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Introduction  
Course International Finance covers foreign exchange market operations, structure 

of the world currency system, foreign exchange financial instruments, Financial 

Management of the Multinational Firm, balance of payments policy and modelling.  

The purpose of the course International Finance is to give the students a general 

idea regarding the foreign exchange market and quantitative methods and models 

applied in this area. 

The objectives of the course International Finance are: 

1. To study such concepts as Foreign Exchange Market, Spot Exchange Rates, 

Exchange Rate System, the balance of payments, the current account, the 

capital account, Purchasing Power Parity. 

2. To receive the general idea about structure of the foreign exchange market 

and interests of its participants (currency dealers, international companies, 

government bodies). 

3. To determine the role of the government in exchange rate regulations. 

4. To study history about international monetary agreements. 

5. To make economic models of the balance of trade and to use it in different 

exchange rate systems. 

6. To practice opened foreign exchange positions hedging using such financial 

instruments as currency forwards, currency swaps, currency futures and 

currency options 

7. To study financial management of the international firm and, in particular, 

tax optimization technics. 

8. To reach the general idea of the Offshore Banking, Libor Interest Rate 

Spread, International Banking Facilities. 

9. To do optimal choices in international portfolio management and direct 

international investments. 

10. To understand Purchasing Power Parity concept. 

11. To use forecasting technics during foreign exchange trading. 

 

This manual consists of the following. In Section I ―THE INTERNATIONAL 

MONETARY ENVIRONMENT‖ are considered general topics concerning 

international financial market: foreign exchange definition, currency quotes, Russian 

foreign exchange market, balance of payment. Here it is discussed the history of the 

international finance, from gold standard to the modern era of the floating exchange 

rates. In Section II ―INTERNATIONAL PARITY CONDITIONS‖ financial 

instruments widely used in the international financial market: forwards, swaps, futures 

and options are presented. There are also described Eurocurrency market, theory of 

interest rates and international parity conditions. In Section III ―RISK AND 

INTERNATIONAL CAPITAL FLOWS‖ there is an overview of the trading on the 

foreign exchange and international direct and portfolio investments. In Section IV 

―MODELING THE EXCHANGE RATE AND BALANCE OF PAYMENTS‖ 

macroeconomics issues of the balance of trade are confronted.
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Section I. THE INTERNATIONAL MONETARY ENVIRONMENT  

Unit 1. The Foreign Exchange Market  

1.1. Foreign Exchange Market definition 

The foreign exchange market is a place where large commercial banks trade 

foreign-currency-denominated deposits with each other. Cash bank notes are relatively 

unimportant due to little turnover and government restrictions on cash currency 

transportation through national borders.  

The foreign exchange market (forex, FX, or currency market) is a global 

decentralized market for the trading of currencies. This includes all aspects of buying, 

selling and exchanging currencies at current or determined prices. 

The modern foreign exchange market began forming during the 1970s after three 

decades of government restrictions on foreign exchange transactions. 

The foreign exchange market is unique because of the following characteristics: 

 its huge trading volume representing the largest asset class in the world 

leading to high liquidity; 

 its geographical dispersion; 

 its continuous operation: 24 hours a day except weekends, i.e., trading from 

22:00 GMT on Sunday (Sydney) until 22:00 GMT Friday (New York); 

 the variety of factors that affect exchange rates; 

 the low margins of relative profit compared with other markets of fixed 

income; and 

 the use of leverage to enhance profit and loss margins and with respect to 

account size. 

 

The foreign exchange market is the largest financial market in the world. In April 

2016, the Bank for International Settlements (BIS) conducted a survey of trading 

volume around the world and found that the average amount of currency traded each 

business day was $ 5,345 billion. In 2004 the trading volume of foreign exchange was $ 

1,934 billion (see Table 1-1). 

The U.S. dollar is by far the most important currency, and has remained so in the 

last decade, even with the introduction of the euro. The dollar was involved in 86.8% of 

all trades in 1998 and maintained its first rank of 87% of all trades in 2016. The largest 

volume occurs in dollar/ euro trading, accounting for more than 87.6 percent of the total 

in 2016.  

Turnover in the USD/JPY pair rose by about 7% in this period (Figure 1-1). As a 

result, the yen significantly expanded its share in global FX trading by 4 percentage 

points to 23% in 2016. Most of the rise in yen trading occurred between October 2013 

and April 2016, a period characterised by expectations of a regime shift in Japanese 

monetary policy, which then took place in April 2016. 

The international role of the euro, by contrast, has shrunk since the beginning of the 

euro area sovereign debt crisis in 2010. With an increase of just 15%, trading of the 

euro expanded by less than the overall market. The euro remains the second most 

important currency worldwide, but its global market share decreased by almost 6% to 

33%, reaching the lowest value since the introduction of the common currency (Figure 

1-1).  

The foreign exchange market is a 24-hour market. Currencies are quoted 

continuously across the world. In terms of the geographic pattern of foreign exchange 
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trading , a small number of locations account for the majority of trading. Table 1-2 

reports the average daily volume of foreign exchange trading in different countries. The 

leaders are Singapore, Hong Kong SAR and Japan. The United Kingdom and USA have 

long been the leaders in foreign exchange trading, but not now. 

 

Table 1-1 

Global foreign exchange market turnover,  
daily averages in billions of US dollars and percentages 

 
Total 

Spot 
Transactions 

Outright 
Forwards 

Forex Swaps 
Currency 

Swaps 
Fx 

Options 

   USD  4,438 1,385 600 2,16 74 218 

   EUR  1,591 519 178 807 22 64 

   JPY  1,096 395 151 458 18 74 

   GBP 649 211 92 305 10 30 

   AUD 348 143 41 138 7 20 

   CAD  260 105 34 103 4 14 

   CHF  243 57 30 150 2 5 

   CNY  202 68 28 86 3 18 

   SEK  112 34 13 59 1 5 

   OTHER  1,195 388 232 490 23 61 
   USD - US Dollar; EUR – Euro; JPY - Japanese Yen; GBP - Pound Sterling; AUD - 
Australian Dollar; CAD - Canadian Dollar; CHF - Swiss Franc; CNY - Chinese Renminbi 
Yuan; SEK - Swedish Krona. 
Source: Bank for International Settlements. Triennial Central Bank Survey of foreign 
exchange and OTC derivatives markets in 2016, retrieved from BIS, Bank for International 
Settlements; http://www.bis.org/publ/rpfx16.htm, September 19, 2017. 

1.2. International Market participants 

 

1. The interbank market: the largest commercial banks and securities dealers. 

2. Commercial companies. 

3. Central banks. 

4. Hedge funds. 

5. Investment management firms. 

6. Retail foreign exchange traders. 

7. Non-bank foreign exchange companies. 

8. Money transfer/remittance companies and bureaux de change. 

 

The main participants in this market are the larger international banks. Financial 

centres around the world function as anchors of trading between a wide range of 

multiple types of buyers and sellers around the clock, with the exception of weekends. 

The foreign exchange market does not determine the relative values of different 

currencies, but sets the current market price of the value of one currency as demanded 

against another. 

