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Lecture Agenda :

e Some Basics

» Balance-of-Payments Accounting

« Equity markets

« Markets for Interest Rate Instruments

« The Foreign Exchange Market
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— Physical flow (The scope of international trade)

» Money flow (The scope of international finance)




Dimensions of a global economy

Global trade
a. in goods
b. In services

Global money (The international settlement money and the BIS)
Where does money come from? Who decides what is money? And what
happens when what is money changes?

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. Equity markets;
2. Markets for interest rate instruments:;

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, 2,

and 4.







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



The Balance of Payments 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 I:>
Fs > Fd mm)
Balance-of-payments
disequilibrium
FS < FI mm)

Balance-of-payments
equilibrium

Balance-of-payments
surplus

Balance-of-payments
deficit
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External Debt Statistics of Hong Kong
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Source:
https://www.censtatd.gov.hk/en/data/stat_report/product/B1040001/att/B10400012022QQ03B0100.pdf
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Debir 13171 -3806. 732 -350.580 -334 936 25,841 17,378
Secondary incomse -5.127 -2 805 -4.383 -2.790 -3.167 -3.792
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Net errors and omissions ™' 27195 -19 455 31,075 -20.514 31103 32591
Overall Balance of Payviments 37556 27,219 -7.021 -52. 489 -159 808 -138 386
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« Astock exchange is a marketplace where investors can buy
and sell securities, including stocks, bonds, derivatives,
commodities and other financial instruments.

 This is the most powerful component of the financial market.

* It serves as a measure of the economy’s health and a key
indicator of the world’s economic strength.
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Top 11 largest stock exchanges in the world

Stock Exchange Year Of. Country
Incorporation

New York Stock Exchange (NYSE) 1792 USA
National Associatipn of Securities Dealers 1971 USA
Automated Quotations (NASDAQ)
Shanghai Stock Exchange (SSE) 1866 (1990) China
(EEquJoF\;))gal\rllEl\;(e_\I/_\; Exchange Technology 2000 Europe
Hong Kong Stock Exchange (HKEX) 1891 Hong Kong
Tokyo Stock Exchange (TSE) 1898 Japan
Shenzhen Stock Exchange (SZSE) 1990 China
Bombay Stock Exchange (BSE) 1875 India
Saudi Stock Exchange (Tadawul) 2007 Saudi Arabia
London Stock Exchange (LSE) 1801 United Kingdom
Toronto Stock Exchange (TMX) 1861 Canada
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Largest stock exchange operators worldwide as of October 2022, by market
capitalization of listed companies(in trillion U.S. dollars)

NYSE, United States 22.11
NASDAQ, United States

5hanghai Stock Exchange, China
Euronext, Europe

Japan Exchange Group
sShenzhen Stock Exchange, China
Hong Kong Exchanges

Mational Stock Exchange of India
saudi stock Exchange (Tadawul)

LSE Group, UK

TMX Group, Canada

Source:: 21
https://www.statista.com/statistics/270126/largest-stock-exchange-operators-by-market-capitalization-of-listed-companies/



New York Stock Exchange (NYSE)

New York Stock Exchange (NYSE) is the world’s largest stock exchange
located at 11 Wall Street, New York City, USA. NYSE has a market
capitalization of $26.2 trillion and has more than 2400 companies listed. The
companies listed include many blue-chip companies and are diversified
across all sectors.

NYSE is one of the oldest stock exchanges that was established in the year
1792. The average trading volume on this exchange is between 2 to 6 billion
shares. Thus, it has the power to affect other stock market indices because of
high trading volumes across multiple countries and nations worldwide.

The most common indices present on NYSE are DJIA (index of 30
prominent stocks), S&P 500 (tracking 500 largest companies in the USA) and
NASDAQ Composite Index (free float weighted market cap index
comprising most common stocks of NYSE).
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National Association of Securities Dealers Automated
Quotations (NASDAQ), USA

« NASDAQ is the world’s second-largest stock exchange, and the largest
U.S. equity exchange by volume, located at 151 W, 42nd Street, New
York City.

