallism: Before 1875.
Stage 2

Classical gold standards 1875-1914. 


Stage 3 
Interwar period 1915-1944.

Stage 4

Britton woods systems 1945-1972.

Stage 5

flexible exchange rate regimes since 1973.
Gold standard [1875-1914]:-
Mankind’s fondness for gold as storage of wealth and means of exchange dates back to antiquity and has shared widely by diverse civilizations. Christopher Columbus once said, “Gold constitutes treasure and he who possesses if has all he needs in this world.” The first full fledged gold standard however was not established until 1821 in Great Britain, when notes from the bank of England were made fully redeemable for gold. As previously mentioned France was effectively on the gold standard beginning in the 1850s and formally adopted the standard in 1878. The newly emergent German empire, which has to receive a sizable war indemnity from France, converted to the gold standard in 1875, discontinuing free coinage of silver. The United States adopted the gold standard in 1879, Russia and Japan in 1897. 
One can say roughly that the international gold standard existed as a historical reality during the period 1875-1914. The majority of countries gat off gold in 1914 when world war broke out the classical gold broke out the classical gold standard as an international monetary system thus lasted for a bout 40 years. During this period, London becomes the center of the international financial system, reflecting Britain’s advanced economy and its preeminery position in international trade.
An international gold standard can be said to exist when, in most major countries gold alone is assured of unrestricted coinage.

· There is two-way convertibility between gold and national currency at stable ratio.

· Gold may be freely exported [or] imported. In order to support unrestricted convertibility into gold, bank notes need to be backed by a gold reserve of a minimum stated ratio. In addition, the domestic money stock should rise and fall as gold flows in and out of the country. The above conditions were roughly met between 1875 and 1914.

Under the gold standard, the exchange rate between any two currencies will be determined by their gold content.

Example:- If you want to buy 1000 Frances using pounds. If you buy 1000 Frances in the exchange market, it will cost you ₤ 555.56 at the exchange rate of Frances 80/ ₤. Alternatively, you can 83.33 =1000/12 ounce of gold from the Bank of England for ₤ 500.

₤ 500= [1000/12]*6
Then you could ship it to France and sell it to the Bank of France for 1000 Frances. This way, you can save about ₤ 55.56. Since people only want to buy, not sell, pounds at the exchange rate of Frances 80/₤. The pound will eventually appreciate to its fair value, namely, Fr 2.0/₤.
The gold standard, however, has a few key short comings first of all, the supply of newly minted gold is so restricted that the growth of world trade and investment can be seriously hampered for the lack of sufficient monetary reserves. The world economy can face deflationary pressures. 

Second, when ever the government finds it politically necessary to pursue national objectives that are inconsistent with maintaining the gold standard, it can abandon the gold standard. In other words, the international gold standard per second has no mechanism to compel each major country to abide by the rules of the game.

Interwar period [1915-1944]:-
The international gold standard of the late 1920’s how ever, was not much more than a facade. Most major countries gave priority to the stabilization of domestic economies and systematically followed a policy of sterilization of gold by matching inflows and out flows of gold respectively. With reductions and increases in domestic money and credit. 
Britton woods system [1945-1972]:-    

In July 1944, representatives of 44 nations gathered at Britton woods, New Hampshire, to discuss and design the past war international monetary system. After lengthy discussion and bargains, representatives succeeded in drafting and signing the Articles of Agreement of the International Monetary Fund [IMF] which constitutes the core of the Britton woods system. The agreement was subsequently ratified by the majority of countries to launch the IMF in 1945, the IMF embodied for enforcing these rules. Delegates also created a sister institution, the International Bank for Reconstruction and Development [IBRD], better known as the World Bank, that was chiefly responsible for financing individual development projects.


In designing the Britton woods system, representatives were concerned with how to prevent the recurrence of economic nationalism with destructive “Begger-thy-neighbour” policies and how to address the lake of clear rules of the game plugging the interwar years. The British delegates led by John Maynard Keynes proposed an international clearing union that would create an international reserve asset called “Bancor”.

Under the Britton woods system, each country established a par value in relation to the US duller which has pegged to gold at $35 per ounce. Each country has responsibility for maintaining its exchange rate with in ± 1% of the adopted par value by buying [or] selling foreign exchanges as necessary. How ever, a member country with a “Fundamental disequilibrium” may be allowed to make a change in the par value of its currency. Under the Britton woods system, the US $ has the only currency that has fully convertible to gold, other currencies were not directly convertible to gold.  
The Design of the Gold-Exchange System.   
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Trends in Britton woods system:-

The IMF created an artificial international reserve called the SDR in 1970.the SDR, which is bastet currency comprising major individual currencies, was allotted to the members of the IMF, in addition to gold and foreign exchanges, countries could use the SDR to make international payments. Initially, the SDR has designed to be the weighted average of 16 currencies of those countries whose shares in world exports were more than 1%. The percentage share of each currency in the SDR was about the same as the country’s share in world exports. In 1981, however, the SDR has greatly simplified to comprise only 5 major currencies. They are:-
· US dollar

· German mark

· Japanese yen

· British pound

· French franc

· Euro.

After several years some professionals from some countries are made arguments against the Britton woods system. In an attempt to save the Britton woods system, 10 major countries, known as the group of 10, met at the Smithsonian institution in Washington DC in December 1971. They reached the Smithsonian agreement.