The foreign exchange market works through financial institutions, and it operates 

on several levels. Behind the scenes banks turn to a smaller number of financial firms 

known as ―dealers,‖ who are actively involved in large quantities of foreign exchange 

trading. Most foreign exchange dealers are banks, so this behind-the-scenes market is 

sometimes called the ―interbank market‖, although a few insurance companies and other 

kinds of financial firms are involved. Trades between foreign exchange dealers can be 

very large, involving hundreds of millions of dollars. Because of the sovereignty issue 

http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.5J.A.5J.A.USD.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=3.1
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.B.B.5J.A.5J.A.USD.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=3.2
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.E.B.5J.A.5J.A.USD.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=3.3
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.H.B.5J.A.5J.A.USD.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=3.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.I.B.5J.A.5J.A.USD.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=3.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.R.B.5J.A.5J.A.USD.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=3.6
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.5J.A.5J.A.EUR.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=4.1
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.B.B.5J.A.5J.A.EUR.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=4.2
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.E.B.5J.A.5J.A.EUR.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=4.3
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.H.B.5J.A.5J.A.EUR.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=4.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.I.B.5J.A.5J.A.EUR.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=4.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.R.B.5J.A.5J.A.EUR.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=4.6
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.5J.A.5J.A.JPY.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=5.1
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.B.B.5J.A.5J.A.JPY.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=5.2
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.E.B.5J.A.5J.A.JPY.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=5.3
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.H.B.5J.A.5J.A.JPY.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=5.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.I.B.5J.A.5J.A.JPY.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=5.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.R.B.5J.A.5J.A.JPY.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=5.6
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.5J.A.5J.A.GBP.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=6.1
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.B.B.5J.A.5J.A.GBP.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=6.2
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.E.B.5J.A.5J.A.GBP.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=6.3
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.H.B.5J.A.5J.A.GBP.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=6.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.I.B.5J.A.5J.A.GBP.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=6.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.R.B.5J.A.5J.A.GBP.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=6.6
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.5J.A.5J.A.AUD.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=7.1
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.B.B.5J.A.5J.A.AUD.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=7.2
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.E.B.5J.A.5J.A.AUD.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=7.3
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.H.B.5J.A.5J.A.AUD.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=7.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.I.B.5J.A.5J.A.AUD.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=7.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.R.B.5J.A.5J.A.AUD.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=7.6
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.5J.A.5J.A.CAD.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=8.1
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.B.B.5J.A.5J.A.CAD.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=8.2
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.E.B.5J.A.5J.A.CAD.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=8.3
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.H.B.5J.A.5J.A.CAD.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=8.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.I.B.5J.A.5J.A.CAD.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=8.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.R.B.5J.A.5J.A.CAD.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=8.6
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.5J.A.5J.A.CHF.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=9.1
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.B.B.5J.A.5J.A.CHF.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=9.2
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.E.B.5J.A.5J.A.CHF.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=9.3
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.H.B.5J.A.5J.A.CHF.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=9.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.I.B.5J.A.5J.A.CHF.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=9.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.R.B.5J.A.5J.A.CHF.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=9.6
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.5J.A.5J.A.CNY.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=10.1
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.B.B.5J.A.5J.A.CNY.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=10.2
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.E.B.5J.A.5J.A.CNY.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=10.3
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.H.B.5J.A.5J.A.CNY.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=10.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.I.B.5J.A.5J.A.CNY.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=10.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.R.B.5J.A.5J.A.CNY.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=10.6
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.5J.A.5J.A.SEK.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=11.1
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.B.B.5J.A.5J.A.SEK.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=11.2
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.E.B.5J.A.5J.A.SEK.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=11.3
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.H.B.5J.A.5J.A.SEK.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=11.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.I.B.5J.A.5J.A.SEK.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=11.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.R.B.5J.A.5J.A.SEK.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=11.6
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.5J.A.5J.A.$TO1+TO1-USD-EUR-JPY-GBP-AUD-CAD-CHF-CNY-SEK.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=12.1
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.B.B.5J.A.5J.A.$TO1+TO1-USD-EUR-JPY-GBP-AUD-CAD-CHF-CNY-SEK.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=12.2
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.E.B.5J.A.5J.A.$TO1+TO1-USD-EUR-JPY-GBP-AUD-CAD-CHF-CNY-SEK.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=12.3
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.H.B.5J.A.5J.A.$TO1+TO1-USD-EUR-JPY-GBP-AUD-CAD-CHF-CNY-SEK.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=12.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.I.B.5J.A.5J.A.$TO1+TO1-USD-EUR-JPY-GBP-AUD-CAD-CHF-CNY-SEK.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=12.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.R.B.5J.A.5J.A.$TO1+TO1-USD-EUR-JPY-GBP-AUD-CAD-CHF-CNY-SEK.TO1.A.A.3.C?t=d11.1&c=&p=2016&i=12.6
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when involving two currencies, forex has little (if any) supervisory entity regulating its 

actions. 

 

 

Figure 1-1. Bank for International Settlements. Foreign exchange market turnover by 
currency and currency pairs, daily averages in billions of US dollars and percentages, 
retrieved from BIS, Bank for International Settlements; 
http://www.bis.org/publ/rpfx16.htm, September 19, 2017.  

The interbank market 

Unlike a stock market, the foreign exchange market is divided into levels of access. 

At the top is the interbank market, which is made up of the largest commercial banks 

and securities dealers. Within the interbank market, spreads, which are the difference 

between the bid and ask prices, are razor sharp and not known to players outside the 

inner circle. 

The difference between the bid and ask prices widens (for example from 0 to 1 pip 

to 1–2 pips for currencies such as the EUR) as you go down the levels of access. This is 

due to volume. If a trader can guarantee large numbers of transactions for large 

amounts, they can demand a smaller difference between the bid and ask price, which is 

referred to as a better spread. The levels of access that make up the foreign exchange 

market are determined by the size of the "line" (the amount of money with which they 

are trading).  

The top-tier interbank market accounts for 39% of all transactions. From there, 

smaller banks, followed by large multi-national corporations (which need to hedge risk 

and pay employees in different countries), large hedge funds, and even some of the 

retail market makers. According to Galati and Melvin, ―Pension funds, insurance 



Unit 1. The Foreign Exchange Market 13 

© A.A. Borochkin, 2017 

companies, mutual funds, and other institutional investors have played an increasingly 

important role in financial markets in general, and in FX markets in particular, since the 

early 2000s.‖ (2004) In addition, he notes, ―Hedge funds have grown markedly over the 

2001–2004 period in terms of both number and overall size‖. Central banks also 

participate in the foreign exchange market to align currencies to their economic needs. 

 

 

Table 1-2 

Geographical distribution of global foreign exchange market turnover,  
daily averages in billions of US dollars  

Country 2004 % 2007 % 2013 % 2016 % 

Singapore 134 5,1% 242 8,6% 383 14,1% 517 18,2% 

Hong kong sar 106 4,1% 181 6,5% 275 10,2% 437 15,4% 

Japan 207 7,9% 250 8,9% 374 13,8% 399 14,0% 

France 67 2,6% 127 4,5% 190 7,0% 181 6,4% 

Switzerland 85 3,3% 254 9,1% 216 8,0% 156 5,5% 

Australia 107 4,1% 176 6,3% 182 6,7% 121 4,3% 

Germany 120 4,6% 101 3,6% 111 4,1% 116 4,1% 

Denmark 42 1,6% 88 3,1% 117 4,3% 101 3,5% 

Canada 59 2,3% 64 2,3% 65 2,4% 86 3,0% 

Netherlands 52 2,0% 25 0,9% 112 4,1% 85 3,0% 

China 1 0,0% 9 0,3% 44 1,6% 73 2,6% 

Korea 21 0,8% 35 1,3% 48 1,8% 48 1,7% 

Russia 30 1,1% 50 1,8% 61 2,3% 45 1,6% 

Sweden 32 1,2% 44 1,6% 44 1,6% 42 1,5% 

Norway 14 0,5% 32 1,1% 21 0,8% 40 1,4% 

Other total 1534 58,7% 1122 40,1% 466 17,2% 399 14,0% 

Total 2611 100,0% 2800 100,0% 2709 100,0% 2846 100,0% 
Bank for International Settlements. Triennial Central Bank Survey of foreign exchange 
and OTC derivatives markets in 2016, retrieved from BIS, Bank for International 
Settlements; http://www.bis.org/publ/rpfx16.htm, September 19, 2017. 

Commercial companies 

Commercial companies often trade fairly small amounts compared to those of banks 

or speculators, and their trades often have little short-term impact on market rates. 

Nevertheless, trade flows are an important factor in the long-term direction of a 

currency's exchange rate. Some multinational corporations (MNCs) can have an 

unpredictable impact when very large positions are covered due to exposures that are 

not widely known by other market participants. 