« It was the first electronically traded stock exchange in the world,
established in 1971. NASDAQ has a total market cap of $17.23 trillion
and more than 3000 companies listed with daily trading volume of
1,746,154,94 on 28 January 2023.

« NASDAQ exchange includes big heavyweight technology companies
which contribute 9% of the total market value in the world. However, it
has no company listed from the oil, gas or utility sectors. It is more
inclined towards the technology, health care and consumer services sector.
Some big companies include Microsoft, Google, Facebook, Amazon,
Tesla, Apple, etc.

« The common indices on the NASDAQ exchange are NASDAQ
Composite Index, NASDAQ 100 and NASDAQ Non-Financial.

Source: http://www.nasdaqgtrader.com/ 23



What Is the relationship between stock
prices and money supply?
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In the Monetarist approach of the transmission mechanism:

In security market, the prices are primarily determined by the demand and
supply of securities. Excessive supply of money in an economy also
Increases the overall liquidity position of the economy and thus the
spending power of investors on securities leads to higher demand and
upward movement of security prices.

In the Keynesian approach of the transmission mechanism:

A higher money supply leads to lower interest rates, higher stock prices
and lower stock returns. However, in the short run, higher money supply
can also lead to inflation and interest rates, a lower stock price and higher
returns. And thus, we need to look at the level of real interest rates.
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2008 2010 2012 2014 2016 2018 2020

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 26
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Source: https://www.federalreserve.gov/monetarypolicy/bst_recenttrends.htm

&M

&M

4M

2M

27



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



The Bank of International Settlement (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 2023

Per Cent Per Year

Period HK China Japan USA India | Philippines
31.12.2009 0.5 5.31 0.1 0.125 4.75 4
31.12.2010 0.5 5.81 0.05 0.125 6.25 4
31.12.2011 0.5 6.56 0.05 0.125 8.5 4.5
31.12.2012 0.5 6 0.05 0.125 8 3.5
31.12.2013 0.5 6 0 0.125 7.75 3.5
31.12.2014 0.5 5.6 0 0.125 8 4
31.12.2015 0.75 4.35 0 0.375 6.75 4
31.12.2016 1 4.35 -0.1 0.625 6.25 3
31.12.2017 1.75 4.35 -0.1 1.375 6 3
31.12.2018 2.75 4.35 -0.1 2.375 6.5 4.75
30.09.2019 2.25 4.35 -0.1 1.875 5.15 4
31.12.2020 0.5 3.85 -0.1 0.125 4 2
31.11.2021 0.5 3.85 -0.1 0.125 4 2
31.12.2022 4.75 3.65 -0.1 4.375 6.25 5.5
31.12.2023 5.75 3.45 -0.1 6.5 6.5 6.5

Source: Central bank policy rates (Monthly data)
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
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Source:
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Exchange rates and the Effective Exchange Rate Indices 2021-2023

% 9.14 S R R B A TR R
Table 9.14 Exchange rates and the Effective Exchange Rate Indices
(BRI R
{HK Dollar per unit of foreign currency)

