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10.] INTRODUCTIONi |

The International Financial Market is the place where financial wealth is
"aded between individuals (and between countries). It can be seen as a wide
*tof rules and institutions where assets are traded between agents in
plus ang agents in deficit, for which the institutions lay down the rules.
he financial market comprises the curir”griéy:m‘a’rkfe't, money market,
“Mmmodity market, derivatives market, bond market and stock market). The i
Metitution g (Central Bank, Ministry of Economy and Finance) work with }
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lifferent aims and functions as well as dircct/in.ti!irectlpol'icielzs. The Pog,
-:< to make the market the place (not necessarily a p 113)’51‘:3 place ang nog
x;cccssnrilv ruled, but regulated), where the exchange between SUrplyg i

) p()]icies.
Sca ang

feficit units is carried out as efficiently as possible. With regard ¢,
ace et ; .
consideration must be given to those connected with monetary, f;
. : € v

ici i i connected with the
more structural policies, besides those directly govefnanq
of the market itselt.

Governance in the financial market can be defined as a se't of rules usefyl j,
interconnecting the agents who operate within it and the Institutiong, Theg,
rules define the market. Governance rules in a financial market cap be defineg
atboth a microeconomic and macroeconomic level. Microeconomjc rules dey
not only with individuals (single money savers, professiona] agents apgq
companies), but also with the market itself and its microstructure.
Macroeconomic governance rules deal with the market as a whole. They ar
also strictly connected with policies regulating the market, Ata MaCroeconom,
level, governance is important for the financial market in order to deﬁng eve
single rule of the trading process: from those which regulate the stoc

k exchange
or the Over The Counter (OTC) trades to those which define who can join the
market. :

We broadly classify the international financial markets into thé following:
L. Foreign Exchange Market
2. International Money Market
3. International Credit Market
4. International Bond Mafket
5

. International Stock Market
10.2 FOREIGN EXCHANGE MARKETS

International transactions require the use of currencies other than the domestic
currencies. Foreign exchange market provides the plé&:e where,
in the international transactions can convert their curr
currencies as per the need of internationg] 1, '
market has its main centre in m
Singapore,

parties involved
encies in other
al transactions. The foreign exchan®
ajor world’s tradihg countries L_S‘.lc,h. as TOch]);
New York, etc. All these centres are in .co‘nst‘.arivt :_éoxita‘ct_wlit_,}? _eafes
other. They are connected through highly sdf)h.is.tica:te.d networks Thg'_l?a:;is
involved in the network are banks, professior'la_l_‘dealér\s and brokers:,
‘communication network co nnecting to ,allﬁ, céhtre:s.,: is.véry efﬁclent
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10.3

onal financial transactions are regulated by a large network called

g1t
1(‘3” : .
:y o wm.ldwxdc u‘\lcr.bank financial telecommunications (SWIFT). This
¢ . c 8 . N ]
]Lm' profit organ’ q_tmn Society for worldwide interbank financial
{ \ .3 o
pications has its centers around the world. This system links the

e mu
N .(ﬂﬂl s f- ‘
et prokers 11 every financial centre
ks ,qnd '
pan™

: punc g of Foreign Exchange Market

tionin
intcrnational trade ilef)lVC parties living in countries with different
fhe qal currcncies.The main function of foreign exchange market is the
rmnofer of funds from one nation to another and converting the one currency
qother. Bub firms and banks need to exchange the one national currency
d for foreign currency arises, when tourists visit other

W t0d

in “nother. The deman

for : :

f e domestic firms import from other country or the domestic investors

invest abroad. The supply of foreign currency arises, when the foreign
nditure in domestic country, Jdomestic firms export goods
foreign currency in terms of investment from the

0

e A e 65

ourl '
or Jomestic
foreign jnvestors. |
et the US exporter w1/ ?xCh?nge‘ rupee
pank. The commercial bank will t:hen.sell these rupees O ellars to US resident, i
who is going 0 visit India or to a us firm that wants to import something L.
from India. This commerCial baf‘lk,?l'Cts’as a clearing house for the foreign |

oxchange. The commercial banks having surplus of rupees will sell these lt

excess rupees to commercial banks, which_fall short of rupees in satisfying i

their customers’ demand for rupees. .

firms receive

for dollars ata commercial

ceeds its total earnings, the

Ifa country’s total demand for foreign exchange ex
order to obtain equilibrium of the total demand
Jlow this adjustment

exchange rate will change in
and supply of that foreign currency.If the nation does nota
in the exchange rate to settl'_étl;ie‘su‘rpli;s or deficit in the demand and supply,
the nation’s commercial banks vyfiIl_borrow fdreig__'ri"curfency from its Central
Bank, in case the demand.foff'oreign currency is more than its supply. The
Central Bank has to satisfy this demand out of its foreign exchange reserves. If
th_es“PPIY is more than the demand for foreign currency, the commercial banks
‘é’:litexchangq this excess ‘supply for thenatmnal currency at the nation’s
4 itsr?(l) Bajnk.v The Cer,_‘tral B?nk Willkgep this excess .s‘upply of foreign currency
reign currency I'CSCI‘VGS b i oo s |

e foreign exchange market. At first
nvestors. At second level, we
¢ market. Thirdly, we have
1 banks balance the flow

There ey : _
i are four levels of participants i th
ave, we have tourists, exporters, imp ortersand i
Co ¥ Pt e . )
mmercial banks in the foreign exchang

rOkel-S .
with the help of which 2 nation’s commercia
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central bank, which is the lende; .

: currenc
per of units Ofonel < th Ythatmust
. Itis the pri ;
ange rlc S ¢4 curren cy 0 other counft;)’ ' Prices pajy
An excli itofa ; unt of foreign currency, 7
; i ain amo - The
be given 0 rchase @ d forward exchan
L e to pu and Ior € ratec
in the home currency 0P Judes both the spot 8€ rates,
g .= change
forcign exchang

A i subsequ . '
discussed in the | exchange rates under the flexible eXChange

Here, we ¢ hat there are only two nations, India and UK, kuh TUpee
r a ¢ .

rate system. Let us $8) th ad as the foreign currency. The exchange

as the domestic currer ) I to the number of rupees needed t,

ound is equa . .
rate between rupicz1 a?fc:h}:: exchange rate is % 80 per pound, this means that gy
e pound.

quired to purchase oné pound.

purchase on

I’UPECS are re '
termination of the equilibrium exchange rate between

Fig. 10.1 shows the de ol ax
India and UK under a flexible exchange rate system. The vertical axis measures

the rupee price of pounds or the exchangé rate, rupee per ppund; The horizontal
axis measures the quantity of pounds. The equilibrium‘ ‘exchange rate is
determined by the intersection of the market demand and supply curves for
pounds at point ‘E at exchange rate R=80. At this point, the quantity of pounds
demanded and the quantity of pounds supplied are equal to'pound 40 million
per day. At an exchange rate lower than R=80 or at an exchange rate higher
than R=80, the quantity of pounds demanded will not match with the quantity

of pounds supplied and the tendency for the exchange rate will be to move
towards R = 80. (o f L

The Indian demand for pounds is negatively inclined, indicating that the lower
the exchange rate, the greater is the quantity of poﬁnds demanded by the India.
The teason is that the lower is the exchangé rate (i.e., the fewer the Aumber of
rupee required to purchase one pound, the ‘chéapér it is for the Indiato 1mp°ft

