Lecture 6

Global Economic Issues and Policies
· Balance of Payments

· A system of accounts that measures transaction of goods, services, income, and financial assets between domestic residents, businesses, and governments and the rest of the world during a specific time period.

· Current Account

· Measures the flow of goods, services, income, and transfers or gifts between domestic residents, businesses, and governments and the rest of the world.

· Goods: imports and exports of tangible goods.

· Services: imports and exports of services, tourism and travel, and military transactions.

· Income: interest and dividend payments to foreign holders of domestic financial assets.

· Unilateral transfers: international transfers, or gifts, between individuals and governments.

· Capital Account

· A tabulation of the flows of financial assets between domestic private residents and businesses and foreign private residents and businesses.

· Includes three categories of financial assets:

· Financial assets of the domestic government

· Private domestic financial assets

· Foreign financial assets.

· Tabulates two types of asset flows

· Investment flows and changes in banks’ and brokers’ cash deposits that arise from foreign transactions.

· Official Settlements Balance

· A balance-of-payments account that tabulates transactions of reserve assets by official government agencies.

· Official assets:

· Gold and foreign currencies

· Special Drawing Rights at the International Monetary Fund

· Other government assets.

· Statistical Discrepancy

· An offsetting entry in the balance of payments if the sum of the credits and debits in the current account, private capital account, and official settlements is not zero.
· Overall Balance of Payments

· The sum of the credits and debits in the current account, capital account, official settlements, and the statistical discrepancy.

· Balance-of-Payments Deficit

· The sum of the credits and debits in the current account and the private capital account is negative.
· Balance-of-Payments Surplus

· A situation where the sum of the debits and credits in the current and private capital account is positive.
· Balance-of-Payments Equilibrium

·  A situation where the sum of the debits and credits in the current account and the private capital account is zero.

· Balance on Merchandise Trade

· The sum of the debit and credit entries in the merchandise or goods category
· Balance on Goods, Services, and Income 

· The sum of the debit and credit entries that appear in the merchandise, service, and income categories.
· Balance on the Current Account

· The sum of all the debit and credit entries in the categories of goods, services, income, and unilateral transfers.

· Balance on the Capital Account

· The net inflow or outflow of capital (financial assets) purchased by private domestic and foreign residents.
· Exchange Rate

· The value of one currency relative to another currency as the number of units of one currency required to purchase one unit of the other currency.

· It is the oldest and largest financial market in the world—more than $1 trillion.

· Has no central trading floor where buyers and sellers meet.

· Is open twenty-four hours a day, except for short gaps on weekends.

· Global banks account for about two-thirds of the market volume, while foreign exchange brokers and dealers account for approximately 20 percent.

· Spot Market

· A market for the immediate purchase and delivery of currencies.
· Spot Exchange Rates

· Market prices of foreign exchanges in the spot market that are the rates pertaining to the trading of foreign-currency-denominated deposits among major banks in amounts of $1 million and more.

· Bilateral Exchange Rate

· An exchange rate that relates the values of two currencies, it is a relative price meaning “two sides.”
· Currency Appreciation 

· The amount of one currency required to purchase another currency has decreased.
· Currency Depreciation

· The amount of one currency required to purchase another currency has increased

· Nominal Exchange Rate

· A bilateral exchange rate that is unadjusted for changes in the two nations’ price levels.
· Real Exchange Rate

· A bilateral exchange rate that has been adjusted for price changes that occurred in the two nations

· Foreign Exchange Risk

· The risk that the value of a future receipt or obligation will change due to variations in foreign exchange rates.
· Types of Foreign Exchange Risk Exposure

· Transaction exposure

· Translation exposure

· Economic exposure

· Transaction Exposure

· The risk that the revenues or costs associated with a transaction expressed in terms of the domestic currency changes due to exchange rate variations.
· Translation Exposure

· Foreign exchange risk resulting from the conversion of a firm’s foreign-currency-denominated assets and liabilities into the domestic currency value.
· Economic Exposure

· The risk that changes in exchange values might alter today’s value of a firm’s future income streams.
· Covered Exposure

· A foreign exchange risk that has been completely eliminated with a hedging instrument.

· Forward contract for foreign exchange

· Derivative instruments
Exchange Rate Systems

· The Gold Standard As an Exchange-rate System

· Allowed the exchange of a currency, both domestically and internationally, at the mint parity rate for the currency. 

· Determines the international exchange value of the currency between gold and the currency.

· Bank for International Settlements (BIS)

· An institution based in Basle, Switzerland, which serves as an agent for central banks and a center of economic cooperation among the largest industrialized nations.
· International Monetary Fund

· A supranational organization whose major responsibility is to lend reserves to member nations experiencing a shortage.
· World Bank

· A sister institution of the International Monetary Fund that is more narrowly specialized in making loans to about 100 developing nations in an effort to promote their long-term development and growth.

· Pegged Exchange-Rate System

· An exchange rate system in which a country pegs the international value of the domestic currency to the currency of another nation.
· Dollar-Standard Exchange-Rate System

· An exchange rate system in which a country pegs the value of its currency to the U.S. dollar and freely exchanges the domestic currency for the dollar at the pegged rate.