Issues:-

· The price of gold has risen to $38 per once.
· Each of the other countries revalued its currency against the U.S. dollar by up to 10%.

· The band with in which they exchange rates were allowed to more have expanded from 1% to 2.25% in either direction.

The Flexible Exchange Rate Regime 1973-Present:-


The flexible exchange rate regime that followed the demise of the Britton woods system has ratified after the fact in January 1976. When the IMF members met in Jamaica and agreed to a new set of rules for the international monetary system. 

The key elements of the Jamaica agreement include: - 

· Flexible exchange rates were declared acceptable to the IMF members and central banks were allowed to intervene in the exchange markets to iron out unwarranted volatilities.
· Gold was officially abandoned (demonetized) as an international reserve asset. Half of the IMF’s gold holdings were returned to the members and the other of were sold with the proceeds to be used to help poor nations.

· Non-oil-exporting countries and less developed countries were given greater access to IMF funds. The IMF continued to provide assistance to countries facing balance of payments and exchange rate difficulties. The IMF however, extended assistance and loans to the member countries on the condition that these countries follow the IMF’s macroeconomic policies prescriptions. This “conditionality”, which often involves deflationary macroeconomic policies and elimination of various subsidy programs, provoked resentment among the people of developing countries receiving the IMF’s balance of payments loans.
The Value of the U.S Dollar since 1965:-
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 As the dollar continued its decline the govts of the major industrial countries began to worry that the dollar may fall too far. To address the problem of exchange rate volatility and other related issues, the G-7 economic summit meeting has convened in Paris in 1987. The meeting produced the Louvre Accord.

Agreements of Louvre Accord group:- 
· The G-7 countries would co-operate to achieve greater exchange rate stability.

· The G-7 countries agreed to more closely consult and co-ordinate their macro economic policies. 
The Current Exchange Rate Arrangements:-

Although the most actively traded currencies of the world, such as the dollar, the yen, the pound and the euro, may be fluctuating against each other, a significant number of the world’s currencies, particularly the US dollar and the euro or baskets of currencies such as the SDR.

Classification of current exchange rate Arrangements:- 
· Exchange arrangements with no separate legal tender: - The currency of another country circulates as the sole legal tender (or) the country belongs to monetary (or) currency union in which the same legal tender is shared by the members of the union.

Example: - Ecuador, EI Salvador and panama using the U.S dollar and the 12 Euro zone member countries (France, Germany and Italy) sharing the common currency, the Euro.
· Currency board Arrangements: - A monetary regime based on an explicit legislative commitment to exchange domestic currency for a specified foreign currency at a fixed exchange rate, combined with restrictions on the issuing authority to ensure the fulfillment of its legal obligation.


Example: - Hong Kong fixed to the US dollar and Estonia fixed to the euro.

· Other conventional fixed Peg Arrangement:- the country Pegs its currency [formally (or) defacto] at a fixed rate to a major currency (or) a basket of currencies where the exchange rate fluctuates with in a narrow margin of less than 1%, plus (or) minus (±) around the central rate.
Example: - Saudi Arabia & Ukraine. 
· Pegged exchange rates with in Horizontal bands:- The value of the currency is maintained within margins of fluctuation around a formal (or) defacto fixed peg that are wider than at least 1% (±) around a central rate.

Example: - Denmark, Slovenia and Hungary.

· Crawling Pegs: - The currency is adjusted periodically in small amount at a fixed, Pre announced rate (or) in response to changes in selective quantitative indicators.


Example: - Bolivia, Costa Rica & Tunisia.
· Exchange rates within crawling bands:- The currency is maintained with in certain fluctuation margins around a central rate that is adjusted periodically at a fixed pre announced rate (or) in response to changes in selective quantitative indicators.
Example: - Belarus & Romania.
· Managed floating with no pre announced path for the exchange rate: - The monetary authority influences the movements of the exchange rate through active intervention in the foreign exchange market without specifying (or) pre committing to a pre announced path for the exchange rate. 

Example: - Algeria, China, P.R Czech Republic, India, Russia, Singapore & Thailand.  
· Independent Floating: - The exchange rate is market determined, with any foreign exchange intervention aimed at moderating the rate of change and preventing undue fluctuation in the exchange rate rather than at establishing a level for it. 
Examples include Australia, Brazil, Canada, Korea, Mexico, UK, Japan, Switzerland and the United States. 

European Monetary union [EMU] ​:-   

The heads of state and govts of the countries of the EU decided at Maastricht on 9th and 10th Dec 1991 to put in place the European monetary Union [EMU]. Adhering to the EMU means irrevocable fixed exchange rates between different currencies of the union. The setting of EMU has been a step towards the introduction of a common currency in the member states of EU, as per the Maastricht Treaty. It has been ratified by all the 12 countries, which constituted the union at that point of time. The EMU completes the mechanism that started with the customs union of the Treaty of Rom and the big common market of the single act.
Objectives of EMU:-   
1. Adoption of an economic policy, based on a close coordination between economic policies of the member states.

2. Fixing of irrevocable exchange rates leading to a single currency.

3. Developing of a single monetary policy having an objective of price stability and support to the economic policies of the member states in general. 
Advantages of EMU:-
The primary advantage of EMU is that it has helped in stabilizing exchange rate in the currencies of member states. 