Central banks 

They try to control the money supply, inflation, and/or interest rates and often have 

official or unofficial target rates for their currencies. They can use their often substantial 

foreign exchange reserves to stabilize the market. Nevertheless, the effectiveness of 

central bank "stabilizing speculation" is doubtful because central banks do not go 

bankrupt if they make large losses, like other traders would, and there is no convincing 

evidence that they do make a profit trading. 

Foreign exchange fixing is the daily monetary exchange rate fixed by the national 

bank of each country. The idea is that central banks use the fixing time and exchange 

rate to evaluate behavior of their currency. Fixing exchange rates reflects the real value 

of equilibrium in the market. Banks, dealers and traders use fixing rates as a market 

trend indicator. 

http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.SG.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2004&i=44.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.SG.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2007&i=44.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.HK.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2004&i=20.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.HK.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2007&i=20.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.JP.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2004&i=27.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.JP.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2007&i=27.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.FR.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2004&i=17.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.FR.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2007&i=17.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.CH.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2004&i=50.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.CH.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2007&i=50.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.AU.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2004&i=2.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.AU.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2007&i=2.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.DE.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2004&i=18.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.DE.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2007&i=18.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.DK.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2004&i=14.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.DK.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2007&i=14.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.CA.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2004&i=8.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.CA.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2007&i=8.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.NL.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2004&i=34.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.NL.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2007&i=34.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.CN.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2004&i=10.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.CN.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2007&i=10.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.KR.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2004&i=28.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.KR.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2007&i=28.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.RU.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2004&i=42.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.RU.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2007&i=42.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.SE.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2004&i=49.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.SE.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2007&i=49.5
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.NO.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2004&i=36.4
http://stats.bis.org/statx/srs/tseries/TRIENNIAL/A.U.A.B.NO.A.5J.A.TO1.TO1.A.A.3.B?t=d11.2&c=&p=2007&i=36.5
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The mere expectation or rumor of a central bank foreign exchange intervention 

might be enough to stabilize a currency, but aggressive intervention might be used 

several times each year in countries with a dirty float currency regime. Central banks do 

not always achieve their objectives. The combined resources of the market can easily 

overwhelm any central bank. Several scenarios of this nature were seen in the 1992–93 

European Exchange Rate Mechanism collapse, and in more recent times in Asia. 

Hedge funds as speculators 

About 70% to 90% of the foreign exchange transactions conducted are speculative. 

This means the person or institution that bought or sold the currency has no plan to 

actually take delivery of the currency in the end; rather, they were solely speculating on 

the movement of that particular currency. Since 1996, hedge funds have gained a 

reputation for aggressive currency speculation. They control billions of dollars of equity 

and may borrow billions more, and thus may overwhelm intervention by central banks 

to support almost any currency, if the economic fundamentals are in the hedge funds' 

favor. 

Investment management firms 

Investment management firms (who typically manage large accounts on behalf of 

customers such as pension funds and endowments) use the foreign exchange market to 

facilitate transactions in foreign securities. For example, an investment manager bearing 

an international equity portfolio needs to purchase and sell several pairs of foreign 

currencies to pay for foreign securities purchases. 

Some investment management firms also have more speculative specialist currency 

overlay operations, which manage clients' currency exposures with the aim of 

generating profits as well as limiting risk. While the number of this type of specialist 

firms is quite small, many have a large value of assets under management and, hence, 

can generate large trades. 

Retail foreign exchange traders 

Individual retail speculative traders constitute a growing segment of this market 

with the advent of retail foreign exchange trading, both in size and importance. 

Currently, they participate indirectly through brokers or banks. Retail brokers, while 

largely controlled and regulated in the USA by the Commodity Futures Trading 

Commission and National Futures Association, have in the past been subjected to 

periodic foreign exchange fraud. To deal with the issue, in 2010 the NFA required its 

members that deal in the Forex markets to register as such (I.e., Forex CTA instead of a 

CTA). Those NFA members that would traditionally be subject to minimum net capital 

requirements, FCMs and IBs, are subject to greater minimum net capital requirements if 

they deal in Forex. A number of the foreign exchange brokers operate from the UK 

under Financial Services Authority regulations where foreign exchange trading using 

margin is part of the wider over-the-counter derivatives trading industry that includes 

Contract for differences and financial spread betting. 

There are two main types of retail FX brokers offering the opportunity for 

speculative currency trading: brokers and dealers or market makers. Brokers serve as an 

agent of the customer in the broader FX market, by seeking the best price in the market 

for a retail order and dealing on behalf of the retail customer. They charge a 

commission or mark-up (markler) in addition to the price obtained in the market. 

Dealers or market makers, by contrast, typically act as principal in the transaction 

versus the retail customer, and quote a price they are willing to deal at. 

1.3. Financial centres 

A financial centre is a location that is home to a cluster of nationally or 

internationally significant financial services providers such as banks, investment 

managers or stock exchanges. A prominent financial centre can be described as an 
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international financial centre or a global financial centre and is often also a global city. 

An offshore financial centre is typically a smaller, low-tax jurisdiction that primarily 

serves non-residents. 

The International Monetary Fund offers the following definition: 

  International Financial Centers (IFCs)—such as London, New York, and Tokyo—

are large international full-service centers with advanced settlement and payments 

systems, supporting large domestic economies, with deep and liquid markets where both 

the sources and uses of funds are diverse, and where legal and regulatory frameworks 

are adequate to safeguard the integrity of principal-agent relationships and supervisory 

functions. 

Financial centres are locations with an agglomeration of participants in financial 

markets and venues for these activities to take place. Participants can include financial 

intermediaries (such as banks), institutional investors (such as investment managers), as 

well as central banks. Trading activity may take place on venues such as exchanges and 

involve clearing houses, although many transactions take place over-the-counter (OTC), 

that is directly between participants. Financial centres may host companies that offer 

advisory services, for example relating to mergers and acquisitions, or which participate 

in other areas of finance, such as private equity and reinsurance. 

Financial centres serve the domestic business of their home country and may also 

serve international business. International activity occurs when one or more of the 

participants in the activity is foreign to the home country of the financial centre, or 

when the instruments themselves are international in nature such as Eurobonds. The 

term international financial centre or global financial centre is sometimes used to 

indicate a prominent financial centre where such international or cross-border business 

takes place. 

Despite this proliferation of financial centres, academics have discussed evidence 

showing increasing concentration of financial activity in the largest national and 

international financial centres in the 21st century. Others have discussed the ongoing 

dominance of New York and London and the role linkages between these two financial 

centres played in the financial crisis of 2007–08. 
 

1.4. Understanding currency quote  

When a currency is quoted, it is done in relation to another currency, so that the 

value of one is reflected through the value of another. For example, the exchange rate 

between the U.S. dollar (USD) and the Japanese yen (JPY) like this: 

 

USD/JPY = 102.50. 

 

This is referred to as a currency pair. The base currency is set to the left of the slash, 

while the currency on the right is referred to as the quote or counter currency. The base 

currency (in this case, the U.S. dollar) is always equal to one unit (in this case, US$1), 

and the quoted currency (in this case, the Japanese yen) is what that one base unit is 

equivalent to in the other currency. The quote means that US$1 = 119.50 Japanese yen. 

In other words, US$1 can buy 119.50 Japanese yen.  

There are two ways to quote a currency pair, either directly or indirectly. In a direct 

currency quote the domestic currency is the base currency; while in an indirect quote 

the domestic currency is the quoted currency. The direct quote varies the foreign 

currency, and the quoted, or domestic currency, remains fixed at one unit. In the indirect 

quote, on the other hand, the domestic currency is variable and the foreign currency is 

fixed at one unit. 
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In the forex spot market, most currencies are traded against the U.S. dollar, and the 

U.S. dollar is frequently the base currency in the currency pair. In these cases, it is 

called a direct quote. This would apply to the above USD/JPY currency pair, which 

indicates that US$1 is equal to 119.50 Japanese yen. 