ﬁ . - Ade
om and invest in the UK. Thus, the greater is the quantity of pounds demaﬁded

by Indian residents. On the and
o . Other hand . 3 § oy SRR l
positively inclined, indicating that the}t;le Indian supply of pou‘n»dvs is usualY

pounds. Asa result, the '

1L, Yy ﬁnd Indji
more attractive, The iy o
India;; witiid . «
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i gian Jemand curve fo.r pf)u'nds shifts upwards and intersects Indian
lf‘hcvcur\'C for pounds at point °F, the equilibrium exchange rate would be
P )1'110 L,quilibrium quantity of pounds in thisg case would be 60 million
A rday. The rupee would then be said to haye depreciated, since it now
o ¢ 90 rupees O purchase one pound. Depreciation thus refers to an
w” ‘; in te domestic price of the foreign currency. On the other hand, if the
e gemand curve for pounds shift down so as to intersect the Indian supply
ounds at point ‘G, the equilibrium exchange rate would fall to R=70.
cur; e would said to have appreciated. Appreciation of the domestic
Turreﬂc means a depreglatlon of fore.lgfl currency and vice-versa. Shifts in
y curve for pounds would similarly affect the equilibrium exchange

‘ ian Suppl g
In:';nd equilibl’ium quantity of pounds.
18

his Jiscussion Was for only two currencies. However, in reality there are 2

Jber of exchange rates, one between any pair of currencies.
U (

140

S Demand for pound in India
- Supply of pound in India

Exchange Rate
Rupee /Pound
o0
[—]

0 L e —>X
0 20 40 60 80 100 o z
Quantity of Pounds (million pounds per day). . ' 1

Fxg 10.1: ExchangéiRate"

Besides the exchar;éé.r‘va‘té between rupee and British pound, there is an e

exchange rate between the rupee and US dollar, between rupee and the French
. nch franc efc. Since a currency can

eefprecicate with respect to some cur ;velnciesﬂan.d_ap preciate against gther, an
rélt:ctwe exchage rate is calculated. This is _a_vlvgighted_ ayerafge ‘o‘f,’;h.e: exchf\nhge
e ns betWeen the domestic currency. Nations mostly trade with _Part_lqs, gcxg. t;
eachgoiisggned according to the relative impgggance,of t.h.e patlo_ns-tra_ e wit

ese trade partners. . .
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T 12000-11): The ' ement was again raised o 5 Maxim .

nm‘_“ 11 (2000-11): The capital move x| “m\‘{;}

a5y 1als i i -;

§ 2,000,000, |

e would rise
] g 0f corporates, the remittance w
In the cise .

percent of networth to 400 percent oy AUl '

{ banks, overseas borrowings are made more libery

In ‘hc‘c?t‘; ‘;10 (;\'c,-all ceilings should be raised from the curr el

!S“:"(I‘I“n n‘:n b% billion by 2011. According to Tarapore 11, this road map i i ;
M0 a0

L rigid, but a broad path. ‘

. ln Ca

. Se 0{
ent le

10.2.4 Spot Market \
The spot rate is the rate which is paid for del'ivcry within twg bUSinesS day,
after the day the transaction takes place, Busmcss‘ days are the Working 4. )
excluding holidays. Forward rate is quoted for delivery of foreign Curren,
some future date. Forward rate is established at the time when the partjes entey
into contract, although the payment is to be made on some futyre date, The
future date on which the payment is to be made, is generally for sop, fixed
periods, such as after 30 days, 60 days, 90 days etc.

Spot market is a market in which the financial instr
traded for immediate delivery. It is a market in wh
and the delivery is made immediately,
delivery and payment is made on some future date. For example,
buy shares of some company listed on som

the company and will exchange shares for

ument or Commoditjeg are

ich goods are so)q for cagh
It differs from futures market in whjg,

if we want t,
€ organised exchange, we wi] goto
cash.

exchange market is also called cash ma

t, trading is conducted
through an ‘over-

the-counter’ network of traders from major commercial and
investment banks linked by p

hone, computer terminal and other
telecommunications devices. '

L. Spot Rate Quotations

The most common viay to quote foreign exchange is in terms of the number of
units of foreign currency needed to

buy one unit of home currency. If Indiz
rates its currency, it will €xpress it as the amount of rupees that can b_e
exchanged for one unit of foreign currency. For example, if Indian Cu“en,cyi
and the foreign currency is the US dollar, India will expre

$ 0.05US dollar for per rupee, This means that one:vl_:ﬂ
Tupee can buy 0.05 ys dollar, ' :

This method of quotin
currency for one ynit

the home currency
its exchange rate 5

its of fore!g!

8 the exchange rate in terms of number of units o
. potatits
of domestic currency, is known as European %% o
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.. ancial Market
ol F indn 0.1
" thod of ‘
I"'{ {hot dof quoting the

\ . \ "xﬁh-’" 16 rale / Ol (
(e in terms of foreign curpen ithe o e rate, When yo :
P §$ out Y itis calleq Amt:ri(‘smquntn!lum.
c"-
\l’i ‘“

¢ exchange rate 1
R L . g Be rate, For example when
ot cexchange rate as o 11
],l“gl s you! exchange rate as T 0 Per US dollar,

yis called indirect me

. direct method of quoting ),

.\ﬂc'

i L quote s the inverse of the djre
irec

ct quote,
- eipn exchange rate is expyre
L he foreign BE rate 1s expressed a4 a mid-quote, the following
et o be used to caleulate the indirecy quote; ‘
aCt !
IndirectQuote = .
Direet Quote

Lo the relationship between Rupee and Ug dollar can be expressed in these
¢ ’ 1y ]

odifferent ways. Both direct and indirect quotes are in use, For international
v ness, banks generally use European quotations,
hus

) Bid- Ask Spreads

 bid price is the price (exchange rate) in terms of one currency, at which the
;iealef is willing to buy another currency. An ask price is the price (exchange
qte) in terms of one currency, at which the dealer is willing to sell another
arrency. These dealers buy at one price and sell at a higher price, so that they

anmake profit from the spread. This difference between the buying and selling
i known as bid ask spread. _

The bid ask spreads in the exchanges between the leading currencies are
generally small. Because of the low spread, it is possible to implement risk
management strategies. Low spreads are also a boon for speculators and they
have an important impact on trade and investment by making firms more
willing to make or receive payments denominated in foreign currencies.

The cost of trading and the risk factor is the important concern if you are trading
between freely convertible currencies. For freely convertible currencies, the size il
of transaction is big and these are traded very frequently. The transaction size
dlfects the cost per unit of currency traded and frequency of transaction affects
both transaction costs and risks. The high frequency of transactions lead to high
furnover, High turnover reduces the risk, as less time is available for something
foreseen, High turnover rate spread the fixed costs of currency dealing over a
"8ervolume of transactions. It permits a given volume of business to be effected
::: a ‘Srrfaller inventbry of fdreign currencies, lowering the (')_pp‘ortunity cost of

Mitting funds to foreign exchange dealings. ' H

Let asume

are\d th you want tobuyshares 0fXY7 COﬁlpah}t If the b'ic.l‘_price is ¥ 50

€ask price js ¥ 5150,thenthe bi,dfa:‘k spread is T 150 j”[ypi¢ally, a trader

g

Scanned with CémScanner



™

International B
§

sock Exchange would quote the bid
1d.