· Elimination of the transaction costs otherwise required to be incurred in dealing with multiple currencies. It also resolves uncertainties associated with fluctuations in exchange rates.

· All prices will be in the common currency and therefore, obviously, it is likely to bring about a greater transparency in prices.

· Better functioning of financial markets due to a single currency this apart, liquidity of financial markets is going to be enhanced.    
· Greater credibility with respect to the world out side.

Institutions of EMU:- 
EMU is in some way a logical consequence of the EMS, ECU is eventually to become common currency and there is likely to be a common monetary policy with the creation of an independent European central bank.

Steps (or) Phases of EMU:-
First Step [1st July 1990- 1st Jan 1994]:- As per this step, it was desired to have free movement of capital. It came to an end in Dec 1993 with presentation of the programming of convergence.

 Second Step [1st Jan 1994-1st Jan 1997 (or) 1999]:- The European monetary institute has been established at franc fort. The objective of the institute is to reinforce the coordination among the member states and work towards the creation the European central bank.

It is required to promote and supervise the economic convergence of different countries as also promote and facilitate the use of ECU.

Third Step [1st Jan 1997 (or) 1999]:- Third step will start at the latest on 1st Jan 1999, the member states fulfilling the five conditions will pass over to the final Phase irrespective of their numbers.

Single currency, the ECU, on setting up of EMU the entire European Union will have a single currency.
European central bank and common monetary policy, the Maastricht Treaty institutes a European System of Central Bank [ESCB] with supranational institution, called European Central Bank [ECB]. It is the only ECB which will be authorized to issue bank notes in the European union, it will exercise full control on the circulation of currencies participating in ECU and progressively replace ancient currencies of the EU.ECU will than, become a veritable currency, i.e., a real operational currency.    
    



  **************
Unit – IV

Foreign Exchange Market

Introduction:

The foreign exchange market is the market in which currencies are bought and sold against each other. It is the largest market in the world. The most recent bank of international settlement survey stated that over USA $ 900 billion were traded world wide each day.

The foreign exchange market is an over-the-counter market. This means that there is no single physical (or) electronic market place (or) an organized exchange (like a stock exchange) with a central trade clearing mechanism where traders meet and exchange currencies, the market itself is actually a worldwide network of inter bank trade, consisting primarily of banks, connected by telephone lines and computers. 
Chart of Exchange system between two country’s currencies: 
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Definition:
The foreign exchange market is a market in which foreign exchange transactions take place. In other words, it is a market in which national currencies are bought and sold against one anther.

Functions of Foreign exchange market:

1. Transfer of purchasing power: The primary function of a foreign exchange market is the transfer of purchasing power from one country to another and from one currency to another the international clearing function performed by foreign exchange markets plays a very important role in facilitating international trade and capital investments.
2. Provision of credit: The credit function performed by foreign exchange markets also plays a very important role in the great of foreign trade for international trade depends to a very great extent on credit facilities are also available for importers. The euro dollar market has emerged as a major international credit market.
3. Provision of hedging facilities: the other important function of foreign exchange market is to provide hedging facilities hedge refers to covering of export risks and it provides a mechanism to exporters and importers to guard them selves’ losses arising from fluctuations in exchange rates. 
Participants in Foreign Exchange Markets:
The market for foreign exchange can be viewed as a two-tier market one tier is the wholesale (or) inter bank market & the other tier is the retail (or) client market. Foreign exchange market participants can be categorized into five groups. They are

I
1. International banks: International banks provide the core of the Fx market. Approximately 100 to 200 banks world wide actively a make a market in foreign exchange that is they stand willing to buy (or) sell foreign currency for their own account. These international banks serve their retail clients.
2. Bank customers: the bank customers in conducting foreign commerce (or) making international investment in financial assets that require foreign exchange. Bank customers broadly include MNC’s, money managers and private speculators. According to 2004 BIS statistics, retail (or) bank client transactions account for approximately 14% of Fx trading volume. The other 86% of trading volume is from inter bank trades between international banks (or) nonblank dealers.
3. Non bank dealers: Non bank dealers are large nonblank financial institutions such as investment banks, mutual funds, pension funds, & hedge funds, whose size and frequency of trades market it cost effective to establish their own dealing rooms to trade directly in the inter bank market for their foreign exchange needs. In 2004, non bank dealers accounted for 33% of international trading volume. 

Part of the inter bank trading among international bank involves adjusting the inventory positions they hold in various foreign currencies. How ever, most inter bank trades are speculative (or) Arbitral transactions, where market participants attempt to correctly judge the future direction of price movements in one currency versus another (or) attempt to profit from temporary price discrepancies in currencies between competing dealers.  
4. Foreign exchange brokers: Fx brokers match dealer orders to be and sell currencies for a fee, but do not take a position themselves brokers have knowledge of the quotes offered by many dealers in the market today however, only  a few specialized broking firms still exist, the vast majority of inter bank trades flows over Reuters and EBS platforms the international finance in practice box “where money talks very loudly” explain how Fx trading has changed in the past 10 years and how non bank deals using electronic trading platforms can compete with bank traders and other non bank dealers.
5. Central bank: One frequently sees (or) hears news media reports that the central bank (national monitory authority)  of a particular country has intervened in the foreign exchange market in an attempt to influence the price of its currency against that of a major trading partner (or) a country that it “fixes” (or) “pegs” its currency against. Intervention is the process of using foreign currency reserves to buy one’s own currency in order to decrease its supply and thus increase its value in the foreign exchange market (or) alternatively. 
Foreign exchange market components:   
The are three major components of this market depending upon the level at which transactions are put through.
1. Firstly, transaction between the public and the banks at the base level involve receipts from and payments to the public (or) purchases from and sales to public.

