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e Some Basics

« Balance-of-Payments Accounting

« Markets for interest rate instruments
« The Foreign Exchange Market

» Global Financial Stability Overview
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— Physical flow (The scope of international trade)

» Money flow (The scope of international finance)



e Global trade
a. in goods
b. in services

« Global money (Foreign currency exchange rates)
« Global labour

« Global foreign direct investment
a. Plant, equipment, or operations
b. Financing or purchase in the form of loans, equity shares, or
bonds

» Global flows of capital
a. Currency exchange
b. Settlements of purchases
c. Require international financial institutions to manage



Global Financial Integration

« The world has become increasingly integrated
— Implying that there is more interdependence

« Problems in one part of the global economic system have ramifications
for the entire system

— Implying that there is more need for global collective action

— There is greater need for institutions, like the IMF, to regulate the
global international financial markets



Classification of Global Financial Market

1. Markets for interest rate instruments:;

2. Equity markets;

3. Markets for investment and money market funds’
shares/units

4. Foreign exchange markets; and

5. Financial derivatives markets

— The most relevant types of derivatives are: swaps, options,
futures, outright forwards and forward rate agreements.

Since foreign exchange risk and interest rate risk are highly concerned by
firms involved in global business, we will focus our discuss on items 1 and 4.










The Balance of Payment is a system statement of all movements of
goods and services, financial assets, and reserve assets between one
country and the rest of the world over a year and compiled on
principles of double-entry bookkeeping.
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In Balance-of-Payments Accounting:

A debit entry Is any transaction which results in a money
outflow or payment to a foreign country (e.g. Imports).

A credit entry Is any transaction which results in a money
Inflow or receipt from a foreign country (e.g. Exports).
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A hypothetical Balance-of-Payments

Current account

Current and
financial account

settlement account

Credit entry (+)

Debit entry (-)

Merchandise exports

Merchandise imports

Export of services

Import of services

Unilateral transfers from
foreigners

Unilateral transfers to
foreigners

Sales of money market assets
and financial market assets to
foreigners

Purchases of money market
assets and financial market
assets from foreigners

Official sales of gold and
foreign currencies reserves

Official purchases of gold and
foreign currencies reserves
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Autonomous transactions:

Current account
| Short-term capital account
(Financial market assets)

Two different types of
International transactions

Accommodating transactions:
Official settlement account
Short-term capital account

— (Money market assets)
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Balance-of-payments equilibrium is a state of balance between
Autonomous international payments and receipts over a given
period (a several years over a full business cycle)

Autonomous receipts Autonomous payments

Fs = Fd |:> Balance-of-payments

equilibrium

Balance-of-payments
d |:>
F > F surplus

Balance-of-payments
disequilibrium

Fs < Fd |:> Bal_ar_lce-of-payments
deficit



HES million

B e g Standard component 2012 2013 2014 2015 2016 2017 2018

EEHERE Current account'’! 1181 32478 31,483 TO,E53 08,664 123,900 113,745

=2 Credit 5405230 5030355 0079388 5082280 5041.70] 6460687 6006000

A Debir -5.403,088 -5.807.880 -0.047.036 -59002,727 -5843.037 -6,334.787 -0.882204

e Goods -146.72% -216.592 -250.931 -177.302 -129 693 -178.532 -254.305

F-or Cradit 3.632.057 3026059 3986700 38802235 3802886 4.212.774 4401275

= Dishir -3, 770686 -4 142651 4237700 4006327 4022570 _4301 306 -4 715580

B Services 169,760 229424 255,563 234,603 186,733 207.431 256,047

B Credit 7O4.026 812,640 520,085 505,048 Fod. 830 812,937 201,367

P Diehir -504. 266 -583.216 -573.522 -574. 345 -578. 106 -G0F, 50F -G33.320

S AL Primary income 20455 40519 46,607 44 376 62593 115,552 134,815

B Cradir 1,001 235 1183568 1.254.735  1.274.457 1373534 1422665 LG30FTS

= Dehit -1.O0GI.77e -1 143049 -1.208126 -1.230.080 -1.210.904] -1.307.113 -1.4935 761