However, not all currencies have the U.S. dollar as the base. The Queen's currencies 

- those currencies that historically have had a tie with Britain, such as the British pound, 

Australian Dollar and New Zealand dollar - are all quoted as the base currency against 

the U.S. dollar. The euro, which is relatively new, is quoted the same way as well. In 

these cases, the U.S. dollar is the counter currency, and the exchange rate is referred to 

as an indirect quote. This is why the EUR/USD quote is given as 1.25, for example, 

because it means that one euro is the equivalent of 1.25 U.S. dollars. 

Most currency exchange rates are quoted out to five digits after the decimal place, 

with the exception of the Japanese yen (JPY), which is quoted out to three decimal 

places. 

When a currency quote is given without the U.S. dollar as one of its components, 

this is called a cross currency. The most common cross currency pairs are the 

EUR/GBP, EUR/CHF and EUR/JPY.  

As with most trading in the financial markets, there is a bid price (buy) and an ask 

price (sell). Again, these are in relation to the base currency. When buying a currency 

pair (going long), the ask price refers to the amount of quoted currency that has to be 

paid in order to buy one unit of the base currency, or how much the market will sell one 

unit of the base currency for in relation to the quoted currency. 

The bid price is used when selling a currency pair (going short) and reflects how 

much of the quoted currency will be obtained when selling one unit of the base 

currency, or how much the market will pay for the quoted currency in relation to the 

base currency. 

The quote before the slash is the bid price, and the two digits after the slash 

represent the ask price (only the last two digits of the full price are typically quoted). 

Note that the bid price is always smaller than the ask price.  

Whichever currency is quoted first (the base currency) is always the one in which 

the transaction is being conducted. Operator either buys or sells the base currency.  

The difference between the bid price and the ask price is called a spread. At the 

following quote: EUR/USD = 1.25155/035, the spread would be 0.00035 or 35 pips, 

also known as points. Although these movements may seem insignificant, even the 

smallest point change can result in thousands of dollars being made or lost due to 

leverage.  

The pip is the smallest amount a price can move in any currency quote. In the case 

of the U.S. dollar, euro, British pound or Swiss franc, one pip would be 0.00001. With 

the Japanese yen, one pip would be 0.001, because this currency is quoted to two 

decimal places. So, in a forex quote of USD/CHF, the pip would be 0.00001 Swiss 

francs. Most currencies trade within a range of 1000 to 1500 pips a day. 

1.5. Russian foreign exchange market 

Moscow Exchange`s Forex (FX) Market is a rouble liquidity centre and the oldest 

regulated domestic FX trading venue, operating since 1992. Official site is 

http://moex.com. The Central Bank of the Russian Federation sets the official RUB 

exchange rate based on exchange trading results. 

As of 1 January 2014, 531 credit organisations, including Russian banks, 

subsidiaries of foreign banks, and resident banks of Eurasian Economic Community 

member states, along with 38 non credit organisations, were FX Market members. Non-

credit organisations - professional securities market participants meeting the relevant 

regulatory requirements were admitted to the FX Market in December 2012. 

http://moex.com/
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FX Market members post full or partial collateral to execute their trades. Trades are 

settled on a payment vs. payment basis, whereby delivery is made when a member 

fulfils all of its obligations to the the National Clearing Centre (NCC) which acts as the 

central counterparty and is responsible for centralised clearing. 

Moscow Exchange offers trading in the following currencies: 

1) U.S dollar (USD), euro (EUR), U.S. dollar-euro basket (BKT), Chinese yuan 

(CNY), Ukrainian hryvnia (UAH), Kazakh tenge (KZT), and Belarusian ruble (BYR), 

with settlement in Russian rubles (RUB); 

2) Euro with settlement in U.S. dollars. 

Moscow Exchange"s FX Market is one of the most dynamically developing 

segments of Russia's financial market, with its total trading volume increasing 34% 

YoY to RUB 156 tln in 2013. Spot trades totalled RUB 57 trln and swap trades 

amounted to RUB 99 trln. 27 December 2013 saw a record daily trading volume of 

RUB 1.16 trln (USD 35.6 bln). 

1.6. Currency Arbitrage 

Since currencies are homogeneous goods (a dollar is a dollar regardless of where it 

is traded), it is very easy to compare prices in different markets. Exchange rates tend to 

be equal worldwide. If this were not so, there would be profit opportunities for 

simultaneously buying a currency in one market while selling it in another. This activity 

is called arbitrage. 

For instance, suppose the following quotes were available for the Swiss franc/ U.S. 

dollar rate:  

Citibank is quoting 0.8745-55. 

Deutsche Bank in Frankfurt is quoting 0.8725-35. 

This presents an arbitrage opportunity. Trader could buy $ 10 million at Deutsche 

Bank’s offer price of 0.8735 and simultaneously sell $ 10 million to Citibank at their 

bid price of 0.8745 francs. This would earn a profit of SF0.0010 per dollar traded, or 

SF10,000 would be the total arbitrage profit. If such a profit opportunity existed the 

arbitrage would return currency exchange rates set by banks to to internationally 

consistent levels.  

In the wholesale banking foreign exchange market, the bid-offer spread is the only 

transaction cost. When the quotes of two different banks differ by no more than the 

spread being quoted in the market by these banks, there is no arbitrage opportunity. 

Arbitrage realizes riskless profit from market disequilibrium by buying a currency 

in one market and selling it in another. Arbitrage ensures that exchange rates are 

transaction costs close in all markets. 

Triangular arbitrage. 

If we observe a market where one of the three exchange rates—$/£, $/SF, £/SF—is 

out of line with the other two, there is an arbitrage opportunity, in this case a triangular 

arbitrage. Triangular arbitrage, or three-point arbitrage, involves three currencies. 

To simplify the analysis of arbitrage involving three currencies, let us temporarily 

ignore the bid— offer spread and assume that we can either buy or sell at one price. 

Suppose that in Geneva, Switzerland the exchange rate is GBPCHF = 1,3920, while in 

New York USDCHF = 0,9987, and in London GBPUSD =$1,3947. 

Table appears to have no possible arbitrage opportunity, but astute traders in the 

foreign exchange market would observe a discrepancy when they check the cross rates. 

Computing the implicit cross rate for New York, the arbitrageur finds the implicit cross 

rate to be GBPCHF = 0,9987*1,3947 = 1,3929. Thus the cost of GBP is high in New 

York, and the cost of CHF is low. 
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1.7. Short-term and Long-term Foreign Exchange Movements 

The main causes of short-term (throughout the day) FX movements are inventory 

control and asymmetric information effects. So exchange rates may fluctuate even in the 

absence of news regarding the fundamental determinants of exchange rates. 

The inventory control explained as follows. If trader has agreed to buy more euros 

than he has agreed to sell, he has a long position in the euro and will profit from euro 

appreciation and lose from euro depreciation. If trader has agreed to sell more euros 

than he has agreed to buy, he has a short position in the euro and will profit from euro 

depreciation and lose from euro appreciation. His position at any point in time may be 

called his inventory. One reason traders adjust their quotes is in response to inventory 

changes. At the end of the day most traders balance their position and are said to go 

home ―flat.‖ This means that their orders to buy a currency are just equal to their orders 

to sell. 

There is also an asymmetric information effect, which causes exchange rates to 

change due to traders’ fears that they are quoting prices to someone who knows more 

about current market conditions than they do. Even without news regarding the 

fundamentals, information is being transmitted from one trader to another through the 

act of trading.  

In the long run, economic factors (e.g., demand/ supply of foreign and domestic 

goods) affect the exchange rate movements. 

1.8. Trade-weighted Exchange Rate Indexes 

An exchange rate index is a weighted average of a currency’s value relative to other 

currencies, with the weights typically based on the importance of each currency to 

international trade. If we want to construct an exchange rate index for the Russian 

Federation, we would include the currencies of the countries that are the major trading 

partners of the Russian Federation. 

For example The Central Bank of Russian Federation uses the dual-currency busket.  