New Y()I'k S

10.12 '
apcciwli ton the floor of the !

or s ¢
enread a8 follows:

ask spredt A ik .

50-51-1/2:
o5 the number of Company XYZ shares tradeg

> r(“l_()D,DOO) denot : t i
o gystems might re
ing sy 4 erto ”‘Cbid.

The last pumbe ‘ ’
gince the markel opened. Note that online trac
ack spre W as ‘BxA
ask prices for a security at any poi
nt

and several
t bid (that is, the
the lowest price

highest price offered for ,

ceveral bid prices
asked for a security) are ugeg

ever, only the bes
best ask (that is,
_ask spread.

hares wanted an

There may be
in time. HoW
cecurity) and the

to calculate the bid
d the number of shares offered

n investor may only be able o

Note that the number of sl
y shares at ¥ 51.50, if there are

cerent. This means that a

desired 10,000 XYZ Compan
at that price.

for sale may be dift

purchase 5,000 of a

only 5,000 shares for sale

aspect of bid and ask prices Purchasers pay
ive the bid price. This is how securities dealers make

Their job is to buy stocks at the ask price and sell at

the bid price. Thus, the size of the bid-ask spread is proportional to the size of
the dealer’s profit (although not all of the spread constitutes profit for the dealer,
c?ther fees are part of the spread). Dealer profit is also one reason Il uido’
lightly traded stocks tend to have larger spreads than frequently tra.ded(itocksr
ysts scrutinize patterns _inv bid-ask spreads to understand
d buyers. Other traders and analysts

Jt is important to remember one key
the ask price and sellers rece

a profiton bid-ask spreads.

Many traders and anal
what prices trigger demand for both sellers an

feel that the bid-ask spread itself has little predictive value

Factors Affecting Bid-Ask Spread
The Bid- Ask spre At atns
inventory cost i o;de(:'l:'cur rency quotations is indluenced by the order cost
Bid- Ask Sp rea,d = ff O:dl:rﬂ;:(;h.lme of transaction and the currency risk. Thu®
2 st, .
risk) : inventory cost, competition, volume, currency
(1) Order Cost A
s: O - g
~ clearing costs an:id::s:: Z;S o t;e cost of p‘rocessing" order, inclu
recording transacti r? saik o
, ions. il

ding

- (2) Inventory Costs; i , | s g
a particuly';r currenl:; e;;t(l)(ri)" cost are the cost of holding ghé ,ih}fﬁﬂtQF Y’OI
~ of currency and the op olding scumrency fnyolies the maintenanc®
i for some other PUTPOSeE I;tunlty_cost as the funds could have bee! use
the opportunity cost of hol dt.he,P révailing interest rates are relatVel hig?
oldingan inventory should be relatiirel}’highf i
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1!(' . 4 1 sV i
I other pand, when there is high inventory cost, the difference between

)
{he :
- ,'-.m.'wﬂlbcmnrcurmrc'ulw N o
j-ask pread will be larger to cover these costs.

(jml‘l""m";;  The ‘“:L;T"“c Cl‘"“l’clllinn in the foreign exchange market
(0 smaller spread. Furt 1e1, less competition give '

me / 5 ’
ly trade currencies face | ! gives rise o the spread
y - ace intense competition in the foreign
market, as there is more business in these currencies. Therefore,
ller spread. On the other hand, the less traded currencies face
Jess competition in the foreign exchange market, as there is less business
arrencies. Thus, there is larger spread

K

Irml.s
The wide
exchang®
therc is sMa

in 1]105(3 C
) Volume . The currency which are largely traded in foreign exchange
market are more liquid. The liquid currencies don't face sudden change
in price. This means that the market has sufficient depth that few large
(ransactions cannot change currency’s price. Therefore, the bid-ask

spread is less in case of such currencies and vice-versa.

Currency Risk: Currency Risk is associated with economic and political
conditions of the country. Some currencies exhibit more volatility than
other currencies because of the political and economic conditions of
their respective countries causing the demand and supply of the currency
to change abruptly. For example, the currencies in countries that have
frequent political crises, face abrupt price movements. The
intermediaries are willing to buy or sell these currencies. This could
result in losses due to the sudden change in the values of these currencies.

(5)

3. Trading in Spot Markets

Inspot market, the goods are traded at spot rate. Spot rate differs from future
rite. This difference in the spot and future is because of the time gap between
their time periods when payment is made. The future rate s different from spot
rate because it depends on the future expectations about the prices. It:also
depends on the storage costs of the asset you are planning to buy. It depends on
the weather pre'dictibhs, _of,;y’o_qr: vpr_od‘;icti.wlt is guided by weather such as
Perishable goods ’etc.v‘Evefy_.c_la'y_Resefve bank of India publishes reference rate
forspot USD/INR and spot EUR/INR. RBI reference rate is an indicative rate
~Wwhat is the average foreign exchange rate prevailing on a given date. This
eisalso used by companies to convert their foreign currency import payment

an .
dexport receipt to INR for financial reporting.

4,
- Cross Exchange Rates R &
are Sexchange rate is the exchange rate between two currencies, both of which
n eI i 3
ot the official currencies in which the exchange rates are given. This is
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nes $

ncies with a thi
the tate derived from the exchange rates oftwo curren }:th  third CUrrenCY
o xchange rate is calculated by multiplying two exc ange rateg , eac};
Crosy exXchi ‘ : . ) .
other to climinate third currency, which is common to both ¢xchange Tateg

A . Y

For example, most of the currencies define its exchange rate ip termg
OF CXé& ) B
th I ¢dip
; ing common currency, they can ¢,
terms of US dollar, then by using g . Culate the
exchange rate between cach other or between their currencies, [; i

, S the
exchange rate between any two non-dollar currencies. |

AP
: ency ‘A and cur ‘v g
The cross rate is the exchange rate between cur‘r’ y r‘ency C deriveg
from actual exchange rate between currency ‘A and currency ‘B’ apq

« )
currency ‘B’ and currency ‘C.

Sometimes cross rate is referred to as exchange rate between two currencieg not
involving the US dollar.