N Secondary income -20.338 -20,876 -19.786 -22.124 -20.969 -20,551 -22 813

B Credit 7021 8,088 5802 8,650 10,442 12,511 12791

= Dehir -27.357 -28.064 -8 388 -31.775 -31.411 -32.862 -335.603

o e = 1al Capital and financial account™ 67,664 _86,308 73,785 _118,642 _101,104 -T6, 488 -175,081

AR S Capital account _1,433 _1L609 T4 _216 374 _645 1574

= Credit 1 r 3 256 3 ¥ 4

= Debit -1.434 -1.013 -750 472 -37F .zl -1.578

SRR Financial account 66,231 -54.699 ~73,037 -128,426 -100, 730 -T5,843 -173,507

JEfR ST Financial non-reserve 22,658 -26.810 656,052 153,570 91,874 174,666 -165,948
SRRE T azsets™

B S Dhract investmeant _102.623 _50,250 _B5.T18 TO4 800 447758 186,887 172,795

i3 Asseis -G89, 484 -646,336 -1.092.502 -G08, TG0 -586.386 -FO2. 730 -587.673

F=r Liahilities 580,801 04086 1.006.784 14033508 1034144 970617 TO0. 467

R FPortfolic imrestment -31.592 -386,077 -64.384 -970,938 -469_591 264,159 -616,428

e Aszars -310.040 -514 650 -376. 143 -], 230 -530.210 -55,207 -TO0.2FF

F=r-d Liahilitias 370 358 128,573 211,750 _300, 700 60,628 3104356 143 840

EBEETETH Financial derivatives 15,208 54661 118359 o9 178 36327 61,763 33,202

i3 Asseis 308.202 424,804 449,003 504,185 738 192 040,520 613,605

T Liabilities -202 004 -370.232 -330.734 -4d5, 006 -FOI, 866 -584, 7606 -582.403

T H Crher imvestment 241,665 154856 97.795 230,531 -106.368 -338.144 244 483

= Aszars -132.337 -030,171 025077 285,040 -322.076 -1,501,324 -543.803

P2 Liahilitias 374,001 004027 1022872 _54.510 215,708 1163130 213576

R Feserve assets™ -188,889 -57.890 -139,089 -251,996 -3,856 -250,509 7559

PREEe TR Net errors and omiszsions™ 35,513 23,833 42,332 49,089 2,440 -47.413 61,336

S E R Orrerall Balance of Payments 158,889 27,890 139,089 151,996 250,509 7,559

3.556
(Efs) <] ] El ) =1 ] =1 ] El ) ( Ele )
(im sarplas) {in sorphos) (in sarples) (in sarples) (in sarploes) (o sorplos) (o sorplas)

Source: Balance of Payments, International Investment Position and External Debt Statistics of Hong Kong. Third Quarter 2019, C&S



Current account balance of selected countries

(Billions of U.S. dollars)

Country 2002 2011 2017 2018 2019* | 2020*
Australia -16.187] -46.582 -35.568] -29.643 -3.48 -23.893
Canada 12.509 -49.614] -46.327) -45.162 -32.477| -30.187
China, People's Republic of 35.422| 136.097| 195.117] 49.092] 14/.71] 138.511
Hong Kong SAR 13.129 13.839 15.854 15.569 20.689 19.491
Japan 109.125 129.834] 201.961] 175.26] 17/2.113 180.46
Korea, Republic of 4.066] 16.638 75.231] 76.409 52.797| 46.409
Macao SAR 2.352] 14999 16.731 19.181] 19.696/ 19.525
Singapore 13.767] 62.069 55.405 65.071 60.033 61.529
Taiwan Province of China 24.333] 37.878 83.518 71.989 67.024 64.934
United Kingdom -40.248] -51.618 -88.059 -109.059 -94.72| -99.552
United States -450.794) -445.663| -439.646| -490.978| -539.454| -569.107
World -119.412| 337.965 424.073] 364.191] 290.548 11/.381