2. Secondly, transaction as between the banks dealing in foreign exchange involving conversion of currencies taking place in the same centre (or) as between countries involving the domestic banks abroad. 

3. Thirdly, transactions between banks and central bank involving purchase and sale of foreign currencies for cover (or) final disposal of excess foreign balance. The central banks may in turn deal with the foreign central banks (or) foreign govts.
Basically, the above exchanges involve no physical exchange of currencies except in small denominations when travelers and tourists carry them across national borders, but through exchange of credit instruments (or) book entries in the books of banks in various centers. The banks are linked together by phone, cable, telex, post (or) other means of communication. The transactions are put through directly by the banks (or) through the brokers located at various centers where these transactions are concentrated like Mumbai, Kolkata, and Chennai etc. All the dealer banks in foreign exchange in India have an association called foreign exchange dealer’s Association.     

Exchange rate Mechanism of foreign exchange market:

As in the case of any commodity, there is a price for any purchase (or) sale of a currency, such a price in the exchange market is called the exchange rate. This is defined as the number of units of one currency that will be exchanged for a unit of another currency. The exchange rate of any currency can be expressed in two ways one in terms of the number of foreign currency unit against a given unit of domestic currency (Thus Rs 100=£ 1     as indirect method) and the other in terms of the number of domestic currency unit against a given unit of foreign currency, thus £ 1= Rs 75.60 as direct method as at end Jan 2003 and Rs 85.52 as at end may 2006.

It is pertinent to ask what factors normally determining the exchange rate in the market. Prima-facie, if the market is free and rate are allowed to fluctuate; the exchange rate would depend on the supply of and demand for a currency thus taking dollars vis-à-vis rupees. The rate is determined by the demand for dollars and supply of dollars in relation to the rupee. Those who demand dollars are primarily importers form the USA to India who has to pay the US exporters in dollars similarity those who supply dollars are primarily the exporters to USA who are paid in dollars by importers in USA.

The rate of exchange is determined at any moment by the forces of demand for and supply of a currency which in term depends on the demand for and supply of common ditties and services as between India and the USA also depend on arbitrage and interest rate speculation, currency speculation and short term capital flows if these are permitted this can be represented diagrammatically as follows:
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Given the supply (SS), if the demand increases from DD to D1 D1 the rate will rise from r1 to r2 and vice verse. A rise in the rate for rupee means more foreign currency units are given for a given unit of domestic currency.
Instruments of credit traded in Fx market:  

In addition to conversion of foreign currency notes and cash for domestic currency notes/coin, a number of instruments of credit are used for effecting conversion of one currency into another, these instruments are discussed below.
1. Telegraphic Transfers (TT): A TT is a transfer of money by telegram (or) cable (or) Telex (or) fax from one centre to another in a foreign country. It is a method used by banks with their own codes and correspondent relations with banks abroad for transmission of funds. As it involves the payment of founds on the same day, it is the quickest means of transmission of funds. As there is no loss of interest (or) capital risk in this mode, it enjoys the best rate for the value of receipts. 
2. Mail Transfers (MT): It is an order to pay cash to a third party sent by mail by a bank to its correspondent (or) branch abroad. It is issued in duplicate one to the party buying it and the other to the banker-correspondent (or) agent abroad the amount is paid by the agent bank to the third party mentioned there in the transferee country by its own cheque (or) by crediting the party account. As the payment is mode after the mail advice is received at the other end, which will take a few days, the rate change to the purchaser is cheaper to the extent of the interest gain to the seller bank MT rates are cheaper than TT rates.
3. Drafts and cheques: Drafts is a pay order issued by a bank on its own branch (or) correspondent bank a broad. It is payable on right but there is always a time lapse in the transit (or) in post between the payment by the purchases of the draft to his bank and the receipt of the money by the seller in the foreign center.
4. Bills of exchange: It is an unconditional order in writing address by the one person to another, requiring the person to whom it is address to pay a certain sum on demand (or) within a specified date. If it is payable on demand, it is a right bills and if it is payable after a period, it is a long bill (or) a usance bill. Such bills can be banker bills (or) trade bills. Banks bills are drawn on a bank abroad which the bank bills carry better rates due to their greater security, the trade bills on private parties may not fetch good rates. Right bills are paid on right but allow a transit period of 10 to 20 days on which interest is lost.
Types of Transactions and settlement dates in Fx market:  
In the conversion of currency in Fx market the settlement of a transaction takes pale by transfers of deposits between the two parties. The day on which these transfers are effected is called the Settlement date (or) the Value date. Obviously, to effect the transfers, banks in the countries of the two currencies involved must be open for business. The relevant countries are called settlement locations, the locations of the two banks involved in the trade are dealing locations which need not be the some as settlement locations.
Example: A London bank can sell Swiss francs against US dollar to a Paris bank settlement locations may be New York and Geneva, while dealing locations are London and Paris. The transaction can be settled only on a day on which both U.S and Swiss bank are open.
Depending upon the time elapsed between the transaction date and the settlement date foreign exchange transaction can be categorized into spot and forward transactions. A third category called swaps is combination of a spot and a forward transaction [a forward –forward swap i.e. a combination of two forward transactions]
Spot transactions: In a spot transaction the settlement [or] value date is usually two business days ahead for European currencies and Asian currencies traded against the dollar.