The dual-currency busket consists of US dollar and euro. The rouble value of the 

dual-currency basket has been the operational indicator of the Bank of Russia exchange 

rate policy since February 2005. At present, the value of the dual-currency basket is 

calculated as the sum of rouble values of 0.55 US dollars and 0.45 euros. The values in 

the Figure 1-2 are calculated at official exchange rates. 

 

Figure 1-2. Bank of Russia. The values of the dual currency basket, retrieved from Bank 
of Russia; http://www.cbr.ru/, September 19, 2017. 

Exchange rate indexes are commonly used analytical tools in international 

economics. When changes in the average value of a currency are important, bilateral 

http://www.cbr.ru/
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exchange rates (between only two currencies) are unsatisfactory. Neither economic 

theory nor practice gives a clear indication of which exchange rate index is best. 
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Unit 2. International Monetary Arrangements  

2.1. The Gold Standard: 1880 to 1914. The Interwar Period: 1918 to 

1939 

The gold standard started during the period from 1880 to 1890. Under a gold 

standard, currencies are valued in terms of their gold equivalent (an ounce of gold was 

worth $ 20.67 in terms of the U.S. dollar over the gold standard period). So all 

currencies was linked in a system of fixed exchange rates. 

 Maintaining a gold standard requires a commitment from participating countries 

to be willing to buy and sell gold to anyone at the fixed price. 

A gold standard is a commodity money standard. Gold was used as the monetary 

standard because it is a homogeneous commodity worldwide that is easily storable, 

portable, and divisible into standardized units like ounces. Since gold is costly to 

produce, it possesses another important attribute— governments cannot easily increase 

its supply. During a gold standard there may be little inflation and deflation in the short 

run, but in the long run the price level remained stable. 

Thanks to gold function as world money during a gold standard, a balance of 

payments disequilibrium was remedied in easy way. A country running a balance of 

payments (official settlements) deficit would find itself with net outflows of gold, which 

would reduce its money supply and, in turn, its prices. A surplus country would find 

gold flowing in and expanding its money supply, so that prices rose. The fall in price in 

the deficit country would lead to greater net exports (exports minus imports), and the 

rise in price in the surplus country would reduce its net exports, so that balance of 

payments equilibrium would be restored. 

World War I ended the gold standard. 

Since wartime financing required the hostile nations to manage international 

reserves very carefully, private gold exports were considered unpatriotic. In the former 

USSR government mandated that private holders of gold sell these holdings to the 

government. 

Because much of Europe experienced rapid inflation during the war and in the 

period immediately following it, it was not possible to restore the gold standard at the 

old exchange values. However, the United States had experienced little inflation and 

thus returned to a gold standard by June 1919. The war ended Britain’s financial 

preeminence, since the United States had risen to the status of the world’s dominant 

banker country. See changes in world gold reserves in Table 2-1. 
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Table 2-1 

Leading central bank/treasury gold reserves,  
metric tons fine gold, 1845-1945 

YEAR 1845 1850 1855 1860 1865 1870 1875 1880 

UK 82 104 74 78 93 161 154 170 

FRANCE 2 3,5 32,8 105 194 217 337 242 

GERMANY n/a n/a n/a n/a n/a n/a 43 81 

ITALY n/a n/a n/a n/a n/a 30,8 26 22 

RUSSIA n/a n/a 81 n/a 57 160 230 195 

USA n/a n/a n/a n/a n/a 107 87 208 

YEAR 1885 1890 1895 1900 1905 1910 1913 1915 

UK 141 166 305 198 199 223 248 585 

FRANCE 344 370 460 544 836 952 1,03 1,457 

GERMANY 99 186 252 211 267 240 437 876 

ITALY 142 133 132 115 285 350 355 397 

RUSSIA 195 312 695 661 654 954 1,233 1,25 

USA 371 442 169 602 1,149 1,66 2,293 2,568 

YEAR 1920 1925 1930 1935 1940 1945   

UK 864 1,045 1,08 1,464 n/a 1,773   

FRANCE 1,622 1,201 3,16 3,907 1,773 1,378   

GERMANY 391 432 794 56 n/a n/a   

ITALY 307 498 420 240 122 28   

RUSSIA n/a 141 375 7,456 n/a n/a   

USA 3,679 5,998 6,358 8,998 19,543 17,848   

Source: World Gold Council. Historical Data - Annual time series on  
World Official Gold Reserves since 1845. 10

th
 August 2011. 

The overvalued currency hurt country exports and provoke run on its gold reserves. 

So a run on U.S. gold at the end of 1931 led to a 15 percent drop in U.S. gold holdings. 

Although this did not lead to an immediate change in U.S. policy, by 1933 the United 

States abandoned the gold standard. 

The early to mid-1930s may be characterized as a period of competitive 

devaluations. Governments also resorted to foreign exchange controls in an attempt to 

manipulate net exports in a manner that would increase GDP (gross domestic product). 

2.2. The Bretton Woods Agreement: 1944 to 1973 and its breakdown 

Memories of the economic warfare of the interwar years led to an international 

conference at Bretton Woods, New Hampshire, in 1944. At the close of World War II 

there was a desire to reform the international monetary system to one based on mutual 

cooperation and freely convertible currencies
1
. 

Bretton Woods agreement required each country to fix the value of its currency in 

terms of an anchor currency, namely the dollar (this established the ―par‖ value of each 

currency and was to ensure parity across currencies). The U.S. dollar was the key 

currency in the system, and $ 1 was defined as being equal in value to 1/ 35 ounce of 

                                                           
1
 Melvin, Michael; Norrbin, Stefan (2012-11-23). International Money and Finance (Kindle Locations 

2311). Elsevier Science. Kindle Edition. 
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gold. Since every currency had an implicitly defined gold value, through the link to the 

dollar, all currencies were linked in a system of fixed exchange rates. 

Nations were committed to maintaining the parity value of their currencies within 1 

percent of parity. The various central banks were to achieve this goal by buying and 

selling their currencies (usually against the dollar) on the foreign exchange market.
2
 

When a country was experiencing difficulty maintaining its parity value because of 

balance of payments disequilibrium, it could turn to a new institution created at the 

Bretton Woods Conference: the International Monetary Fund (IMF).  

The IMF was created to monitor the operation of the system and provide short-term 

loans to countries experiencing temporary balance of payments difficulties. Such loans 

are subject to IMF conditions regarding changes in domestic economic policy aimed at 

restoring balance of payments equilibrium. 

In the case of a fundamental disequilibrium, when the balance of payments 

problems are not of a temporary nature, a country could apply for permission from the 

IMF to devalue or revalue its currency. Such a permanent change in the parity rate of 

exchange was rare. 

The Bretton Woods system worked in the 1950s and also in the part of the 1960s. In 

1960, there was a dollar crisis because the United States had run large balance of 

payments deficits in the late 1950s. Concern over large foreign holdings of dollars led to 

an increased demand for gold. 

The failure to realign currency values in the face of fundamental economic change 

spelled the beginning of the end for the gold exchange standard of the Bretton Woods 

agreement. 

By the late 1960s the foreign dollar liabilities of the United States were much larger 

than the U.S. gold stock. The pressures of this ―dollar glut‖ finally culminated in August 

1971, when President Nixon declared the dollar to be inconvertible and provided a close 

to the Bretton Woods era of fixed exchange rates and convertible currencies. 

In December 1971, the dollar per gold exchange value was changed from $ 35 to $ 

38.02 per ounce of gold. But the dollar was still inconvertible into gold, and thus the 

major significance of the dollar devaluation was with respect to the foreign exchange 

value of the dollar, not to official gold movements. The speculative capital flows of 

1972 and early 1973 led to a further devaluation of the dollar in February 1973, when 

the official price of an ounce of gold rose from $ 38 to $ 42.22. Still, the speculative 

capital flows persisted from the weak to the strong currencies. Finally, in March 1973, 

the major currencies began to float. 

2.3. Floating Exchange Rates: 1973  

After breakdown of Bretton Woods agreement a multitude of methods to partly or 

completely control the exchange rate has emerged. This choice of exchange rate system 

also dictates limitations on the ability of the central bank to conduct its monetary policy. 