* IMF estimates
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Hong Kong

HKD

Bank lending
rate = 8%

The spread between
buying and selling
prices

Service charge

Transaction cost
(service charge or
commission)

Exchange rate
Expectations

Exchange Risk
Net profit margin

Japan

Japanese yen
Bank lending

rate = 5%
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Deposits and loans

Short term (up to and including 1 year)
Interbank deposits and loans
US Federal funds
Bank time deposit or transferable deposits
Bank business loans

Long term (over 1 year)
Bank mortgage loans
Bank long term fixed deposits

Debt securities

Short term (up to and including 1 year)
Examples: Treasury bills and commercial papers

Long term (over 1 year)
Examples: Bonds sold by issuing companies,
governments and others outside their own
countries
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The market interest rate

The weighted
The level of average of
Trt1e m?rkit s | market 2D | Interest rates
INTETeESt rate Interest rates Charged by
financial
Institutions

There are different rate of interest applied to different individuals/firms subject

different terms to maturity, risk premium (credit risk, country risk, industry risk),
and the monetary authority’s interest rate target.
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BIS Policy rates

The data set on the monetary policy rates of 38 central banks.

This is the only data set containing both current and historical
data for a large number of countries.

Central banks informed the BIS on which interest rates to be
considered as policy

The data set presents the target rate, or when this is not available
the traded rate, for the central bank’s main policy instrument.
Several central banks implement their monetary policy based on
more than one interest rate.

Sources: https://www.bis.org/statistics/cbpol.htm
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BIS Policy rates for selected countries
Central bank policy rates, Monthly, -End of period

Per Cent Per Year

Period China UK HK Japan USA Euro Area
31.12.2009 5.31 0.5 0.5 0.1 0.125 1
31.12.2010 5.81 0.5 0.5 0.05 0.125 1
31.12.2011 6.56 0.5 0.5 0.05 0.125 1
31.12.2012 6 0.5 0.5 0.05 0.125 0.75
31.12.2013 6 0.5 0.5 0 0.125 0.25
31.12.2014 5.6 0.5 0.5 0 0.125 0.05
31.12.2015 4.35 0.5 0.75 0 0.375 0.05
31.12.2016 4.35 0.25 1 -0.1 0.625 0
31.12.2017 4.35 0.5 1.75 -0.1 1.375 0
31.12.2018 4.35 0.75 2.75 -0.1 2.375 0
30.09.2019 4.35 0.75 2.25 -0.1 1.875 0
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Bilateral Exchange Rates

Exchange rates are expressed as the price of one currency in terms of another.

Quoted currency = numerator
Base currency = denominator

(HKD/USD) = HKD needed to buy one U.S. dollar

HKD is quoted currency, dollar is base currency

p— —

Quoted currency 7.8

=7.8

Direct quote=
Base currency 1

Indirect quote= - =1 =0.1282

Direct quote 7.8
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Exchange Rate Index

It 1s designed to indicate a country’s overall external value against a basket
of selected currencies.

The effective exchange rate index ( ) for the HKD is an index which
measures movements in the weighted average of the exchange rate of the
HKD against the currencies of major trading partners of Hong Kong. It
serves as an indicator for measuring the overall strength of the HKD relative
to selected currencies. A new series of EERI, which includes 15 currencies
and is based on January 2010 as 100, has replaced the old series as from 3
January 2012,
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http://www.censtatd.gov.hk/hkstat/sub/sp110.jsp?tableID=125&ID=0&productType=8

(o)