Currency vendor provides quotes for only the most liquid currencies such
dollar, Euro, Pound Sterling, Swiss Franc, efc. Exchange rates between other
are normally calculated as the cross rates using the quotes for major

Mathematically,

as the g
Currencieg
currencies,

AJC = units of currency A’ per unit of currency ‘C’
A/B = units of currency A’ per unit of currency ‘B’

B/C = units of currency ‘B’ per unit of currency ‘C’

IHlustration

Suppose, the exchange rate between Euro and US dollar is 0.75 € per US$. Exchange
rate betWeen’US$ andv Swiss Franc is 1.09 US$ per Swiss Franc. Flnd meexchﬂ“ge
rate between € and Swiss Franc in € per Swiss Franc, 3ol (i
Solution

€ per Swiss Franc = 0.75 € per US$ x 1.09 US$ per Swiss Franc =08175€Pe _
Swiss Franc . DRl T 2ol 580000 AU e
Finding the same exchange rate in Swiss
‘reciprocal of the exchange rate calculated
‘would be:1.223 Swiss Francs per € (1

T L 3
Franc per € would involve tak;ﬁ :
above;: Swiss Franc per€ CJFChav‘;?;“ 4
+(0.8175 € per: Swiss Fran®t ;- .
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yl- of mm-kel. the fm-mgn chhnngo is traded with .
1mhl“‘" (o contract of transaction. Hov in toeo business days of
g 1D ' ‘ vevet, in t} :
it , i the forward market, the
Al appen on one da ; ) ATEET T
qm( jo* " l‘ Indi Y, but payment is to be made on same future
LA ., an Indian e t !
"f 0 examp ‘ 9 1' ]C]"(pnrlcr of textile cloth might sell it cloth to a
ais . wi C C ) . '
]-c'n rer with ““"]’C‘ "llal ¢ delivery, but payment is to be made on same future
B erone month). The US importer has an obligation to mak
qe! <. §o, the US importer ; i DSGARE PRyl
days. SO 1 may enter into a contract with a trader to

in 30 e in 3
o dollars for rupee in 30 days at a one month forward rate

Thf“ced for fOf-Wa";i 1.1;ar(li<e.t is for hedging not speculation, The people who
e vard ma;ket. LRl glllg and speculation, are exporters and importers.
e exporters and uﬂlpoft‘:ls buy forward the currency that they will have to
a and sell forward the curr'ency. that they will reccive. This is how they try to
uce the unwanted fluctuations in the markeyt.The traders also use the forward
sarket 10 preserve the value and nature of their assets without speculating
cainst fUture trend. These dealers use both the spot and forward market through
S:mps. A swap is @ transaction in which one buys:spot currency ‘A’ selling
«y and simultaneously sells forward currency ‘X’ buying currency
American investor hasa future receipt in rupees. Also assume
rat he thinks that Indian bonds are presently a good investment. So he has
jollar assets but does ot hold cash in rupees: He needs rupees right now and
cnnot wait for the future receipt of rupee to come. One of the solutions is to
[l dollars and buy rupees in the spot market. SUpposeé, he does not want to
block money in a foreign exchange adventure. So, he cannot forecast the
exchange value of the future receipt. In this case, he sells dollar against rupee
spot getting his rupee and buying his bonds. Simultan ewously he buys dollars
forward against rupee mat'chii_ig the value date of the rcceipt; After the expiry
of forwar_d period, the investof cas t, pays back the rupees ;hat he

hes the fe_céipl |
owes and gets his original dbllars. This is how he was able to ovg;come the
time Jag problem. L e | '

:.]i\(‘

\

currency
v Let us say an

Wehave to determine whether the quotes represen
the spot rate. If the forward quote (buying rate) is smaller than the s
forwarg quote (asking rate), then there i_s.a,prelm:ium. In such a case, points are
0 be-added to the spot rate. But, if the firSt quote is greate'r' t.ha{lr F_h_e second,
ted from the spot rate. .

t a premium or discount on
econd

1

Forward Rate igh fis

. ™ard rate is the rate quoted by foreign exchan86;§534¢fs= for the pur chaseor
®offoreign currency in future. The difference between the spot rateand the
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fsrwatd tute 16 khawn s the spread in the {n”f;"tz “‘”f(;;‘t' S"PPOSG the -
daidinn siiper sh 1 Janiary. 2014, cold at 4(),();“ whi (.f t; ay(' Fnrwa,d r”Pe:
Wi ;'ﬂ '».-. m.‘. M 80 6060 Baced on thee Tates, (z\japlr']-:ﬁ -(f’:)( ‘;? m da:ﬁ ‘r'm""ard
riage hise been gooted ks a 02 point premium. vimilariy, 1 90 ¢ ays Hr'(iﬁ ¥ i

R p(”]ﬂ‘
hie beeh quoted st 81,6745, while the spot pound has beeg $1.7015 d
W Been i’_‘l RIS N gl X Y/ Yy ) ' .
duvs British prund is being cold at a 2.70 point discount.

2. 1ong and Short Forward Positions

The buving of a secutity such as a stock, commodity or curren,
s-apww‘&iﬂﬂ that the asset will rise in value, is long position in
market. Tn the context of options, the buying is an options contry

Yx W“h [he
hE f()rwar

ct, opposite
af whort” (or short position).

A short pasition is the sale of a borrowed security, commodity or curre

ey with

the expectation that the asset will fall in value. In the context of Options, jt ;,

the xale (also known as ‘writing’) of an options contract.

Essentially, when speaking of stocks, long positions are those that are owned
and short positions are those that are owed. An investor who OWns 100 share
of XYZ stock is said to be long 100 shares. This investor has Paid in ful] th,
cost of owning the shares. An investor who has sold 100 shares of XYZ stock
without currently owning those shares is said to be short 100 shares. The short
investor owes 100 shares at settlement and must fulfill the obligation by
purchasing the shares in the market to deliver. Often, the short investor borrows
the shares from a brokerage firm in a margin account to make the delivery.
Then, with hopes the stock price will fall, the investor buys the sharesata lower
price 10 pay back the dealer who loaned them. :

When an investor uses o
have slightly different
long position, because

ption contracts in an account, long and short positions
meanings. Buying or holding a call or put option isa
the investor owns the right to buy or sell the SeCm?t’fto
the writing investor at a specified price. Selling or writing a call or put option
is just the opposite. It is a short position, because the investor owes the holder

the right to buy the shares from or sell the shares to him at the holdﬂf
discretion. W

Long and short positions are used by investors to achieve different r?SmFSF Oﬁi‘;
both long and short positiong are established Simultaneousl’y'by an 111"'35“’r
leverage or produce income op 4 security. A simple lohg stock pbsitioniis.b‘ "Op 5
and anticipates growth, while a short stock position is bearish, Long ci_,\,ur.Q‘.P W
positions are bullish, as the inyestor expects the stock price to nseat;su :
calls with a lower strike Price. An investor can hedge his long stockP
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of " o . 8 him ¢},
by ,‘rmltced price. Short call Option positionq p the
agu‘]’wirhout the need to borroy the $ 0ffe

Jif

Ject the premium a

right to sel] his stock at I
I'asi ) f
Stock, Ths Similar Strategy to short

I8 position
he Possibyj]
lgher) priC

ol § income With ¢

allows the investor
(% el at a guar 1 ce u
X posmOl’l at a guaranteed, yg ally b

ity of dclivcring his long

& s the investor the poggityis ¢ Converge i
tion 81V "the possibiity ofbuying the stock ly, a'short put it
l 1he collects the premium whjj, Waiting Ockataspecified price
an .
cearejusta few examples of how combinjp,

3 Forward Premium and Discount jis

Transactions in foreign exchange market may be Spot transactions or forward
yransactions. Spot transactions o exchange in foreign exchange require -
ly, to be more specific, within two Bl
] eéd) upon'to allow for clearing of i

On the other hard, forward transactions or exchange involve an agreement
today to buy or sell a specified amount of foreign currencyat a'specified future

date at a rate mutually agreed upon today. This rate is known as forward rate
(FR). ' Rl 1

The forward exchange rate may Be_ quoted ata prémium or at a discount on the ‘ £
ot rate. In the former case, the forward rate is above the present spot rate, L
while is the latter case, the fdi'ward rate is bclow the present spot rate, making
the foreign currency Jékbehsive and cheap in the two cases respectively. Forward