The types of exchange rate systems range from (1), ―dollarization‖ where the 

central bank of the country has completely given up control of the money supply to 

adopt some other country’s currency, to the other extreme of (6), purely floating, where 

the central bank retains domestic control over the currency in the country. In between, 

the central bank has some degree of control over the money supply. 

The above categories can be summarized under three headings: peg, mixed, and 

floating. 

The types of foreign exchange arrangements, starting with the exchange rate system 

with the most independent monetary policy to the one with the least independent 

monetary policy are as follows: 

                                                           
2
 Melvin, Michael; Norrbin, Stefan (2012-11-23). International Money and Finance (Kindle Locations 

2352). Elsevier Science. Kindle Edition. 
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1. Free floating. The exchange rate is market determined, and any intervention is 

aimed at moderating fluctuations rather than determining the level of the exchange rate.  

2. Managed floating. The monetary authority (usually the central bank) influences 

the exchange rate through active foreign exchange market intervention with no 

preannounced path for the exchange rate.  

3. Horizontal bands. The exchange rate fluctuates around a fixed central target rate. 

Such target zones allow for a moderate amount of exchange rate fluctuation while tying 

the currency to the target central rate.  

4. Crawling pegs. The exchange rate is adjusted periodically in small amounts at a 

fixed, preannounced rate or in response to certain indicators (such as inflation 

differentials against major trading partners).  

5. Crawling bands. The exchange rate is maintained within certain fluctuation 

margins around a central rate that is periodically adjusted at a fixed, pre-announced rate 

or in response to certain indicators.  

6. Fixed peg. The exchange rate is fixed against a major currency or some basket of 

currencies. Active intervention may be required to maintain the target pegged rate.  

7. Currency board. A fixed exchange rate is established by a legislative commitment 

to exchange domestic currency for a specified foreign currency at a fixed exchange rate. 

New issues of domestic currency are typically backed in some fixed ratio (like one-to-

one) by additional holdings of the key foreign currency.  

8. ―Dollarization‖ or No separate legal tender. Another country’s currency 

circulates as the legal tender. 

 

Legal tender is any official medium of payment recognized by law that can be used 

to extinguish a public or private debt, or meet a financial obligation. The national 

currency is legal tender in practically every country. A creditor is obligated to accept 

legal tender toward repayment of a debt. Legal tender can only be issued by the national 

body that is authorized to do so, such as the U.S. Treasury in the United States and the 

Royal Canadian Mint in Canada. 

Widely accepted currencies such as the U.S. dollar and euro are accepted as legal 

tender in many nations, especially those where foreign currencies are in short supply. 

Countries with extensive business and cultural ties may also accept each other's 

currencies as legal tender in limited amounts. For example, some U.S. and Canadian 

merchants located close to the U.S.-Canada border accept both Canadian dollars and 

U.S. dollars as payment for goods and services. 

The popularity of cross-border and online shopping is increasing demand for more 

forms of legal tender; however, given official objection to such alternatives, these may 

still be some years away. In May 2013, the governor of Arizona vetoed a bill that would 

have made gold and silver coins legal tender in the state, in addition to existing U.S. 

currency. Bitcoin, another popular payment alternative, is a virtual online currency that 

can be used for a growing number of transactions but is not considered legal tender. 

Developing countries with a long history of unstable exchange rates often find it 

difficult to convince the public that government policy will maintain stable exchange 

rates in the future. So this country may apply on of the restricted forms of exchange rate 

policy, such as currency board and ―dollarization‖. 

Economists do not all agree on the advantages and disadvantages of a floating as 

opposed to a pegged exchange rate system . The systematic differences between peggers 

and floaters are summarized in table 2-2. 

. 
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Table 2-2  

Characteristics Associated with Countries Choosing to Peg or Float 

Peggers Floaters 

Small size Large size  

Open economy Closed economy  

Harmonious inflation rate  Divergent inflation rate 

Concentrated trade  Diversified trade 

There are exceptions to these generalities because neither all peggers nor all floaters 

have the same characteristics. 

2.4. Plaza Accord 

The Plaza Accord or Plaza Agreement was an agreement between the governments 

of France, West Germany, Japan, the United States, and the United Kingdom, to 

depreciate the U.S. dollar in relation to the Japanese yen and German Deutsche Mark by 

intervening in currency markets. The five governments signed the accord on September 

22, 1985 at the Plaza Hotel in New York City. 

Between 1980 and 1985 the dollar had appreciated by about 50% against the 

Japanese yen, Deutsche Mark, French Franc and British pound, the currencies of the 

next four biggest economies at the time. This caused considerable difficulties for 

American industry but at first their lobbying was largely ignored by government. The 

financial sector was able to profit from the rising dollar, and a depreciation would have 

run counter to Ronald Reagan's administration's plans for bringing down inflation. A 

broad alliance of manufacturers, service providers, and farmers responded by running 

an increasingly high profile campaign asking for protection against foreign competition. 

Major players included grain exporters, car producers, engineering companies like 

Caterpillar Inc., as well as high-tech companies including IBM and Motorola. By 1985, 

their campaign had acquired sufficient traction for Congress to begin considering 

passing protectionist laws. The prospect of trade restrictions spurred the White House to 

begin the negotiations that led to the Plaza Accord. 

The justification for the dollar's devaluation was twofold: to reduce the U.S. current 

account deficit, which had reached 3.5% of the GDP, and to help the U.S. economy to 

emerge from a serious recession that began in the early 1980s. The U.S. Federal 

Reserve System under Paul Volcker had halted the stagflation crisis of the 1970s by 

raising interest rates, but this resulted in the dollar becoming overvalued to the extent 

that it made industry in the U.S. (particularly the automobile industry) less competitive 

in the global market. 

The exchange rate value of the dollar versus the yen declined by 51% from 1985 to 

1987. Most of this devaluation was due to the $10 billion spent by the participating 

central banks. Currency speculation caused the dollar to continue its fall after the end of 

coordinated interventions. Unlike some similar financial crises, such as the Mexican and 

the Argentine financial crises of 1994 and 2001 respectively, this devaluation was 

planned, done in an orderly, pre-announced manner and did not lead to financial panic 

in the world markets. The Plaza Accord was successful in reducing the U.S. trade deficit 

with Western European nations but largely failed to fulfill its primary objective of 

alleviating the trade deficit with Japan. This deficit was due to structural conditions that 

were insensitive to monetary policy, specifically trade conditions. 
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2.5. Louvre Accord 

The Louvre Accord was an agreement, signed on February 22, 1987 in Paris, that 

aimed to stabilize the international currency markets and halt the continued decline of 

the US Dollar caused by the Plaza Accord. The agreement was signed by France, West 

Germany, Japan, Canada, the United States and the United Kingdom. Italy was an 

invited member who declined to finalize the agreement. 

The Plaza Accord aimed to depreciate the US dollar in relation to the Japanese yen 

and German Deutsche Mark, which was agreed upon at the G7 Minister of Finance 

meeting held in New York in 1985. The U.S. Dollar was devalued to promote growth 

around the world, since developing nations were in debt and unable to participate in 

positive trade. In addition, the United States had a trade deficit. Japan and a few 

European countries were experiencing a trade surplus along with negative GDP growth, 

which affected foreign trade for these countries. 

After the Plaza Accord, the dollar rate continued to slide, reaching an exchange rate 

of ¥150 per US$1 in 1987. The ministers of the G7 nations gathered at the Louvre in 

Paris to minimize this decline. The Louvre Accord helped prevent a recession because it 

stopped the value of the U.S. Dollar from decreasing any further in relation to other 

currencies. 

France agreed to reduce its budget deficits by 1% of GDP and cut taxes by the same 

amount for corporations and individuals. Japan would reduce its trade surplus and cut 

interest rates. Great Britain would agree to reduce public expenditures and reduce taxes. 