HEREmE FAmy g | MO SR A
e Currency Trade-weighted Import-weighted Export-weighted
PN Chinese Rennuinbi 52.45 48.52 56.93
FETT U.S. Dollar 8.08 5.51 12.28
BT Euro 7.49 6.06 9.11
BIE Japanese Yen 722 943 471
e New Taiwan Dollar 4.86 6.97 245
HrmnET Singapore Dollar 4.67 7.16 1.86
HE Korean Won 3.09 411 1.93
EMEERH Indian Rupee 2.34 217 252
EFpesET  Malaysian Ringgit 1.83 2.65 0.89
e Pound Sterling 1.82 1.30 2.40
Eo Thai Baht 1.79 232 1.19
Bt RER Swiss Franc 1.18 163 0.68
T Australian Dollar 0.98 0.54 1.48
JEEEFS  Philippine Peso 0.97 1.26 0.65
AT Canadian Dollar 0.63 0.37 0.92
B Total 100.00 100.00 100.00

C&S (2011), Hong Kong Monthly Digest of Statistics, December 2011, Feature Article: New

Series of Effective Exchange Rate Index for the Hong Kong Dollar. pp. 5
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(R AT /M R ET)
(HE Dollar per unit of foreign currency)

Hew JEEE
AT mERT  HERR OF &3 E¥EST New - PO

zo H  Austraban  Canadian Indian  Japanese Korean  Malaysian Taiwan  Philippine Pound Singapore
Year Month Dollar Dollar Rupee Yen Won Rmgat Dollar Peso Sterling Dollar
2017 598 6.01 0.120 0.0695 0.0069 1.81 0.262 0.157 10.05 5.65
2018 5.36 6.03 0.113 0.0709 0.0071 194 0.263 0.152 10.46 581
2019 4 591 0.111 0.0719 0.0067 1.39 0.256 0.153 10.00 5.74
2018 10 5.56 6.02 0.107 0.0695 0.0069 183 0.256 0.148 10.20 5.68
11 5.67 5.94 0.109 0.0691 0.0070 1.87 0.256 0.147 10.10 5.69
12 561 583 0.111 0.0696 0.0070 1.87 0.256 0.149 9.90 50
2019 1 561 5.89 0.111 0.0720 0.0070 1.90 0.253 0.152 10.11 5.78
2 5.60 594 0.110 0.0711 0.0070 1.92 0.258 0.152 10.21 5.80
3 5.56 5.88 0.113 0.0706 0.0069 1.92 0.258 0.152 10.34 5.80
4 358 5.86 0.113 0.0703 0.0069 191 0.257 0.152 10.22 579
5 545 583 0.112 0.0713 0.0066 1.88 0.255 0.152 10.08 5.73
6 543 5.89 0.113 0.0724 0.0067 183 0.254 0.153 992 5.74
7 546 5.96 0.114 0.0722 0.0066 1.89 0.256 0.157 9.74 5.74
8 331 591 0.110 0.0738 0.0065 1.87 0.252 0.157 932 5.66
9 333 592 0.110 0.0729 0.0066 1.87 0.257 0.153 0.63 5.68
10 333 595 0.110 0.0725 0.0066 1.87 0.253 0.153 003 5.73
11 535 5.92 0.110 0.0719 0.0067 188 0.258 0.153 10.09 5.75
12 537 592 0.110 0.0715 0.0066 1.88 0.253 0.153 10.24 5.75
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(e BRI 7§ 52 Ak o) — B

(HE Dollar per unit of foreign currency) —- cont’d

TR
(201041 AH=100)
Effective Exchange Fate Indices for HK Dollar
(January 2010 = 100)