Premium (FP) or forward discount (FD) can be computed from the following

3 1
: 3
§
31
{

i
§
1
H
i

- FPORFD= o

100

i possiple to spot sell a currency and forwardrepurchaselt asa part of siqg}e

#Saction, known as currency swap. The swap rate is the difference bgtwegn
*Potand forward rates in the currency sWaps. A

L
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4. Arbitrage , by s
~eo of acurrenc spec
o .\fc,-gmlhcl“”'dmu ofac ! y by P. ulatorg
The term arbitrage reler: et 5 nnmcdmtc resale in the i

. § ' . Y} net

where it is che fi ary
7B o make a profit. The

exprensive s0 a8t I Procegy ¢

exchange rate between any two Currencieg th
¢

" the
monetary centre,
ventre, where it is more
arbitrage helps in keeping the
same in different monetary centres.

ar price of pounds were $1.98 in New York ang A
usually the commercial bank or a foreign exchang,
in New York and immediately Tese]]

For example, if the doll

in London, an arbitragec, '
dealer, would purchase pounds at $.l.9 . 50,0
them in London for $2.01, realizing 2 profit of $0.03 per pound, yf the

transaction involved one million pound, the profit would be $30,000 fo, i
few minutes work. The example did not deduct the transaction cost, telephope
charges and other costs associated with conducting the deal from the profit
Since these costs are minimal, we ignore them here.

However, as the arbitrage continues, the exchange rate between the two
currencies tends to get equalized in the two monetary centres. In the abgye
example, the sale of pounds in London increases the supply of pounds there,
thus resulting in a decrease in the dollar price of pounds in London. In Ney
York, arbitrage increases the demand for pounds in New York thereby
increasing the dollar price of pounds in New York. This process continues till

the dollar prices become equal in the two countries so that arbitrage does not
remain profitable.

In the above example only two currencies and two moﬁetary ,ﬁentres'are
involved in the arbitrage analysis. When this is so, we have two point arbitrag.
When these currencies and three monetary centres are ihvolved, we have
triangular or three point arbitrage. Triangular arbitrage also operates in the

Ssame manner as two point arbitrage, though it is not very popular. Triangular
arbitrage operates so as to ensure consistent in

. | direct or cross exchange 1ates
between the three currencies in the three mop e

etary centres.
Consider the following example RS A
$2
£0.2

£1 in New York
- 1 DM in London
2.3 DM = $1 in Frankfurt

]

These cross rates of New York with other exchange rates remaining thesam

’then it would pay to u_se'i$‘1 96 to puféhase £1 in New York, use £1 tobuys?ng
in London and exchange the 5 DM in London for §'in Frankfurt thus F¥8°
a $0.04 profit on each pound ‘ U AR T B IR W e '

transferred.
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'mlﬂlﬂ
L,,f‘ § nml'-” .1rbm.\gt climinates incungigwm cross rates and the

a “’ld ~ - 2l l_' *y 2 .y
g ther arbitrage by incre;
% pility of fur ge by Increasing the demand for the currency in

it entre, where the currency i
r‘oﬂ ,nctal‘,'“‘-“t“' e neyis more expensive, In effect, triangular
o in consistent cross ry ’
" 0 rCSlll‘S]llllL'nt g 1;)« rates among all pairs of currencies, thus
pitl v all international monetary ¢ :
A anify ¢ ctary centres into a single market.
il ;
h ( Arbitrage

i age of higher inter -
the advantage o 1gher interest rates in forcign monetary centres, we

1‘0““ .10 convert the domestic currency into foreign currency, in order to make
.w\l“f“ﬂcnt' At the time of maturity, the funds are reconverted from the foreign
e .to the domestic currency. During this period of investment, a foreign
y depreciate or appreciate, known as foreign exchange risk. If
":“ change risk is covered, it is known as covered risk and when foreign

o €X
reigh 4 s HEN
fo ange risk is uncovered, it is known as uncovered risk.
(o r
Uncovered Interest Arbitrage : The uncovered interest arbitrage occurs

when the risk of foreign exchange is not protected. For example, if the
interest rate on three months treasury bill is 11% at an annual basis in
india and 15 percent in London. The Indian investors would like to
invest or buy treasury bill in London. They would like to exchange rupee
for pounds at the current spot rate. It may then pay for an Indian investor
to exchange rupee for pounds at the current spot rate and purchase British
treasury bills to earn the extra one percent for.the three months. When
the British treasury bills mature, the Indian investor. may want to
exchange the pounds they invested plus the interest earned back into
rupees. If during thié pé'ribd Qf investment, the pourid depféciates, the
~ investor will get fewer rupéés per pound than what he paid. If the pound

depreciates by half 'o'f'v(_)'n.‘e' 'p_erc,e'nt: from his foreign investment, the
Indian investor will have dﬁlihélfdf the one percent from his foreign gl
investment. If potxhd depféciait'és‘b‘y o_ne:per‘cent during this period, the ' |
Indian investor will gain nothing. If the pound dcpfeéiatés by more than
one percent, the Tndian in'v‘es'tdr;_wi'l‘lylffrl;\‘vé'lo’ss.‘ But, if the pound
appreciates, the Indian investors willl'véé‘iﬁ both from the extra interest
he earns and from the appreciation of the pound. '

(1)

(2) Covered ,Int;elr’egt‘; Arbitrage : We can also cover the 'i‘r.lt‘é'xfest arbitrage
as investors of short term funds abroad generally w"'lé‘ht't;d éfv;(b):i'd’ foreign
exchange risk. To cover foreign exchange risk, the iﬁ;éstofé exchange
domestic currency for the foreign‘ currency at the cur_rgﬁf spot rate so as
:E quchase foreign t'rveas“ufy bill and at the same timé'}jg sells forward

®amount of the foreign currency he is investing plug.'t:hg"in‘"té’rest he
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"ll i ]I D ( AL

Ditrage refers to the spot purchase of th ment.
Thus, covered interest arbitrage refe | offcetting the " OTQign
currency to make the invcstn.wnt nn(' ,\ o g,Wh Slmultanegu
forward sale to cover the foreign exchange 'rls . en treqg v by
matures, the investor can then get the domestic currency e

(Iuivalent of
the foreign investment plus interest earned without forexgn eXChan

discount, the net return on the investment is roughly equal tq th

interest differential earned abroad minus the forward discoy

i 3 i ion in earning is the co .
foreign currency. This reductl‘on in g st of Suran,
against the foreign exchange risk.

isk. Since the currency with the higher interest rate is usya]]
risk.

