The International Financial System

· Balance of Payments is a summary of all transactions with foreigners. It is divided into transactions on current accounts and transactions on capital account.

Current Account:

Goods and merchandise trade

   Export

-  Import

= Trade Balance

+ Services

     Tourism

     Transport

     Professional and other services

= Balance of trade and services

+ Investment income including interest

    Unilateral current transfer

= Current account balance 

+ Private and Capital Account

Direct investment

     Portfolio capital

        Equity

        Bonds

        Bank debt-long term

 = Basic balance

 + Capital flows- short term

 = Balance of payment

 + Official reserve transaction

     Settlement by Central Banks and the Treasury through transfer of ownership

= 0

Official reserve transfers includes transfer of gold, convertible foreign currencies, deposits in International Monetary Funds (IMF), and Special Drawing Rights (SDRs)

U.S. investors and other international investors are exposed to foreign exchange risk. The existence of different monetary units around the world with different cycle of economy, and monetary policies—or lack of coherent monetary policies—have caused massive international movement of capital from one country to another creating a very unstable global market. In recent decade Argentina, Indonesia, Mexico, Thailand, Russia, Korea have all faced massive market retaliation and at least in the short run has caused economic meltdown and often the stability has returned only due to large injection of fund from IMF in the format of loan which further has put pressure on balance of payments of many of these nations and causing massive unemployment and expansion of poverty.

Through out history of global trading many instruments have been used to give stability to the balance of trade including establishment of gold standard.

· Gold standard required all nations currencies to be backed up by gold reserve of that country. As a result when a country’s balance of payment became negative, excess holding abroad would be paid back by gold resulting in decline of supply of money within the country resulting in reduction of domestic prices as well as increasing the interest rate. The falling prices was attractive for exporters and high interest rate was attractive for foreign capital investment. Both these actions would result in decreasing current balance deficit and eventually balancing the payment. However due to limitation of the world supply of gold economic expansion and control of monetary policy had limited capability and gold standard in 1944 was replaced with a system of “pegged” exchange rate based on supply of several “hard currencies” with fixed conversion rates relative to gold “modified exchange standard”.  However in late 60s as dollar lost its value relative to other currencies and U.S. had to renounce dollar convertibility relative to gold during Nixon administration in 1971—in fact dollar was the last remaining hard currency with fixed exchange rate to gold at that time. U.S. dollar enjoys floating exchange rate system since that time.  Global trade and financing require clear understanding and if possible hedging an investor from foreign exchange or currency risk. 

· Hard currency

· Convertible currency

· Fixed currency

1. Currency board

2. Pegged currency

· Dollarization

· Currency Union 

· Foreign exchange market is impacted by purchasing power parity (PPP) of a currency as well as the supply and demand for that currency both nationally and internationally.  

· Exchange rate conversion

· Appreciation

· Depreciation

· Cross exchange rate

· The forward market for currencies, in a forward market an individual (dealer) or an entity (a bank) agrees to buy and another individual and entity agrees to sell certain amount of a currency within a maturity date that is normally less than 2 years at certain price. The size of the bid-ask spread increases as the maturity becomes longer. Forward market is normally set based on “spot” price of a currency adjusted based on international risk factors by a discount or a premium. 

(Forward rate – spot rate) / spot rate x 12 / # of months forward = forward rate

Forward market has four different functions including “commercial covering”, “hedging an investment position”, “speculation on future currency prices”, and “covered interest arbitrage”.  

Forward market is a deregulated market however due to the need more formal forward market has been expanding “future market”

· Foreign exchange future contracts for major currencies are traded on the “International Monetary Market (IMM)”—a part of the Chicago Mechantile Exchange”. Outside U.S. London International Financial Futures Exchange and Singapore International Monetary Exchange are fairly efficient currency markets for U.S. dollars as well as other hard currencies. 

· In contrast to the forward or future contracts an option gives the buyer the opportunity to benefit from favorable exchange rate movement but establishes a maximum loss. The option price is the cost of arranging such a risk/return profile. Call option gives the buyer the right to be protected against rising price of that currency. A put option gives the seller the right to be protected against falling price of that currency.

· Currency swaps is a transaction in which two counter parties agree to exchange both principal and interest. A currency swap is effectively a package of currency forward contracts. They are used to arbitrage in the international market to raise fund at the lower cost than the domestic market. In some way the parties are using the principal of the barter. 
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