5l HESE
PERKTE EOEER #ZOREH ERHOD
SEEE 55 it AE%  Special SO ot e
£ B Swiss Thai Us. BrIT Chinese Drawing Trade (import and Import- Export-
Year Month Franc Eaht Dollar Euroc Fenminbi Right export) - weighted weighted  weighted
2017 7.92 0230 7.794 8.82 1.1552  10.80058 104.2 1042 104.3
2018 8.1 0243 7.839 9.25 1.1855  11.10253 101.8 101.7 101.9
2019 7.89 0.253 7.836 8.77 1.1332  10.82677 105.2 1049 105.5
2018 10 7.89 0239 7.839 9.00 1.1311 10.90311 105.5 1054 105.6
11 782 0238 7831 8.90 1.1291 10.84225 105.7 105.6 105.8
12 7.88 0239 7821 8.90 1.1348  10.83396 105.4 1052 105.5
2019 1 793 0247 7.843 8.96 1.1540 1093346 103.8 103.6 104.1
2 7.54 0251 7.849 8.90 1.1632 1092565 103.5 1033 103.7
3 7.85 0248 7.850 8.88 1.1685  10.92249 103.3 103.1 103.4
4 1.79 0247 7.845 8.82 1.1674  10.88313 103.5 1054 103.7
5 7.76 0247 7.849 8.78 1.1418  10.84481 105.0 1048 105.1
& 7.92 0.252 7.826 8.84 1.1327  10.84253 105.2 1049 105.5
7 7.91 0254 7.811 8.76 1.1349  10.78918 105.1 1048 105.5
8 8.1 0.255 7.841 8.72 1.1077  10.76444 106.7 106.3 107.1
9 7.91 0257 7.837 8.63 1.1014  10.72352 107.0 106.6 107.6
10 7.90 0.259 7.843 8.67 1.1063  10.76052 106.6 106.2 107.1
11 7.89 0259 7.830 8.66 1.1153  10.76742 106.2 1058 106.6
12 7.94 0259 7.807 8.67 1.1131 10.76499 106.3 1059 106.8

Source: Hong Kong Monthly Digest of Statistics. January 2020, C&S

28



The US Foreign Exchange Market in Hong Kong

= _ HK$X

US$1
USD?

usD®

O I USD
USD, 29



Supply of the domestic currency

A foreign currency is offered in exchange for the domestic currency
because holders of the foreign currency wish to make payments in
the domestic currency.

It 1S derived from the credit items In the BP.

The supply of curve is slopping upwards from left to right.

USDS 1 =f(E?; X1, Capital Inflow 1, FX Reserves |)
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Demand for the domestic currency

It arises because holders of the domestic currency wish to
make payments in a foreign currency.

It originates in the debit items in the BP.

slopes downwards from left to right.

USDd t =f(E|; M1, Capital Outflow 1, FX Reserves 1)
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Comparative static analysis (1): An increase in imports

= _ HK$X
US$1

ES Ny, :
Appreciation of the T i
domestic currency

E, [T ;

| !
uUsD*
0 | I USD
USD, USD.
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Comparative static analysis (2): An increase in FDI inflow

E_ HK$X
 US$L ,
USD
USD®
. . Ee
Depreciation of the
domestic currency E >
€
USD®
USD

0 USD, USD,’
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Big Mac PPP (Source: The Economist, 24/04/2003)

Local USD USD  Actual Over (+) or

currency price  PPP exchange under (-)

price (2) ©)) (4) rate (5) evaluation (%)
United States $271 2.71
UK £1.99 3.14 1.36* 1.58 + 16
Eurozone €271 2.97 1.00* 1.10 + 10
Argentina Peso4.10 1.43 1.51 2.88 -47
Poland Z16.3 1.62 2.32 3.89 -40
Thailand Baht 59.0 1.38 21.8 42.7 - 49
China Yuan 9.9  1.20 3.65 8.28 - 56
Japan Yen 262 2.19 96.7 120 -19

Note : except for the £ et the euro (€) whose exchange rate represents their value in dollars (indicated by a star *),
column 5 gives the dollar value of the local currency. Column 3 results from dividing (2) by (5). Column 4 (dollar PPP)
results from dividing (2) (local curreny price of the Big Mac) by 2,54 (US price of the Big Mac) (except for the UK and the
euro zone, where the reverse ratio is taken). Source : http://www.economist.com 34
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Source:
International Monetary Fund. 2019. Global Financial Stability
Report: Lower for Longer. Washington, DC, October.