Germany, the real object of this agreement because of its leading economic position in 

Europe, would agree to reduce public spending, cut taxes for individuals and 

corporations, and keep interest rates low. The United States would agree to reduce its 

fiscal 1988 deficit to 2.3% of GDP from an estimated 3.9% in 1987, reduce government 

spending by 1% in 1988 and keep interest rates low. 

The dollar continued to weaken in 1987 against the Deutsche Mark and other major 

currencies, reaching a low of 1.57 marks per dollar and 121 yen per dollar in early 1988. 

The dollar then strengthened over the next 18 months, reaching over 2.04 marks per 

dollar and 160 yen per dollar, in tandem with the Federal Reserve raising interest rates 

aggressively, from 6.50% to 9.75%. 

2.6. The European Monetary System and the Euro 

The European Monetary System (EMS) was established in March 1979. The 

member countries agreed to maintain small exchange rate fluctuations among 

themselves, while allowing free float against outside currencies. 

The countries that moved to monetary union required their macroeconomic policy 

to converge to that of the other EMS countries. Convergence was defined as occurring 

when (a) the country’s inflation rate did not exceed the average of the lowest three 

member country rates by more than 1.5 percentage points; (b) its interest rate on long-

term government bonds did not exceed those of the three lowest-inflation members by 

more than 2 percentage points; and (c) the country’s government budget deficit did not 

exceed 3 percent of GDP, and outstanding government debt did not exceed 60 percent 

of GDP. 

The theoretical base besides European Monetary System and Euro has been the 

optimum currency area concept. The optimum currency area is the geographical region 

that could gain economic efficiency by fixing exchange rates within a group and 

floating exchange rates with the rest of the world. One of the necessary conditions for 

the optimal currency area is perfect mobility of the factors of production. 

The European Central Bank (ECB) was created on June 1, 1998, in Frankfurt, 

Germany. The European Central Bank (ECB) is responsible for monetary policy of the 

Eurozone. The ECB is governed by a president and a board of the heads of national 
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central banks. The main purpose of the ECB is to keep inflation under control. Though 

there is no common representation, governance or fiscal policy for the currency union, 

some co-operation does take place through the Eurogroup, which makes political 

decisions regarding the Eurozone and the euro. The Eurogroup is composed of the 

finance ministers of Eurozone states, but in emergencies, national leaders also form the 

Eurogroup.  

The new European currency, the euro, made its debut on January 1, 1999. The 

symbol is €, and the ISO code is EUR. Euro notes and coins began to circulate on 

January 1, 2002. In the transition years of 1999 to 2001, people used the euro as a unit 

of account, denominating financial asset values and transactions in euro amounts. Bank 

accounts were available in euros and credit transactions were denominated in euros. 

However, actual cash transactions were not made with euros until euro cash started 

circulating in 2002. 

As of August 2014, the Euro was adopted by 18 member states of European Union: 

Austria3 (1999), Belgium (1999), Cyprus (2008), Estonia (2011), Finland (1999), 

France (1999), Germany (1999), Greece (2001), Ireland (1999), Italy (1999), Latvia 

(2014), Luxembourg (1999), Malta (2008), the Netherlands (1999), Portugal (1999), 

Slovakia 2009), Slovenia (2007), and Spain (1999). A part of territories of some 

previously listed countries didn`t adopt Euro because of political reasons. This countries 

are Cyprus (Nothern Cyprus), France (New Caledonia, French Polynesia, Wallis and 

Futuna), Italy (Campione d`Italia), Netherlands (Aruba, Curaçao Curaçao, Sint Maarten 

, Caribbean Netherlands). As it became a rule, new currency begins circulation in new 

member state from January 1 of the year of adoption. 

Other EU states (except for the United Kingdom and Denmark) are obliged to join 

once they meet the criteria to do so. No state has left and there are no provisions to do 

so or to be expelled. Monaco, San Marino, the Vatican City and Andorra have formal 

agreements with the EU to use the euro as their official currency and issue their own 

coins. Other states, like Kosovo and Montenegro, have adopted the euro unilaterally, 

but these countries do not formally form part of the Eurozone and do not have 

representation in the ECB. By now Eurozone consist of above mentioned countries. 

                                                           
3
 In parenthesis is shown a year of Euro adoption. 
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Unit 3. The Balance of Payments 

3.1. Definitions: the balance of payments, the current account, the 

capital account 

Balance of payments accounts are an accounting record of all monetary transactions 

between a country and the rest of the world. Balance of payments data are reported 

quarterly for most developed countries. Table 3-1, Table 3-2, present the current 

account, the capital account, the financial account and the hole balance of payments 

(main components) as reported by the Russian Central Bank. 

If any particular account has the value of the credit entries that exceeds the debits, 

the account has a surplus. On the other hand, where the debits exceed the credits, a 

deficit exists. A surplus or deficit can apply only to a particular account of the balance 

of payments, since the sum of the credits and debits on all accounts will always be 

equal; in other words, the balance of payments is always zero. 

 

Table 3-1 

Current and capital account of Russian Federation (Billions of US Dollars) 

 Q I 2017 

Current Account 23,3 

Goods 34,4 

Services -5,1 

Compensation Of Employees -0,7 

Investment Income -3,9 

Rent 0,0 

Secondary Income -1,4 

Capital Account  0,0 

Net Lending (+) / Net Borrowing (-) (Balance From Current And Capital 

Accounts) 

23,3 

Source: Bank of Russia. Balance of Payments of the Russian Federation (Analytical 
Presentation, BPM6 Methodology) Transaction Signs According to BPM6, retrieved from 
Bank of Russia; http://www.cbr.ru/, September 19, 2017.  
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Table 3-2 

Financial account of Russian Federation (Billions of US Dollars) 

 Q I 2017 

Net Incurrence Of Liabilities ('+' - Increase, '-' - Decrease) -0,1 

Federal Government 4,4 

Local Government 0,0 

Central Bank 1,8 

Banks -3,9 

Other Sectors -2,4 

Net Acquisition Of Financial Assets, Excluding Reserve Assets ('+' - Increase, '-

' - Decrease) 

10,6 

General Government 0,2 

Central Bank 0,0 

Banks* 13,7 

Other Sectors -3,3 

Direct Investment 7,8 

Portfolio Investment 1,6 

Cash Foreign Currency* -0,9 

Trade Credit And Advances  -0,8 

Indebtedness On Supplies According To Intergovernmental Agreements 0,4 

Fictitious Transactions** 0,1 

Other Assets -11,5 

Net Errors And Omissions -1,3 

Change In Reserve Assets ('+' - Increase, '-' - Decrease) 11,3 

  

Net Inflows/Outflows Of Capital By Private Sector ('+' - Outflows, '-' - Inflows) 17,5 

 Source: Bank of Russia. Balance of Payments of the Russian Federation (Analytical 
Presentation, BPM6 Methodology) Transaction Signs According to BPM6, retrieved from 
Bank of Russia; http://www.cbr.ru/, September 19, 2017. 

The current account includes the value of trade in merchandise, services, investment 

income, and cash transfers. Merchandise is the obvious trade in tangible commodities. 

The services category refers to trade of factors of production: land, labor, and capital. In 

current account are also included travel expenses, investments yields, interest yearnings, 

transportation costs, and insurance premiums. The final component of the current 

account includes unilateral transfers, for example Russian foreign aid, gifts, and 

retirement pensions. 

Figure 1-2 illustrates how the current account of Russian Federation has changed 

over time. Traditionally Russia has great surplus of current account. So exports from 

Russia are usually far greater than imports. This policy is the main cause of the Russian 

ruble appreciation in recent years. But if we look closer on the Figure 1-2, we can see 

that sometimes Russian current account suffered to lower and even negative values. For 

example, the current account fell to as little as 5-10 bln USD in Q4 2008-Q1 2009 due 

to World financial crisis of 2007-2010. This rapid deterioration of the current account 

coincided with ruble devaluation for about 35% in a few months. Another fell of the 

current account occurred in summer 2010 during the peak of European debt crisis which 

also coincided with some rubble devaluation. And at last we can see in Figure 1-2 the 

most recent fall of Russian current account to negative values in the end of 2013. This 

happened because of internal economic problems in Russia which are not clear at the 

moment, and also was the reason for subsequent rubble devaluation. 
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Figure 3-1. Bank of Russia. Current account of Russian Federation Quarterly data for 
years 2005-1Q 2017, mln of US dollars, retrieved from Bank of Russia; http://www.cbr.ru/, 
September 19, 2017. 