Example: If state bank of India sells dollars against rupees to HDFC bank on a Tuesday, on the following Thursday SBI will turnover a dollar deposit to HDFC and HDFC will  turnover a rupee deposit to SBI. The time gap is necessary for confirming and clearing the deal through the communication network such as SHIFT.
[Note: That by the two business days ahead rule, deals done on a Thursday will be cleared the following Monday, while deals done on a Thursday will be cleared the following Monday, while deals done on Friday will have Tuesday of the following week as the value date if, Saturday and Sunday are bank holiday as they are in most financial centers]
Forward transactions: having understood value dates for spot transactions, let us look at value dates for forward transactions. In a one month (30 days) forward purchase of say pounds against rupees, the rate of exchange in fixed on the transaction date, the value date is arrived as follows- first find the value date for a spot transaction between the same currencies done on the same day and then add one calendar month to arrive at the value date. Thus for a one month forward transactions entered into on say June 20, the corresponding spot value date is June 22 and one month forward value date is July 22, two months forward would be august 22 and soon. Standard forward contract maturities are one week, two weeks, 1,2,3,6,9 and 12 months. The value dates are obtained by adding the relevant no. of calendar months to the appropriate spot value date. If the value date arrived at in such a manner in eligible because of bank holidays, then like in a spot deal it is shifted forward next eligible business day.
However, there is one important difference viz; rolling forward must not take you into the next calendar month in which case you must shift backward. Thus suppose a 3 months forward deal on November 26, the spot date is November 28. Adding 3 calendars takes you to febraury28. If February 28 is ineligible, you can’t shift forward because that could goes into March (assuming it is not a leap year). It must roll back to February 27. 
Though standard forward maturities are in whole November of months, banks routinely offer forward contracts for maturities which are not whole months. Thus a corporation can enter into a forward contract for delivery say 73 days from the date of transaction. Such contracts are called “broken date” or “odd date” contracts for same currency pairs; long dated forward contracts with maturities extending out to 5 years are eligible.
Swap transactions: A swap transactions in the foreign exchange market is a combination of a spot and a forward in the opposite direction. Thus a bank will buy euro’s spot against US dollar and simultaneously enter into a forward transaction with the same counter party to sell euro’s against US dollars. A spot 60 days dollar- euro swap will consist of a spot purchase (sale) of dollars against the euro coupled with a 60m day forward sale (purchase) of dollar against euro. Then both the transactions are forward transactions, we swap will consist of purchase ( sale)of sterling verses dollars on month forward coupled with a sale (purchase) of sterling verses dollars three months forward.
Foreign exchange quotations:
Foreign exchange rates are quoted either for immediate delivery (spot rate) or for delivery on a future date (forward rate). In practice, delivery in a spot market is made two days later.  A foreign exchange quotation is the price of a currency expressed in the units of another currency the quotation can be either direct or in direct.

Foreign exchange rate are always quoted as a two way price i.e., a rate at which the bank (dealer) is willing to buy foreign currency (buying rate) and the rate at which the bank sells the foreign currency (selling rate). Dealers would expect in exchange operations and hence there is always some difference in buying dealers may be restricted by there central bank. All exchange rates by authorized dealers are quoted in terms of their capacity as buyer or seller. 
Two way quotations:
A dealer usually quotes a two way price for a given currency the price at which he is buying ( bid price) and the price at which he is selling (offer or ask price) the currency. In either case, the currency for which the bid or ask price is given is the unit of the item priced.

In a bid quote pf Rs 35/ US $1, the dealer conveys that he will buy dollars at the price of rs35 for dollar which also means that he is willing to sell Rs 35 at the price of one dollar. Like wise, when the dealer quotes an offer price for dollar, he implicitly quotes the rate at which rupees would be bought for dollar.

All foreign exchange dealers are set to make profit out of each transaction, whether it is a sale or purchase of foreign currency therefore, when a dealer in India buys foreign currency (the customer selling the currency) he endeavors to give as few units of the local currency he buys. But when he sells foreign currency (the customer buying the currency), he endeavors to take as many units of the local currency as he can against every unit of foreign currency he gives to the customers. 
For example: A dealer in New Delhi May quote

US$ 1 = Rs 35-0000--35-0050

This means that he will buy dollars from an exporter at US $ = 35-0000 and sell dollars to an importer at US $ 1 = Rs 35-0050. Thus, the lower rate is the buy (bid) quote and the higher rate is the selling (ask) quote.