The Global Financial Stability Report (GFSR) assesses key
vulnerabilities in the global financial system. In normal times,
the report seeks to play a role In preventing crises by
highlighting policies that may mitigate systemic risks, thereby
contributing to global financial stability and the sustained
economic growth of the IMF’s member countries.
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Highlights

Over the past six months (from March to September 2019) , the twists
and turns of trade disputes have continued to buffet financial markets,
business sentiment has weakened further, and concerns about
downside risks to the global economy have increased.

The shift toward a more dovish monetary policy stance across the
globe, which has been accompanied by a pronounced decline of
longer-term yields, helped mitigate such concerns.

Market pricing now suggests that rates will remain lower for longer
than anticipated at the beginning of the year, and about $15 trillion of
outstanding debt features negative yields.
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Lower government bond yields have contributed to easing of global financial
conditions compared with six months ago, particularly in the United States
and the euro area. While easier financial conditions have supported economic
growth and helped contain downside risks to the outlook in the near term,
they have also encouraged more financial risk-taking and a further buildup of
financial vulnerabilities, putting medium-term growth at risk.

Vulnerabilities are also present in the global US dollar funding markets. In
this report, we take a deep dive into the funding profile of US dollar—
denominated assets of non-US banks. While post crisis financial regulation
has improved the resilience of banking sectors in many dimensions, US
dollar funding fragilities amplify adverse shocks and create spillovers to
countries that borrow in US dollars from foreign non-US banks, thus
becoming a source of vulnerability for the global financial system.

Of course, the main drivers of global downside risks have been trade tensions
and policy uncertainties. Thus, the main priorities for policymakers are to
resolve trade disputes, to provide clarity of economic policies, and to develop
and deploy macro-prudential tools to address the rise of financial
vulnerabilities.
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2018

Bond yields have fallen significantly in advanced economies.
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M [nterest rates House prices M Corporate valuations
M EM external costs 4 Index

- . -06
- B Ik
e B el H H — N {]:D
L H -—0.2
- -—0.4
_ Asia, excluding Latin Europe, the Middle _ _g 5

China America East, and Africa __pg
| | ] | ] | ] | | | | | _'1 .l]

a1 Q2 Q3 m a2 a3 o a2 a3

They have varied across regions.
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Financial conditions have eased slightly in emerging markets.
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Quintiles
I I
Highest Lowest
Sovereigns Mnniinancial Households Banks Insurers {}mgr Nu_nhank
Firms Financials
Apr. Oct. Apr. Oct. Apr. Oct. Apr. Oct. Apr. Oct. Apr. Oct.

2019 2019 2019 2019 2019 2019 2019 2019 2019 2019 2019 2019

Advanced Economies
United States I ]
N
Other advanced I S R e

woves [
Emerging Market Economies

Vulnerabilities are elevated in several economies and have increased among
other nonbank financial entities in advanced economies.
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100.5 - —— MSCI China (right scale) ~ 100
100.0 - - 98
- 96
99.5-
04
99.0 - -
98.5 - ~ap
gﬂﬂ ] ] ] ] | | ] ] ] ] HB
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Slower global growth and escalating trade disputes have curbed expected sales

growth, especially in China. 13



United States Euro area China
Bank loans |G bonds - Rated A IG bonds - BBE
19% \ and above 8%  HY bonds
9% 2%

1G bonds -

Private-direct middle Rated A

Institutional

market loans and above leveraged loans
4% 28% 1%
Institutional
leveraged loans IG bonds - Bank loans

10% BBB 80%

HY bonds 28%
11%

Capital market instruments have gained in prominence in the United States,
whereas bank lending remains prevalent in the euro area and China.
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