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Lecture Agenda :

* Introduction

e Some Basics

» Balance-of-Payments Accounting

« Markets for interest rate instruments

« The Foreign Exchange Market
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Bl Currency in Circulation (In millions of dollars)
Bl Deposits of Depository Institutions (In millions of dollars)
Bl Treasury Balance (In millions of dollars)

Source: https://www.federalreserve.gov/monetarypolicy/bst_recenttrends.htm
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Month of 2021 Survey

Source: Haver Analytics, Blue Chip Economic Indicators

https://www.wolterskluwer.com/en/solutions/vitallaw-law-firms/blue-chip
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What will be the effect on global financial market after the
Fed speeds up the pace of the tapering of asset purchases?



Speech
PDF

December 17, 2021

A Hopeless and Imperative Endeavor: Lessons from the
Pandemic for Economic Forecasters

Christopher J. Waller
Board of Governors of the Federal Reserve System
At the Forecasters Club of New York, New York, New York

https://www.federalreserve.gov/newsevents/speech/waller20211217a.htm


https://www.federalreserve.gov/newsevents/speech/files/waller20211217a.pdf
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Exports .
P Goods and services

Net factor (labour and property) outflow

Imports

Money inflow

Money outflow

Money outflow

A

Money inflow

Goods and services

Exports

— Physical flow (The scope of international trade)

» Money flow (The scope of international finance)
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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 b



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
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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.
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IMF Data Mapper
https://www.imf.org/external/index.htm

IMF data

https://www.imf.org/en/Data <World Economic Outlook Databases (WEQ) updated>
https://www.imf.org/en/Data#global

IMF Statistics Data
http://data.imf.org/?sk=388DFA60-1D26-4ADE-B505-A05A558D9A42
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The Balance of Payment iIs 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).

18



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

19




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)

20



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 < |:d |:> Bal_ar_1ce-of-payments
deficit



AN S Standard component 2014 2015 2016 2017 2018 2019 2020
EERRE S Current account'" 31453 78,553 98485 121,840 105,942 166,203 184 378
£F Credit 60793858 5882280 5941522 G459.045 G985600 6741198 6311277

I Debit -G047.936 -5,902.727 -5843.087 -6.337.20F -68T7638 -6.574.895 6126899
prs Goods 250031  -177.302 -129.603  -178.532  -152007  -120.521 41,511
I Credit 3086760 3589225 3802886 4211774 4453350 4255008 4245242

1 Debit 4237700 -4.066527 4022578 4301306 -4706347 4375619 -4 286753

i 5 Services 155,563 234,603 186,554 205,371 146,836 164,509 20,500
£ Credit 20085  S05.945 764,660 811,285  SA6.883 TS, 542 306,559

1y Debit -5TEF22 -ST4345  -5T78U06 605924  -GI0O4T 634243 416059

EIE A Primary income 46,607 44376 62,593 115.552 134.815 143.717 156,063
I Credit 1.254.739 1274457 1273534 1422665 1630576 1,673,820 1 544587

1 Debit 1208126 -1,230.080 -1.210.841 -1.307113 -1495761 -1.530.012 -1 388504

1 A Secondary income 19,785 22,124 20,950 -20.551 22813 -21.582 -20,694

EF 4 Credit 8.802 2,650 10,442 12,311 12,701 13,328 14,859

4 Debit -28.585 31775 31411 -32.862 -35.603 -34,821 -35.583

A B AR = Capital and financial account" -73,T85 128642  -10L104 76488 -1TS081  -23TA439 244344
PR S Capital account 748 -216 -374 645 -L574 -682 505
EF 4 Credit 3 256 3 4 4 5 9

ot Debit 750 472 -377 ey -1.578 687 -514
= Fimancial account 72,037 128426  -100,730 75843 173507 -236.756  -243 830
FEREMERERA™ Financial non-reserve assets™ 66,052 153,570 H1.874 174,666  -165948  -245 612 19,211
P Dtirect irvestment 85,718 TO4B00 447758 186,887 172,795 160,730 263,703
Assgrs -1.092.502 608,769 586,386  -TOLTI0  -SETGTS  -295.044 647337

Liahilities 1006784 1403568 1034144 9TOEIT  TAO46T 456,674 911,080

5 Portfolio investment 64,384 970938 469,591 264159 616428  -215.764  -528.040
-I7E143 661,259  -§30.219 -55.207  -TEO.2T7  -220.626  -397.140