· Flexible Exchange-Rate System

· An exchange rate system whereby a nation allows market forces to determine the international value of its currency.

· Managed or Dirty Float

· An exchange rate system in which a nation allows the international value of its currency to be primarily determined by market forces but intervenes from time to time to stabilize its currency.

· Crawling Peg

· An exchange rate system in which a country pegs its currency to the currency of another nation but allows the parity value to change at regular time intervals.
· Exchange-rate Band

· A range of exchange values, with an upper and lower limit within which the exchange value of the domestic currency can fluctuate.
· Crawling Band

· A range of exchange values that combines crawling peg features with exchange-rate band flexibility.

· Currency-Basket Peg

· An exchange-rate system in which a country pegs its currency to the weighted average value of a basket, or selected number of currencies.

· Currency Board

· An independent monetary authority that substitutes for a central bank. The currency board pegs the value of the domestic currency, and changes in the foreign reserve holdings of the currency board determine the level of the domestic money stock.
· Dollarization

· A system in which the currency of another nation circulates as the sole legal tender of a nation.
Arbitrage

· Purchasing Power Parity (PPP)

· A proposition that the price of a good or service in one nation should be the same as the exchange-rate-adjusted price of the same good or service in another nation.
· Arbitrage

· Buying an item in one market to sell at a higher price in another market.

· Absolute Purchasing Power Parity

· The price of one currency (P) should equal that current currency’s price (P*) times the spot exchange rate (S).

· Relative Purchasing Power Parity

· The relationship of relative changes in exchange rates to relative changes in countries’ price levels.

· Covered Interest Parity

· A prediction that the interest rate on one nation’s bond should approximately equal the interest rate on a similar bond in another nation plus the forward premium

· Uncovered Interest Parity

· The equality between the interest rate in one nation and the sum of the interest rate and expected currency depreciation for another nation.

· Risk Premium

· The increase in the return offered on a bond to compensate individuals for the additional foreign exchange risk they undertake in uncovered transactions.

· Rational Expectations Hypothesis

· The idea that individuals form expectations based on all available past and current information and on a basic understanding of how markets function.

· Efficient-Markets Hypothesis

· A theory that stems from application of the rational expectations hypothesis to financial markets.

· States that equilibrium prices of and returns on bonds should reflect all past and current information plus traders’ understanding of how market prices and returns are determined.

· Foreign Exchange Market Efficiency

· Market efficiency exists when the forward exchange rate is a good predictor—often called an “unbiased predictor”—of the future spot exchange rate, meaning that on average the forward exchange rate turns out to equal the future spot exchange rate.

· Real Interest Parity

· An equality between two nations’ real interest rates that arises if both uncovered interest parity and relative purchasing power parity are satisfied.

Global Money and Banking

· Central Bank Functions

· Raising government funds to finance wars.

· Holding unused funds on deposit at a single central bank office or in regional branch offices of central banks.

· Operating as a fiscal agent for national governments by issuing, servicing, and redeeming government debts.

· Preventing bank runs by serving as the lender of last resort to any temporarily illiquid but otherwise solvent bank

· Policy Instruments

· Financial variables that central banks can control, either directly or indirectly. 

· The Federal Funds Rate

· The market interest rate in the U.S. interbank funds market known as the federal funds market.

· Lombard Rate

· The interest rate on central bank advances that some central banks, such as the European Central Bank, set above current market interest rates.

· Open-Market Operations

· Central bank purchases or sales of government or private securities.
· Reserve Requirements

· Central bank regulations requiring private banks to hold specified fractions of transactions and term deposits either as vault cash or as funds on deposit at the central bank
· Central banks can try to influence real output and the price level by:

· Expanding the quantity of money in circulation.

· Bringing about a change in the exchange rate.

· Pushing down the value of the nation’s currency relative to other currencies.
· Leaning with the Wind

· Central bank interventions to support or speed along the current trend in the market exchange value of its nation’s currency.
· Leaning against the Wind

· Central bank interventions to halt or reverse the current trend in the market exchange value of its nation’s currency.

· Financing Interventions

· Central banks use reserves of assets denominated in foreign currencies for exchange interventions.
· Conduct of U.S. Interventions

· The Treasury has primary responsibility for initiating foreign exchange interventions.

· The Federal Reserve conducts interventions on the Treasury’s behalf.

· The Exchange Stabilization Fund (ESF) finances interventions when Federal Reserve foreign exchange reserves are not involved.

· Sterilization of Interventions

· A central bank policy of altering domestic credit in an equal and opposite direction relative to any variation in foreign exchange reserves so as to prevent the monetary base from changing.

· Portfolio Balance Effect

· An exchange rate adjustment resulting from changes in government or central bank holdings of foreign-currency-denominated financial instruments that influence the equilibrium prices of the instruments.
· Announcement Effect

· A change in private market interest rates or exchange rates that results from an anticipation of near-term changes in market conditions signaled by a central bank policy action.