ek JEEEH
M IEATT NG EIFEEREL HIE&E H FeRE BN T New i
= H  Australian  Canadian Chinese BT Indian  Indonesian Japanese Korcan Malaysian Taiwan Philippine
Year  Month Dollar Dollar ~ Renminbi Euro Rupee Rupiah Yen Won Ringgit Dollar Peso
2021 5.84 6.20 1.2054 9.20 0.105 0.0005 0.0708 0.0068 1.88 0.273 0.160
2022 5.44 6.02 1.1634 8.24 0.100 0.0005 0.0599 0.0061 1.78 0.263 0.145
2023 5.20 5.80 1.1047 8.47 0.095 0.0005 0.0558 0.0060 1.72 0.257 0.145
2022 10 4.99 5.73 1.0899 7.72 0.095 0.0005 0.0533 0.0055 1.67 0.246 0.134
11 5.17 5.83 1.0914 7.99 0.096 0.0005 0.0551 0.0058 1.70 0.250 0.138
12 5.26 5.73 1.1157 8.24 0.094 0.0005 0.0577 0.0060 1.76 0.256 0.142
2023 1 5.43 5.82 1.1523 8.42 0.096 0.0005 0.0600 0.0063 1.81 0.259 0.145
2 5.42 5.84 1.1459 8.40 0.095 0.0005 0.0590 0.0061 1.80 0.262 0.146
3 5.25 5.74 1.1377 8.40 0.095 0.0005 0.0587 0.0060 1.76 0.260 0.146
| 5.25 5.82 1.1387 8.61 0.096 0.0005 0.0587 0.0059 1.77 0.263 0.145
5 5.21 5.80 1.1198 8.52 0.095 0.0005 0.0572 0.0059 1.74 0.263 0.145
6 5.25 5.89 1.0926 B.48 0.095 0.0005 0.0554 0.0060 1.69 0.261 0.145
7 5.26 5.91 1.0867 8.64 0.095 0.0005 0.0554 0.0061 1.70 0.258 0.147
8 5.08 5.81 1.0772 8.54 0.094 0.0005 0.0541 0.0059 1.70 0.253 0.143
9 5.03 5.78 1.0718 8.36 0.094 0.0005 0.0529 0.0059 1.67 0.252 0.142
10 4.97 5.71 1.0694 8.26 0.094 0.0005 0.0523 0.0058 1.65 0.248 0.142
11 5.07 5.69 1.0790 8.4 0.094 0.0005 0.0521 0.0060 1.66 0.250 0.144
12 5.22 5.81 1.0924 8.52 0.094 0.0005 0.0542 0.0060 1.68 0.256 0.145
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(HK Dollar per unit of foreign currency) == cont™d

(R M R T — W

AEER
(202051 B=100)
Effective Exchange Rate Indices for HK Dollar
(January 2020 = 100)

ral HREE

[=ElH kS fERNE GEO R  EOEE - #EdD
HEE ErhndEm South  FmtEHE R eSS Special Hi CT)i e ke B {E
i B Pound  Singapore Alffrican Swiss Thai LS. Drawing Trade (import and Import- Export-
Year  Month Sterling Dollar Rand Franc Baht Dollar Right export) - weighted weighted welghted
2021 10.69 5.78 0.53 8.51 0.244 1.774 11.07748 93.5 95.8 95.1
2022 9.67 5.68 0.48 8.20 0.224 7.832 1048219 100.1 100.8 99.3
2023 9.73 5.83 0.42 8.72 0.225 7.829 10.44396 103.4 103.9 102.9
2022 10 8.80 5.51 0.43 7.89 0.207 7.851 10.05705 106.4 107.3 1053
11 9.19 5.65 0.45 8.12 0.216 7.831 10.18422 105.3 105.9 104.5
12 948 5.76 0.45 8.35 0.224 7.788 10.34885 103.0 103.5 102.5
2023 1 9.55 5.90 0.46 8.46 0.236 7.820 10.51305 100.3 100.7 99.8
2 9.48 5.89 0.44 5.48 0.231 7.848 10.50455 100.7 101.2 100.2
3 9.53 5.86 0.43 5.48 0.228 7.850 10.49098 101.4 101.9 100.8
! 9.77 5.89 0.43 8.74 0.229 7.851 10.59061 101.1 101.6 100.5
5 9.78 5.85 0.41 8.74 0.230 7.837 10.51138 1023 102.8 101.8
6 .88 5.82 0.42 8.69 0.225 7.833 10.44695 103.9 104.3 103.5
7 10.06 5.86 0.43 8.95 0.226 7.818 10.51576 104.0 104.3 103.7
8 5.94 579 0.42 8.91 0.224 1.826 10.43167 105.1 105.6 104.6
9 9.69 5.74 0.41 8.71 0.218 7.829 10.32684 105.9 106.4 105.4
10 9.52 5.72 0.41 8.66 0.215 7.826 10.26364 = 106.5 107.1 105.8
11 .69 5.79 0.42 8.75 0.221 7.807 10.33178 105.5 106.0 104.9
12 G988 5.80 0.42 9.02 0.224 7.810 10.41784 104.2 104.7 103.7

