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• Some Basics

• Balance-of-Payments Accounting

• Markets for interest rate instruments

• The Foreign Exchange Market



44

Introduction
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US balance sheet trends: selected liabilities of the Federal Reserve (in millions of USD)

Source: https://www.federalreserve.gov/monetarypolicy/bst_recenttrends.htm



6Source: https://www.federalreserve.gov/monetarypolicy/bst_recenttrends.htm

US balance sheet trends: total assets of the Federal Reserve (in millions of USD)
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Consensus Blue Chip forecat for 2021:Q4 consumer price inflation in USA

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

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/files/waller20211217a.pdf
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Some Basics
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Country A
Country B

Goods and services
Imports

Import

Goods and services

Foreign exchange

Exports

Money inflow

Exports

Money outflow

Money outflowMoney inflow

Physical flow (The scope of international trade)

Money flow (The scope of international finance)

Net factor (labour and property) outflow

Net payments for/receipts from  net factor outflow
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Dimensions of a global economy

• 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
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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.
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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.



24 Hour Trading
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Balance-of-Payments 

Accounting

IMF Data Mapper

https://www.imf.org/external/index.htm

IMF data

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

https://www.imf.org/en/Data#global

IMF Statistics Data

http://data.imf.org/?sk=388DFA60-1D26-4ADE-B505-A05A558D9A42



Definition  
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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).



A hypothetical Balance-of-Payments
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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

Current account

Current and 

financial account

settlement account



Balance-of-payments equilibrium and disequilibrium

20

Two different types of 

international transactions

Autonomous transactions:

Current account

Short-term capital   account    

(Financial  market assets) 

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)

Balance-of-payments 

equilibrium 
Fs

Autonomous receipts Autonomous payments=

Fd=

Fs

Fs

>

<

Fd

Fd

Balance-of-payments 

surplus 

Balance-of-payments 

deficit 

Balance-of-payments 

disequilibrium



Hong Kong Balance of Payments. 2014-2020
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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)
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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 49.092 147.71 138.511

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 14.999 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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Markets for 

Interest Rate Instruments



Transformation of currency denomination in business loans
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Japanese yen

Bank lending 

rate = 5%

HKD

Bank lending 

rate = 8%

Hong Kong Japan

• The spread between 
buying and selling 
prices

• Service charge

• Transaction cost 
(service charge or 
commission)

• Exchange rate 
Expectations

• Exchange Risk

• Net profit margin



Interest Rate Instruments
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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



The market interest rate
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The market 

interest rate

The level of 

market 

interest rates

The weighted 

average of

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. 



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



BIS central bank policy rates for selected countries:2009 to 2021

29

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

Per Cent Per Year

Source: Central bank policy rates

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



The Foreign Exchange Market
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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

Direct quote=
Quoted currency

Base currency
=

7.8

1
= 7.8

Indirect quote=
1

Direct quote
=

1

7.8
= 0.1282
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Exchange Rate Index

• It is designed to indicate a country’s overall external value against a basket 

of selected currencies. 

• The effective exchange rate index (EERI ) 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. 

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


Currency Weights of the New Series of Effective Exchange Rate Index
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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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Source: Hong Kong Monthly Digest of Statistics. January 2022, C&S. P201
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The US Foreign Exchange Market in Hong Kong

US$1

HK$X
E =

0 
USD

SUSD

dUSD

Ee

USDe

A theoretical model for exchange rate determination
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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.

USDS ↑ = f (E↑; X↑ , Capital Inflow ↑ , 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 ↑ = f (E↓; M↑ , Capital Outflow ↑ , FX Reserves ↑) 
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US$1

HK$X
E =

0 
USD

SUSD

dUSD

Ee

USDe

Comparative static analysis (1): An increase in imports

dUSD

Ee’

USDe’

Appreciation of the

domestic currency
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US$1

HK$X
E =

0 
USD

SUSD

dUSD

Ee

USDe

Comparative static analysis (2):  An increase in FDI inflow

SUSD

Ee’

USDe’

Depreciation of the

domestic currency
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- 1912096.72.19Yen 262Japan

- 568.283.651.20Yuan 9.9China

- 4942.721.81.38Baht 59.0Thailand

- 403.892.321.62Zl 6.3Poland

- 472.881.511.43Peso 4.10Argentina

+ 101.101.00*2.97€ 2.71Eurozone

+ 161.581.36*3.14£ 1.99UK

2.71$ 2.71United States

Over (+) or 

under (-) 

evaluation (%)

Actual 

exchange 

rate (5)

USD 

PPP 

(4)

USD 

price 

(3)

Local 

currency 

price (2)

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 

Big Mac PPP (Source:The Economist, 24/04/2003)
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Thanks You