Spreads:


Spreads means the difference between a bank’s buying (bid) and selling (offer or ask) rates in an exchange rate quotation or an interest quotation. It fluctuates according to level of stability in the market, the currency in question, and the volume of the business. Thus, if there is a degree of volatility in an exchange rate, and if business is thin and if (remarks persist about the currency that) the current is remembered to be unsustainable, the dealer will protect himself by widening the quote.  That is, he will offer less currency while selling but demand more when buying. The spread represented the gross return to the dealer for the risks inherent in a making a market. Thus spread can also be expressed as percentage. That is  
        Ask price-Bid price  
Percent Spread =



*100
Ask price          

Cross Rates (Chain rule): 


Cross rate is price of any currency other than the home currency. In other words, it is the direct relationship between two non-home currencies in a foreign exchange market concerned with or used in transactions in a country to which none of the currencies belongs.
Process of Arbitrage in foreign exchange market  
Arbitrage can be defined as an operation that consisting deriving a profit with out risk from a deferential existing between different quoted rates. It may result from two currencies (also known as geographical arbitrage) or from three currencies (also known as triangular arbitrage). 

· Two currencies arbitrage:

Suppose two traders A and B are quoting the following rates 

Trader A (Paris)



Trader B (New York)

 FFr 5.5012/US $



     US $ 0.1817/FFr

We assume that buying & selling rates for those traders are the same. We find out the reciprocal rate of the quote given by the trader B, which is FFr 5.55036/US $ (=1/0.1817). A combiste buys say, US $ 10000 from the trader A by paying FFr 55,012. Then he sells these US dollars to the trader B and receives FFr 55036. In the process he gains FFr 24(= 55036-55012).

Since, in practice, buying and selling rates are likely to the different so the quotation is likely to be as follows.   
Trader A 




Trader B
FFr 5.4500/US $-FFr 5.5012/US$

US $ 0.1785/FFr –US $ 0.1817/FFr
These mean that the trader A willing to buy one unit of US dollar by paying FFr 5.45 while he would sell one US $ for FFr  55012. The same holds true for the corresponding figures of the trades.
By observing these figures, it is clear that in order to make one arbitrage gain, the selling rate of the trader A has to be lower than the buying rate of the trader B. but the process would tend to increase the selling rate at the trader A because of the increase in demand of US dollars and the reverse would happen at the trader B because of increased supply of US dollars. This would lead to equilibrium after some time. 
· Three Currencies Arbitrage: 

Now suppose both traders A and B is located at New York and quoting as follows:
    Trader A 




Trader B
    $ 0.60/SF




$ 0.60/SFr
    $ 0.51/DM




$ 0.52/DM


Since three currencies are involved here, we find cross rates between SFr and DM as well. These are:

SFr 0.85/DM (=0.51/0.60) at the trader A and SFr 0.867/DM (0.52/0.60) at the trader B. Thus, the situation looks like as follows:

    Trader A 




Trader B
$ 0.60/SF




$ 0.60/SFr

$ 0.51/DM




$ 0.52/DM

SFr 0.85/Dm




SFr 0.867/Dm

So what are the arbitrage possibilities?

There is no arbitrage gain possible between the US dollar and Swiss Franc. The following two arbitrage are, how ever, possible:

· Deutsch mark against the US $ is being quoted higher at the trader B. So by Deutsch mark from the trader day and sell them to the trader B.
· A similar possibility of arbitrage gain exists between the Swiss franc and Deutsch mark: by Deutsch mark against Swiss franc from the trader A and sell them to the trader B.

**************
Unit- V
Currency Futures and Options Market
Currency futures contract:

A currency futures contract specifies a standard volume of a particular currency to be exchanged on a specific settlement date. Some MNCs involved in international trade use the currency futures markets to ledge their positions. In addition, they are traded by speculators who hope to capitalize on their expectations of exchange rate moments. A buyer of a currency futures contract locks in the exchange rate at which a foreign currency can be exchanged for the home currency. In the US, currency futures contracts are purchased to lock in the amount of dollars needed to obtain a specific amount of a particular foreign currency, they are sold to lock in the amount of dollars to be received from selling a specified amount of a particular foreign currency.
Contract specifications: 
Currency futures contracts are available for several widely traded currencies at the Chicago Mercantile Exchange (CME) the contract for each currency specifies a standardized number of units.
      Currency




Units per contract
 Australian dollar




100000

 British pound





  62500

 
Canadian dollar




100000

 Euro






125000

 Japanese yen




        12500000

 Russian ruble




          2500000
 Swiss franc





  25000

Currency futures contracts typically specify the third Wednesday in March, June, September (or) December as the settlement date. There is also an over-the-counter currency futures market when various financial intermediaries facilitate trading of currency futures contracts with specific settlement dates. Contracts have to be standardized (or) floor trading would slow down considerably while brokers assessed contract specifications.

Trading futures: 
Firms (or) individuals can execute orders for currency futures contracts by calling brokerage firms that serve a intermediaries. The order to buy (or) sell currency futures contract for a specific currency and a specific settlement date is communicated to the brokerage firm, which in turn communicates the order to the CME. A floor broker at the CME who specializes in that type of currency futures contacts stands at a specific spot at the trading pit where that type of contract is traded and attempts to find a counter party to fulfill the order.