FE FrEEisHAE Y T PREAEEE - BEHIER - #rSEr Figures are the averages of the daily closing middle-market rates for the

RIFEFEENE T EEIHESN - HERevi9 5 TEREMN -

respective period.  They are telegraphic transfer rates except those for
the Indonesian Rupiah, New Taiwan Dollar and Philippine Peso which
are notes rates.

Source: Hong Kong Monthly Digest of Statistics. January 2024, C&S. P193
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{H o O O
Pt Currency T:f:eighted Imfuﬂﬂ:ﬁnﬂ g:ﬁ:-::hﬂﬁ
EATENATE  WOECF  SATIEHRE O MRR)  SETIEHEE MmO
®F L Lt
Reb:latd. Old zeries R.el:lalseﬂ Old zeriez Rtb:?sed Old zeries
SErres SErTes SErmes
Al Chinese Renminkba 5395 5245 4718 48 52 &l .67 56.93
L .5, Dhollar 916 5 68 T.32 551 11.2& 12 28
e HMew Tarmwran Dallar 585 4. 868 875 697 254 245
[ Euro 5561 T. 49 4.77 605 555 .11
HinkE Singapore Dollar 466 4.67 7.18 7.16 1.78 1.86
=] | Japanese Yen 4 56 T 22 5. 81 943 313 471
-1l Eorean Won 364 309 5.54 411 148 1.23
BAEE Malaysian Ringzir 248 1.83 3. B& 265 031 0.89
E[FE @ Indizn Rupes 220 2.34 1.55 2.17 2.93 252
FEEE Thai Balt 1.74 1.79 202 232 1.42 1.1%
EEE Pound Sterling 1.45 1.82 1.55 130 133 240
IEENRE Philippine Peso 1.29 0.97 1.65 1.26 0.88 0.65
T ke Swiss Franc 1.07 1.18 138 163 072 0.68
MmPIT Macac Pataca 0.70 - 0.19 - 1.28 -
.. Anstrahan Dollar 062 098 040 054 088 148
ENEE Indonesian Fupiah 045 - 0.3& - 0.56 -
M FTT Canadian Dyallar Q.33 .63 022 037 045 0.92
AEdEMEY South African Rand 0.23 - 0.24 - 0.21 -
EPEF Total 1. 0D L0y, 00 10D 0 L0, ik Ty Oy 10D, O
C&S (2022), Hong Kong Monthly Digest of Statistics, January 2022, Feature Article: New 40

Series of Effective Exchange Rate Index for the Hong Kong Dollar. FA1-10



The old and new Exchange Rate Index

The effective exchange rate index (EERI) for the Hong Kong Dollar (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 rebased series of EERI, which
includes 18 currencies and is based on January 2020 as 100, has replaced
the old series as from 3 January 2022.

“Rebased Series of Effective Exchange Rate Index for the Hong Kong
Dollar” ,Feature Articles FA1, in Hong Kong Monthly Digest of Statistics
January 2022. Available at:
https://www.censtatd.gov.hk/en/EIndexbySubject.html?pcode=B1010002&s
code=460
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The effective exchange rate index (EERI) for the Hong Kong Dollar (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 rebased series of EERI, which includes 18 currencies and is based on January 2020 as 100, has replaced the old series as from 3 January 2022.

The US Foreign Exchange Market in Hong Kong
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Supply of the foreign 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 foreign 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
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Comparative static analysis (2): An increase in FDI inflow
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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) (3) (4) rate (5) evaluation (%)
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 47
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