8e
arq

€ Positiy,,
nt On the

If we continue with the same example, where the interest rate On thye,
months treasury bill is 11 percent per year in India and 15 Percent i,
London. Also assume that the pound is at a three month forward discoupg
of one percent per year. To cover the interest arbitrage, the Indjap investor
must exchange rupees for pounds at the current exchange rate, At the Same
time, he sells forward a quantity of pounds equal to the amount inyesteq
plus the interest he will earn at the prevailing forward rate. Since the poung
is ata forward discount of one percent per year, Indian investor loses one
percent on the foreign exchange transaction to cover his foreign exchange
risk for the three month period. His net gain is thus exts

a one percent
 interest he earns for the three months minug one fourth of t

he one percent
he loses on the foreign exchange transaction, F AT ad

Ifthe covered interest arbitrage continues, the possibility of gain reduces
until it is completely wiped out. This takes plz.{ce due toltwo reasons.
First, as funds are transferred from India to UK, the interest rate risesin
India due to the increase of supply of funds in UK. Therefore, the positive
ential eco , the sale of pounds
, while the purchase of
) increases the spot rate. Thus, the fQYWard
discount on t.he POund rises % S poeest Mg

With the posi interest differential jn favour of UK diminishing a‘?d e
forward discount op, the pound rising, the net gain falls for both reason-‘;
 until it becomesvze_ro. In this situation, the ‘ploim‘d o ag'igte{eﬁ :
parity. Here, the positive interest differential jn favour of 'the‘.»fore-lv-rgnf
s equal t0 the forward discy | e

n{ » liscount on the foreign "
o0 the real World, a net gain of at leasi o futsish o
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-netcnd the pound is at a forwar( pre

mium, the ne
‘.thol' will be equal to the extra inte ) ey U

rest ea

\ . arned for the th

the forward premium on the pound for the thre ey
| ¢

: months, However,

vered interest arbitrage continues, the positive |
I

1‘; }“\your of L911f1011 diminishes and sq does the for:::rrcCISt tlcilf:;:c”“al
he pound Uﬂ'tll it becomes a forward discount and al{ of tphe a'lma(m
once again wiped F)ut. In covered interest arbitrage, the ru]cgisl:hs t“;
the interest rate differential is greater than the pren;num or discoznlt

the moNeY should be placed in the currency that has a higher rate of
interest 0T vice-versa.

ared [nterest Arbitrage and Interest Parity Theory
(0 .

: covered interest arbitrage between the interest rate differential for the two
ions and the forward premium or discount on the foreign currency has been

.

= | : ‘ 5 —4¢~Interest parity line

2

(pCI'CCﬂl per ann

Interest Differential in Favour of Foreign Country

S (R 1o

Forward Exchange Rafe - Discount of Premium (percent per annum) W aH ek

Fig. 10.2 : Coi"exx'éd-int‘eresf A.rbitrage;l'ic,i: iInterest Parity Theory
.1: honzontal axis in Fig. 10.2 in shows the forward premium (+) or forward
ount (-) on the foreign currency expressed in percentages per year. The

Vetticy] , SR
i p‘Cal axis measures the interest differential in favour of the foreign country
¥ e o . . > L . e -; 4 2 e .
- Percent per anpum. The line in the figure depicts interest parity. Positive

Ueg ; y ¢ M SR e 1
) is Indicate that interest rates are higher abroad. Negative values indicate
g, terest rates are higher domestically. When the interest ;dlffereml-al 18

Mem, ¢ forelgn currency is neither at a forward discount not ata forward
m, : :
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llSIneg‘

Far example, when the positive interest differentialis 1,5 Percent
. . i 1 N o g oy - H r
favour of the foreign nation, the foreign currency is at a forwapg dig Fear
_— tara . s ' . 3C(
L5 percent per year, Similarly, a negative interest dlffcrentlal of 2 )“ntqf

associated with a forward premium of 2 percent, Frcent iy |
F Fig. 10.2 shows that for all points above the interest parity line, there y;
. net gain from an arbitrage outflow duc to two reasons, Fipst, the po will be a

St

i . N . . Sitive ;

differential exceeds the forward discount. Second, the forward Bremn; lve Intep |
l |

eXCeed |

the negative interest differential.

Fo,‘. example, at a point ‘A, the positive interest differentia] is 2

PoInts per year in favour of the foreign nation. While the fore; Perce“ta g
at a forward discount of 0.5 percent per year. Thus, there g i 80 Currep, is |
arbitrage margin of 1.5 percent per year, COvered intereg

in favour of the fore;
to a capital outflow. ¥

avo N natj i
On the other hand, point ‘b’ inyolves a forwardon N

. Premiyy,
1fferentia1 of op]
0ad, becayg, they
e'only 1 percent
nishes ang tends g

<1>f2 percent on the foreign currency and a negative interest 4
percent. Thus, investors have an incentive to invest abr
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b age FAtes are fixed and exchange controls
e 1;‘1{ in foreign exchange dealings. However, when rates of exchange are
v’ . » fluctuate freely, foreign exchange transactions involve risks.‘.‘iuch
-‘Howc.‘qn be avoided by availing hedging facilities provided by the foreign
" . market. Hedging means covering an exchange risk by settling the
f'\.ﬂ:n::c rate for future transactions to avoid possible loss due to exchange
""Ct;‘]u;tuations. In other words, hedging secures present contracts like forward

‘le y 4 (% K
# singin share markets and helps in avoiding uncertainty arising out of risk.
s

Hazard Effect of Hedging

pglobal pusiness, international partners find to reduce risk by spreading the
bu;iness internationally through portfolio diversification. However, such
overing of rise to moral hazard. Here, investors know that if the investment
;ails, they will get back the fild amount back. On account of complete insurance
(irisk, investors lose the incentrie to lake precautions to avoid risk. The Asian
Crisis of 1997 was to an extend due to moral hazard by the investors, who had
ivested in these countries. :

are imposed, there is no risk

yloral

Types of Hedge | |
When engaging in a futures contract in order to reduce risk in the spot position,
the futures trader is said to establish a hedge. The three basic types of hedge are:

(1) Long Hedge/Anticipatory Hedge : An investor protects against adverse
price movements of an asset that will be purchased in the future, i.e., the
spot asset is not currently owned but is scheduled to be purchased or
otherwise held at a later date.

(2) Short Hedge : An investor already owns a spot asset and engages in a trade
tosell its associated futures contract.

(3) Cross Hedge : In actual hedging positions, the hedger’s needs do not
perfectly match with the institutional features. They may differ in time
Span covered, the amount of the commodity and the particular
characteristics of the particular goods. Thus, when a trader writes a futures
COntract on another underlying asset, he is said to establish a cross hedge.

6 SPt:cula.tion

Specylas: S i
Oreiulat“’e business is picking up these days. It ranges from grain market to
n

Way, B currency market. A speculator is not interested in the product in any

Pri(:e a : g2 ? / )
ta dlfferent place or at a different time (future market). .