Trading on the floor (in the trading pits) of the CME to place from 7:20 am to 2:00 pm (Chicago time) Monday through Friday currency futures contracts can also be traded on the CME’s automatic order-entry and matching system called GLOBEX, which typically is open 23 hrs per day (closed from 4 pm to 5 pm). The GLOBEX system matches buy and sell orders for each type of currency futures contract.
Pricing currency futures: 
The price of currency futures normally will be similar to the forward rate for a given currency and settlement date. This relation ship is enforced by the potential arbitrage activity that would occur if there were significant discrepancies. 


The currency futures price differs from the spot rate for the same reasons that a forward rate differs from the spot rate. If a currency’s spot and futures prices were the same and the currency’s interest rate have higher than the US rate, US speculators could lock in a higher return than they would receive on US investments. They could purchase the foreign currency at the spot rate, invest the funds at the attractive interest rate, and simultaneously sell currency futures to lock in the exchange rate at which they could reconvert the currency back to dollars. If the spot and futures rates were the same, there would be neither a gain nor a loss on the currency conversion. Thus, the higher foreign interest rate would provide a higher yield on this type of investment. The actions of investors to capitalize on this opportunity would place upward pressure on the spot rate and download pressure on the currency futures price, causing the futures price to fall below the spot rate.
Credit risk of currency futures contracts:

The currency futures contracts are also having some risky involvements  to minimize its risk in such a guarantees, the CME imposes margin requirements to cover fluctuations in the value of a contract, meaning that the participants must take a deposit with their respective brokerage firms when they take a position. The initial margin requirement is typically between $1,000 and $2,000 per currency futures contract. However, if the value of the futures contract declines over time, the buyer may be asked to add to the initial margin. Margin requirements are not always required for forward contracts due to the more personal nature of the agreement, the bank knows the firm it is dealing with and trusts it to fulfill its obligation.
Speculation with currency futures:


Currency futures contracts are some times purchased by speculates who are simply at tempting to capitalize on their expectation of a currency future movement.

Example: assume that speculations expect the British pound to appreciate in the future. They can purchase a futures contract that will lock in the price at which they buy pounds at a specified settlement date. On the settlement date, they can purchase their pounds at the rate specified by the futures contact and then sell these pounds at the spot rate. If the spot rate has appreciated by this time in accordance with their expectations, they will profit from this strategy.
Currency futures are often sold by speculators who expect the spot rate of a currency will be less than the rate at which they would be obligated to sell it. Of course, expectations are often incorrect. It is because of different expectations that some speculators decide to purchase futures contracts while other speculators decide to sell the same contacts at a given point in time.
Currency futures market efficiency: 
If the currency futures market is efficient, the futures price for a currency at any given point in time should reflect all available information. That is, it should represent an unbiased estimate of the respective currency’s spot rate on the settlement date. Thus, the continual use of a particular strategy to take positions in currency futures contracts should not lead to abnormal profits. Some positions will likely result in gains while others will result in losses, but over time, the gains and losses should offset.

How firms use currency futures:

Corporations that have open positions in foreign currencies can consider purchasing (or) selling futures contacts to offset their positions.

· Purchasing futures to hedge payables: The purchase of futures contacts locks in the price of which a firm can purchase a currency.

Example: Teton co. orders Canadian goods and upon delivery will need to send C$500000 to the Canadian exporter. Thus, Teton purchases Canadian dollar futures contacts today, there by locking in the price to be paid for Canadian dollar at a future settlement date. By holding futures contracts, Teton does not have to worry about changes in the spot rate of the Canadian dollar over time.

· Selling futures to hedge receivables: The sale of futures contracts locks in the price at which a firm can sell a currency. 
Example: Karla co.  Sells futures contracts when it plans to receive a currency from exporting that it will not need (it accepts a foreign currency when the importer prefers that type of payment). By selling a futures contract, Karla co locks in the price at which is will be able to sell this currency as of the settlement date, such an action can be appropriate if Karla experts the foreign currency to depreciate against Karla’s home currency.  

· Currency futures Transaction costs: Brokers that fulfill orders to buy (or) sell futures contracts change a transaction (or) brokerage fee in the form of a bid/ask spread. That is, they buy a futures contract for one price (their “bid” price) and simultaneously sell the contract to someone else for a slightly higher price (their “ask” price). 
The difference between a bid and an ask price on a futures contract may be as little as $ 7.50 yet, even this amount is larger in percentage terms than the transaction fees for forward contracts.

Currency Options Market:

The currency options provide the right to purchase (or) sell currencies at specified prices they are available for many currencies, including the Australian dollar, British pound, Brazilin Yeal, South African Vand & Swiss franc.

Option exchanges: 
 In late 1982, exchanges in Amsterdam, Montreal and Philadel phia first allowed trading in standardized foreign currency option. Since that time options have been offered on the Chicago Mercantile exchange (CME) and the Chicago Board options exchange (CBOE) currency options are traded through the Globex system at the CME even after the trading floor is closed. Thus currency options are traded virtually around the clock.