21075 -309.700 60,628 F19.456 143549 4861  -130.909

118,359 00178 36,327 61,743 33202 1.239 18.790

449,093 564185 738,192 646,529 61 5,605 487,230 572,669

-330.734  H65.006  -TOLB66  -TE4TEE  -5E2403 486000  -555.879

97,705 230,531  -106,358  -338.144 244483  -191.817 264766

A15.077 285040  -312.076 -1.501.334  -568,503 85752 470177

1.022.872 -54.510 215708 1163180  8I33T6  -I7T.569 734,043

139,088 281 996 2856  -250.500 -7.550 8855  -263.050

42,332 49,089 1,618 45353 68,130 71,136 50 066

139,089 281,996 8,856 250,500 7,550 8,855 263,050

O R D { R {5 i R { I L= LE 1.

(im smrplos)  (insorplos)  (in sorples) (o sorploes)  (insorplos) (o defict) (o sorphoes)
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Source: Balance of Payments, International Investment Position and External Debt Statistics of Hong Kong. Third Quarter 2021, 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 12509, -49.614) -46.327| -45.162| -32.477] -30.187
China, People's Republic of 35.422| 136.097| 195.117] 49.092] 147.71] 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| 172.113] 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] 117.381

* 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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Short term (up to and including 1 year)
Interbank deposits and loans
US Federal funds

i Bank time deposit or transferable deposits
Deposits and loans Bank business loans

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

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

Debt securities Long term (over 1 year)

Examples: Bonds sold by issuing companies,
governments and others outside their own
countries

26



The market Interest rate

The weighted
The level of average of
TTe m?rk?t w» | market 2D  |Interest rates
INterest 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.

27



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 central bank policy rates for selected countries:2009 to 2021

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
31.12.2020 3.85 0.1 0.5 -0.1 0.125 0
31.11.2021 3.85 0.1 0.5 -0.1 0.125 0

Source: Central bank policy rates

https://www.bis.org/statistics/cbpol.htm
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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

— —

Quoted currency _ 7.8

=7.8

Direct quote=
Base currency 1

Indirect quote= - =1 =0.1282

Direct quote 7.8

31



Exchange Rate Index

« Itis 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.

32


http://www.censtatd.gov.hk/hkstat/sub/sp110.jsp?tableID=125&ID=0&productType=8

(%)

H R EmE O AR Do MO S A
R Currency Trade-weighted Import-weighted Export-weighted
MES Chinese Renminbi 5245 48.52 56.93
T U.S. Dollar 8.08 5.51 12.28
B Euro 7.49 6.06 9.11
HHE Japanese Yen 722 943 471
E iy m i New Taiwan Dollar 4.86 6.97 245
FrmETT Singapore Dollar 4.67 7.16 1.86
R E Korean Won 3.09 411 1.93
ENFERRH: Indian Rupee 2.34 217 252
EFyesam  Malaysian Ringgit 1.83 2.65 0.89
HEgE Pound Sterling 1.82 1.30 2.40
Ee Thai Baht 1.79 232 1.19
B H:EE Swiss Franc 1.18 1.63 0.68
T Australian Dollar 0.98 0.54 1.48
JEEFEFS  Philippine Peso 0.97 1.26 0.65
mEHT Canadian Dollar 0.63 0.37 0.92
o 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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Exchange rates and the Effective Exchange Rate Indices 2019-2021
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The US Foreign Exchange Market in Hong Kong

= _ HK$X

- US$1
USD?

usD®

O I USD
USD, 36



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 is derived from the credit items in the BP.

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

USD® 1 = f (Et; X1, Capital Inflow 7 , 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.

USD? 1 =f(E|; M7, Capital Outflow 1 , FX Reserves 1)
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Comparative static analysis (1): An increase in imports

= _ HK$X
US$1

EST Ny, :

Appreciation of the T
domestic currency

= i

e

usD®

0 — USD
USD, USD,’
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Comparative static analysis (2): An increase in FDI inflow

E_ HKS$X
~ US$L .
USD
USsD®
. E.
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 (%0)
United States $271 2.71
UK £1.99 3.14  1.36* 1.58 + 16
Eurozone €2.71 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 Yen262  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 41
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