18 businegg is to bl_lY'thé commodity at a low price‘a_x'}‘d/, _éqll at a higher
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Usiy,

has turned into a risky business, lot of pec
Since, this simple activity ha

Ulgtf
oy
1,
will o into the wheat marke

This occurs, when the trader
Jation is arbitrage. This occurs, For examp| mu“ane’ms}-f
e kind of speculs ' , ice area. Fc : €
SERARCS ]( : ice area and scllsina high pr p
buys inalow price are:

“ Price “f“'he :
» anin Pun’ab, ass .
Madl Pradesh 15 T 0.50 highcr per kﬂ' th J u i :f
ir‘ iy ndl ‘y;l ‘ + h

Min

: cent per kg, An arbitrager _
ansportation and insurance is 10 Pcru.:n”M (lilJl al’radc‘;hg dOf'Whe’lt il
tra -}3‘“(“]‘('11 in Punjab and transportitto ﬂ” y o :“ ]ﬂ &h"ca“(‘arn
r\:}(;; ent profit, In the process, the price differential wi slowly

a 40 perce .

digappfar
sportati insurance cost.
except the transportation and

1coe J i
Since, every crop is seasonal, to keep a price homo{,cmf t}; e
has to be stored. A person who wants to sell the crop in future,

gh theyeaf, Cro
ha.S to kn()w th?
cfficient pattern of pricing and efficient use over the year,

A speculator of wheat knows that if all the wheat come.s out in‘ the marker Price
will crash. So, he buys at a low-price, stores it and sells it atahigher Price dygiy,
off season. Generally, this market has free entry and there are many player, in
the market. This wipes off any super normal profit. This does N0t mean thyy
prices accross the month will remain identical, but, competitive specyliy,
price pattern will produce lowest price during harvesting p

eriod and price vy
increase from month to month to compensate for the storage and interest cogt.
It will reach a peak till the next harvest comes to the market.
This is just the way in inter re

identical in various re

gional arbitrage. Here, original price maybecome
gions convered by the arbitrager but actual price rises
N costis an increasing function of distance). Speculation

omic efficiency by Temoving interregional and inter-
temporal price differentials, i

(Becuase, transportio
thus, increases econ

gth of time they plan to hold a Posmom

ification includes

(1) Scalpers ; They have the shortest holdihg hor:i"zon;
. Ppositi

On within g fey minutes of initiation, TheY a
short ~ adi

tYPlcallyclosmg: '
ttempt t0 pm‘ﬁ:::n
¥ and sell by reading other trade
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P ot within the same trading day, 10.2%

neduled an o Mot f :
15(Iudul(‘( AnnoUNCcements reiate flen, they attempt to profis

{|‘(‘" 1O i o
stion Trader : They have l(mswr ] ey Supply, teade deficit, et
.y o _ YT Ot 26 Y ‘
f | often as long asa few mont mh"“““f{ Positions avernight

(¥ -
ant ]\S. ”\(:R(‘ are (’”‘W!W

N Outright Position Holdey . He takes |
akes hi

arket relying on his beljefs

matk - y ’l» ?1fsbcllcfmthc(umrcnfth m T

in this trader’s position is that, it offe § ezl v
) T

of the hunch is correct, Byt
losses as well.

pes:

e achance for very large gains
y r ith i : irge
ries with it the risk of very large

Sprcad Position Jolder :
requires a beliefabout the p
position holder focuses on

Unli '
bt ke an outright position holder who
¢ movement of one com modity, a spread

the relative pri

€ price movements b
o etween two
or more commodities. The spread positions can be of two types

() Intra-Commodity Spread : This involves price difference between
two or more contracts written on different, but related underlying
goods. Wheat and corn being close substitutes their prices are
positively related. This makes the spread positions less risky than
an outright position. Thus the trader’s strategy relies on the
widening of the spread. The trader compares the prices of the
different maturities aﬁd takes advantage of any price discrepancy
among the different maturity dates.

ansfers the risk to the speculative

* Generally, the pr
after it is ready for sale in the

seller by selling
marKet. Th15pr cess is c:
price may shoot up and-
is below the .'éipecté price he. producer ha:
where vagriculytiivr"all‘_ productx
supply is really p ¢
: 'arbi'tragef and hedging. He
 farmers from
ey
10.3 INTERNATIONAL MONEY MARKET .
t term funds to support their
ed to'borrow short term funds
viduals and local institutional
cial banks. Therefore,
nominatcd in local

cur heavy losses. In India,
ies of nature, agricultural
;féfope for speculation,
dian ‘market to insulate -

The local corporations need to borrow Sh‘O?
Operationsg, Country’s goVefnm;:nt maY also"tn‘e
fTOm the local money market where many indi _
Invegtoyrg srovidE B ds_-thfdu'gh’iﬁvestiﬁg in commgrc':ia
" domegtc mney market provide short erm funds d
“tency from 10¢~51f'gﬁri51us:ﬁnité‘tb'1o‘c‘al deficit units.

)

i
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In the same manner, due to the growth ot inte Hmln“l busine,
n the same ¢ . ‘ e Ccountry need s
rpotations or goverament ot a particular y short ye;
curpon \ §

veed to borrow short term tunds Jenominated ina currency tha i
ey D

s 1 ‘Ang factors:
from their local currency due to the following f

k.

Internag
lmm} A
1026 R“&,z

W

St

) he
m f

ol * \ln‘l

e re 8 . . B §
i inated in a currency that is ditferent from their local curre
denominated in ¢

Ny ¢

L ey
(hﬂercn1

(i) They may need to borrow funds denominated in foreign currenc).l 50 thy
it .,"“ bclp'\id for their imports denominated in that toreign C“”Cncy

A8 . :

(i) They may borrow funds denominated in foreign currency iy, whigy

interest rate is lower relatively. The cheap interest rateg in for n

$ in the

i so increase the demand for their currencie
countries also increase the dc.m ! ; ‘ ie lOCal
countries, It also gives rise to international financial markets,

(N S LA

(iii) They may borrow funds denominated in foreign currency kt‘eping i
cal Currency,
exchange ry

mind that foreign currency will depreciate against their lo
Further, they may repay their loan at more favourable
overtime.

10.3.1 Origin and Development of International Money Market

The corporations and institutional investors prefer to invest in
currency rather than local currency. These corpor
currencies because the interest rate th
would be more than that they
also prefer to invest in foreig
in which they are investing,
will be able to convert tha
favourable exchange rate at
of corporations and gover
in foreign currency has gi

a foreign
ations invest in foreign
at the would receive in foreign market,
would receive in their local market, They may
n currencies keeping in mind that the currency
will appreciate against their local currency. They
t currency intro their local currency at a more
the end of investment period. These preferences
nment to borrow short term funds denominated
ven rise to international money market. -

International Mo ney Market has two o

ther components, the Europeon Money
market and Asian Money Market.

(1) Europeon Money Market : Europeon Money Market exnergeddugni
1960s and 19705, Europeon Money Market emerged to accommo ‘2. ;
the need of MNCs who expanded their operations during that peft‘ms
The demand for US dollar was high as it was used by fgreigﬂ. Col‘:lsl-’mtes
as medium for international trade, The corporations in Um‘teié"wii
deposited US dollars in Europeon banks, so that they can m:ie pbg;ts
Europeon countries, The Europeon banks also accepted th.c".ﬁuf@??‘
so as to further lend U§ dollar to Ehropeon corporates based In BT

(gurodol®
These dOllar dePOSits in.Europgon banks:are known asEu? 3
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50
le, When "Me regulatgy

| ndim’,' by UsS bi\l]ks in ]968 nitC(l S(mcs “
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PNy of 4
al e £y \ ¢ f() ¥
ould obtain funds frop Europe, bai o Feign
L 4 « S, H
garocurrency Market. Fypyp, Vis h

» Whep
s tnpact p ; Y Eovern
s interest rates t 8
ontheinte BsL 1Y o.bc paid o dollar ¢
(heir deposits denomin

¢
ated ip dollay to Eur

¥ changes in
Mited the foreign
MNC;s based in (5
S given 4 Breat rise to
ment imposed ceiling

given rise to Eurocurrency Market

petroleum Exporting Coungrieg I
purocurrency Market, Thege Countrieg began to use the E