The option exchanges in the United States are regulated by the Securities and Exchange Commission. Options can be purchased (or) sold through brokers for a commission. The commission per transaction is commonly $ 30 to $ 60 for a single currency option, but it can be much lower per contract when the transaction involved multiple contracts. Brokers require that a margin be maintained during the life of the contract. The margin is increased for clients whose option positions have deteriorated these projects against possible losses if the clients do not fulfill their obligation.     
Over-the-Counter Market: 
In addition to the exchange where currency options are available, there is an over-the-counter market where currency option are offered by commercial banks and brokerage firms, unlike the currency options traded on an exchange, currency options are tailored to the specific needs of the firm. Since these options are not standardized, all the terms must be specified in the contacts the number of units desired the strike price and expiration date can be tailored to the specification needs of the client. When currency options are not standardized, there is less liquidity and a wider bid/ask spread to minimize the risk they will use two options they are put option, call option. 
Currencies call options: 

A currency call option grants the right to buy a specific currency at a designated price within a specific period of time the price at which the owner is allowed to buy that currency is known a the exercise price (or) strike price and there are monthly expiration dates for each option.

Call options are desirable when one wishes to lock in a maximum price to be paid for a currency in the future. If the spot rate of the currency rises above the strike price owners of call options can “exercise” their options by purchasing the currency at the strike price, which will be cheaper then the prevailing spot rate. This strategy is some what similar to that used by purchasers of futures contracts, but the futures contracts require an obligation, while the currency option does not the owner can chose to let the option expire on the expiration date without ever exercising it. Owner of expired call option will have lost the premium they initially paid, but that is the most they can lose.

Currency option quotations are summarized each day in the wall street Journal and other business newspapers. Although currency options typically expire near the middle of the specified month, some of them expire at the end of the specific month and are designated as EOM some option exercised only upon expiration.

A currency call option is said to be in the money when the present exchange rate exudes the strike price at the money when the present exchange rate equals the strike price and out of the money when the present exchange rate is less that the strike price for a given currency and expiration date, an in-the-money call option will require a higher premium than options that are at the money (or) out of the money.
Factors Affecting currency call option premiums:


The premium on a call option represents the cost of having the right to buy the underlying currency at a specified price for MNC is that are insurance (or) protection to the MNC’s.


The call option premium (referred to as c) is primarily influenced by three factors they are.
C = f (S-X, T, σ)
             + + +

Where S-X represents the difference between the spot exchange rate (  ) and the strike (or) exercise price (X), T represents the time to maturity and σ represents the volatility of the currency.
· Level of existing spot price elative to strike price

· Length of time before the expiration date

· Potential variability of currency 
· How firms use currency call options:

· Using call options to Hedging payables-

· Using call options to Hedge project Bidding-
· Using call options to Hedge Target Bidding-

Speculating with currency call options: 

Individuals may speculate in the currency options market based on their expectation of the future movements in a particular currency. Speculators who expect what a foreign currency will appreciate can purchase call options on that currency once the spot rate of that currency appreciates, the speculators can exercise their options by purchasing that currency at the prevailing spot rate. 
Currency put options:


The owner of a currency put option receives the right to sell a currency at a specified price (the strike price) within a specified period of time. As with currency call options the owner of a put option is not obligated to exercise the option. Therefore, the maximum potential loss to the owner of the put option is the price (or) premium paid for the option contact.

A currency put option is said to be in the money when the present exchange rate is less than the strike price at the money when the present exchange rate equals the strike price, at the money when the present exchange rate exceeds the strike price for a given currency and expiration date an in-the-money put option will require a higher premium than option that are at the money (or) out of the money. 

Factors Affecting Currency put Option Premiums:

The put option premium (referred to as P) is primarily influenced by there factors:
P= f (S-X, T, σ)

             - + +

Where S-X represents the difference between the spot exchange rate (S) and the strike (or) exercise price (X), T represents this time to maturity, and σ represents the volatility of the currency, as measured by the standard deviation of the movement in the currency. The relationships between the put option premium and these factors, which also influence call option premiums as described earlier, are summarized next. 
1. The spot rate of a currency relative to the strike price is important the lower the spot rate relative to the strike price, the more valuable the put option will be, because there is a higher probability that  the option will be exercised. Recall that just the opposite relationship held for call options.
2. A second factor influencing put option premium is the length of time until the expiration date. As with currency call options the loner the time to expiration, the greater the put option premium will be. A longer period creator a higher probability that the currency will move into a range where it will be feasible to exercise the option (whether it is a put).These relationships can be verified by assessing quotations of put option premiums for a specified currency.
3. A third factor that influences the put option premium is the variability of a currency. As with currency call options the greater the variability, the greater the put option premium will be again reflecting a higher probability that the option may be exercised.      
Buyer of a put option contingency graph: 


A contingency graph for a buyer of a put option compares the premium paid for the put option to potential pay offs received for various exchange rate scenarios. 
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Seller of a put option contingency graph: 


A contingency graph for the seller of this put option compare the premium received from selling the option to the possible pay offs made to the buyer of the put option for various exchange rate scenarios. 
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Currency option contingency graphs: 

1. Purchaser of a call option contingency graph: A contingency graph for a purchase of a call option compares the price paid for the call option to potential pay offs to be received with various exchange rate scenarios.

+ $06

+ $04




 

+ $02

Net profit per unit



- $02


$ 1.46  $ 1.48  $ 1.50  $ 1.52  $ 1.54



- $04







- $06



Future spot rate

2. Seller of a call option contingency graph: A contingency graph for the seller of a call option compares the premium received from selling a call option to the potential pay offs made to the buyer of the call option for various exchange rate scenarios.   
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