Market to deposit a portion of their reven e These do]]
. i : ‘
revenues are sometimes knowp o4 Petrodollarg

1ave algg contributed to the growth of

urocurrency
r dcnominated

(2) Asian Money Market: LikeEurop

not rely on banks in Europe be
zones. The major source of dep
with excess cash. Manufacturer
The Asian Money Market is
where large banks accep
Currencies. -

cause of the distance and different time
osits in Asian Money Market are MNCs
s are the major borrowers in this market.
centered in Hongkong and Singapore,
t deposits and make loan in various foreign

| "4 INTERNATIONAL CREDIT MARKET
.The Medium term

funds are bofrowed by the MNCs from local financial
mstitutions or thro

ugh the issuance of notes in their local marke‘_ts. Loans of
"€ year or more extended by the banks to MNCs in Europe are commonly
leg Eurocregis Loans. This market is called Eurocredit Market. The loan
Car{be denOminated in dollars or many other currencies, cor‘nmonly'h.aving a
‘ i:)()rity Period of 5 years. To avoid the risk, banks in Europe use floating rate
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"The loan' rate floats in a‘éACOifd‘in?e' with the mOV‘en}ent _of LIBOR
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MNCs obtain long term funds by issuing bondsl:n heir local Markgy,
N U S( ¢ } , ; 1
The way oo access long term funds in foreign markets, MNCs cap e
MNCs can alsc

sondst 'ncmation'ﬂb‘md markct.'l‘hcy13.‘;ucbondsm1ntematmna1market
ondsinii .

three due to three reasons.

i) MNCs (the issuer) recognise that they may be able to raise more funds
(i in a particular foreign country rather than in their home country,

(ii) MNCs issue bonds in international bond market because they prefe %
finance a specific foreign projectina particular currency.

(iii) MNCs raise funds froma foreign country because they find that finanig
in a foreign currency with a lower interest rate may enable MNC;s ¢,
reduce its costs of financing although they are exposed to exchange rate
risk.

Institutional investors such as commercial banks, mutual funds, insurance
companies and pension funds from many countries are major participantsin
international bond market. Some institutional investor, prefer to invest in
international bond market rather than their respective local markets when they
can earn higher return on bonds denominated in foreign currencies. These
international bonds are also known as foreign bonds or Euro Bonds. A foreign
bond is issued by the borrower foreign to the country, where bond is placed.

For example, a US corporation may issue a bond denominated in Janapanest
Yen, which is sold to investors in Japan. : '

Eurobonds also have secondary market. The market makers are 's‘generall)’ﬁthe
same underwriters who sell the primary issues. A technological advancevcfa‘'“\e_(-i
Euro Clear’ helps to inform all traders about the outstanding issueé?\foi‘-ﬁal.e",

thus allowing more active secondary market. The bond markets have been
developed in Asia and South America, !

10.6 INTERNATIONAL STOCK MARKET

Markets can also obtain funds from foreign investors'by;iSSUing-s'tqgfﬁls;_jf
Tn,terna“onal markets, Issuing stock in a foreign country can enhancethe™
image and fundg

can be raised from across the world. Firms get good
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his competition among
rease the efficiency of new issues, The
also influence the decision about where to
as the MNS may desire a country where it is likely to generate

le:»h future cash flows to cover dividend payments. MNCs need to have their
oot b[islcd on the stock exchange of the country, where they want to issue their 48
5. avestors will purchase these shares if they can sell them locally in the 1
dary market. The stock is denominated in the currency of the country,

pere it 19 placed. For (’:Xilmple, Coca-Cola shares were issued to investors-in 5
‘ Jenominated in Euro. The investors can further sell these shares easily ‘ |

~ormany
| stock exchange (secondary market) of Germany.

‘ll'lk

“.(011

Manynon-US Corporation§ th.at.need large amount of funds, issue these shares

inUnited States due to the hql.udlty of the newissue market in US. These shares

" called ‘Yankee Stock O,ffengs’. Most of the non US corporations raise their

nds by issuing the shares in US new issue market, as the US market has a

Jarge market base. These non-US corporations are able to sell the entire issue in iy

nis market. In smaller markets, the entire issue may not necessarily sell. When gl

anon US corporation issues its shares in its own country, its shareholders’ base f

i« in the hands of few large institutional investors. By issuing shares in US
these non-US corporations can diversify its shareholder base and can

markets, : .
educe the risk of price volatility by these few large institutional investors.

[nUS, investment banks commonly'serve as underwriters of the stocks of non
US corporations. They also charge for it. Many of the recent stock offerings by
non US corporations have resulted from privatisatibn programs in US. Thus
the businesses that were initially in the control of government, is now sold to
US shareholders. The non US c’or'p'o‘rations that are willing to issue their stocks
inUS market are required to satisfy stringent rules'on their financial condition.
They are exempt from some of these rules and regulations, when they qualify
for'Securities and Exchange Commission’ guidelines through a direct placement

ofstock to institutional investors. |
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The non-US firms can also use ‘American Depository Receipts’ (ADRs)
'(certificate representing the bundles of stock). It is a negotiable certificate
“Ued by a US bank representing a specified number: of shares in a foreign
E:;npany traded on a US exchange. It is negotiable security that represent
im:orénes-()f non US company that t;ades in US financ.ial markets. With the
b Uction of ADRs, it has become easy. fpr lthe US investors to invest in
fulesg: companies, because now they don’t have to comply with the hardship
ommind- regulations ,The Regulatory bOdYOf ‘Securities .and Exchar}ge
ssion has introduced the concept of ADRs. For example, Volkswagen,

-
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The non-US firms can also use GDRs (Global I)eoositor?' Rcceiots)
from outside the country. GDR is a lmn’k' certificate issued in
country for shares in a foreign company. The shares arc held by
of an inlcrnational bank. The shares trade as domestic shares,
for sale globally through the various bank branches.
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CHECK YOUR PROGRESS |  ——

1. Why do companies involved in international trade have to he
exchange exposure ?

dge their foreigy

!‘J

Explain the factors affecting Bid Ask Spread.
Distinguish between spot market'and forward market.

Should an exporter use spot rate or forward rate for quotations,

LA N

Is devaluation good for exports and im

ports? Why is the 1mpact of deva]uauon
usually not immediate?

6. What problem do you think you would fa

ce as a business trymg to' operate
in two foreign exchange markets? ye &tk RERACE )

What risks confront dealers in the forelgn exchange markets?

What are forelgn exchange, markets? Explain their most 1mportant func'uons.

9. 'What are the four different levels o
- Explain the other functions of for

10. Define interest drbltrage,
'+ arbitrage. How is interest

11.. Why does the net
 covered- interest ar

f participants in foreign exchange markets?
eign exchange markets.

uncovered interest arbltrage and ' covered  interest
arbltrage covered in the foxward market?

gain from covered interest arbitrage tend. to dummsh as
bitrage continues? ..., .

12, What is meant by foreign currency bemg at'interest panty? Why is this often
~ not the case in the rea] world? - LB L '
13. Howdo hedgers, s

. ament
: peculators and interest arbrtrageurs, as' well as go\v'el'n
" “actions affect exch ERRGRS

ange rates? - - i

‘ ate
14. leferentlate between hedgmg and speculatlon Also dxscuss the aPPrO i
"role for each in equity market. - - _
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