In practice, most countries, including Russia, calculate and represent balance of 

payments according to International Monetary Fund (IMF) methodology. 

The main difference in the IMF's terminology is that it uses the term "financial 

account" to capture transactions that would under alternative definitions be recorded in 

the capital account. The IMF uses the term capital account to designate a subset of 

transactions that, according to other usage, form a small part of the overall capital 

account. 

In the IMF's definition, the capital account represents a small subset of what the 

standard definition designates the capital account, largely comprising transfers. 

Transfers are one-way flows, such as gifts, as opposed to commercial exchanges (i.e., 

buying/selling and barter). The largest type of transfer between nations is typically 

foreign aid, but that is mostly recorded in the current account. An exception is debt 

forgiveness, which in a sense is the transfer of ownership of an asset. The capital 

account of Russia is represented in table 3-1. 

The financial account records in the IMF`s terminology is the net change in 

ownership of foreign assets. It includes loans, direct and portfolio investments between 

the country and the rest of world. The reserve account is also usually included in 

financial account. The financial account of Russia is represented in Table 3-2.  

The balancing item, which may be positive or negative, is simply an amount that 

accounts for any statistical errors and assures that other accounts sum equals to zero. 

Expressed with the IMF definition, the balance of payments identity can be written: 

Current account + Capital account + Financial account + Balancing Item = 0 

3.2. The balance of payments transactions classification 

The balance of payments is composed as a balance sheet using double-entry 

bookkeeping – every item involves two entries, a credit and a debit. The credits record 

items lead to inflows of payments. Such items are associated with a greater demand for 

domestic currency or supply of foreign currency to the foreign exchange market. The 

debits record items lead to payments outflows. These are associated with a greater 



32 Unit 3. The Balance of Payments 

© A.A. Borochkin, 2017 

supply of domestic currency or demand for foreign currency in the foreign exchange 

market. 

Consider the following six hypothetical transactions and their corresponding entries 

in Table 3-3, Table 3-4, Table 3-5. 

1. A Russian bank makes a loan of $ 5 million to a Ukrainian wine producer. The 

loan is funded by creating a $ 5 million deposit for the Ukrainian firm in the Russian 

bank. The loan is a private capital outflow and goes to a debit to capital account 

(Financial corporations, nonfinancial corporations, households). The new deposit goes 

to a credit to capital account, which means capital inflow in foreign-owned bank 

deposits in Russian banks.  

2. A Russian firm sells $ 5 million worth of sugar. The sugar is paid for with the 

bank account created in (1). The wheat export represents a goods export of $ 5 million, 

and thus we credit goods $ 5 million. Payment using the deposit results in the decrease 

of foreign-owned deposits in Russian banks; this is treated as a capital outflow, leading 

to a $ 5 million debit to capital account (Financial corporations, nonfinancial 

corporations, households).  

3. A Russian resident receives $ 25 000 in interest from English bonds he owns. 

The $ 25 000 is deposited in an English bank. Earnings on international foreign 

investments represent a credit to the investment income account. The increase in 

Russian-owned foreign bank deposits is considered a capital outflow and is recorded by 

debiting capital account (Financial corporations, nonfinancial corporations, households) 

in the amount of $ 25 000.  

4. A Russian tourist travels to Europe and spends the $ 25 000 English deposit. 

Tourist spending is recorded in the services account. Russian tourist spending abroad is 

recorded as a $ 25 000 debit to the services account. The decrease in U.S.-owned 

foreign deposits is considered a private capital inflow and is recorded by a $ 25 000 

credit to capital account (Financial corporations, nonfinancial corporations, 

households).  

5. The Russian government gives $ 50 000 worth of grain to Cuba. The grain export 

is recorded as a $ 50 000 credit to the goods account. Since the grain was a gift, the 

balancing entry is unilateral transfers; in this case, there is a debit of $ 50 000 to 

unilateral transfers.  

6. The Russian Central Bank buys $ 50 million worth of U.S. dollars paid for by 

increasing a deposit in a Russian bank. The purchase is funded by creating a $ 50 

million deposit for the seller of dollars in the Russian bank. Sold dollars represents a 

private capital outflow and is recorded as a debit to private capital. The reduction in 

foreign-currency deposits in Russian banks is treated as a capital outflow; but, since the 

deposit was transferred to the Central Bank, there is a $ 50 million credit to reserve 

assets. 

Table 3-3 

Balance of Payments example operations: current account 

Indicator Credit ( + )  Debit (-)  Net balance 

Current account 5075000  25000  5050000 

Goods and services  5050000  25000   

Goods  5000000 (2)    

 50000 (5)    

Services    25000 (4)  

Primary income 25000  0   

Compensation of employees       

Investment income 25000 (3)    
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Secondary income       

 

Table 3-4 

Balance of Payments example operations: capital account 

Capital account 5025000  60075000  -55050000 

Gross acquisitions (debit) / disposals 
(credit) of nonproduced nonfinancial 
assets  

     

Capital transfers    50000 (5)  

General government      

Financial corporations, nonfinancial 
corporations, households 

5000000 (1) 5000000 (1)  

 25000 (4) 5000000 (2)  

   25000 (3)  

   50000000 (6)  

Table 3-5 

Balance of Payments example operations: financial account 

Financial account 50000000  0  50000000 

Direct investment       

Portfolio investment       

Financial derivatives      

Other investment       

Reserve assets  50000000   (6)  

Net errors and omissions 0  0   

Total 60100000  60100000  0 

Note that the current account balance is the sum of the goods and services, primary 

income and secondary income accounts. Net current account amounts 5.05 ml USD, 

capital account is, respectively, 55.05 ml USD, financial account 50 ml USD. Total sum 

of the debits and credits of the balance of payments must be zero. 

3.3. Balance of Payments Equilibrium and Adjustment 

Balance of payments equilibrium exists when exports equal imports or credits equal 

debits on some particular subaccount. In fact, countries can have an equilibrium balance 

on the current account that is positive, negative, or zero, depending upon what 

circumstances are sustainable over time. 

What happens if there is a disequilibrium in the balance of payments? In the case of 

flexible exchange rates balance of payments equilibrium is restored by the operation of 

the free market. With fixed exchange rates, central banks set exchange rates at a 

particular level. When the exchange rate is fixed the national currency can be 

overvalued or undervalued and the central banks must now finance the trade imbalance 

by international reserve flows. 

Besides these methods of adjusting a balance of payments disequilibrium, countries 

sometimes use direct controls on international trade, such as government-mandated 

quotas or prices, to shift the supply and demand curves and induce balance of payments 

equilibrium. 
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3.4. The Russian Foreign Debt 

During transition years which began in 1991, Russia has active balance of trade 

which means that exports were greater than imports all the time. This caused significant 

rubble appreciation relative to Euro and dollar. This policy caused capital outflows from 

Russia, but on the other side domestic central bank created great amount of international 

reserves. Financial stability allowed Russian Federal Government and private 

institutions to make cheap loans on international financial markets, mostly in Europe, 

but also in Asia and US. The structure of Russian foreign debt is shown in table 3-6. 

Table 3-6 

External Debt of the Russian Federation in 2012- Mar 2017, 
millions of US dollars 

  Dec 2012 Dec 2013 Dec 2014 Dec 2015 Dec 2016 Mar 2017 

Total 636 421 728 864 599 901 519 101 514 132 525 701 

Foreign currency 458 694 541 902 492 777 435 884 403 390 402 856 

Domestic currency 177 726 186 962 107 124 83 217 110 742 122 846 

General Government  54 411 61 743 41 606 30 551 39 178 45 865 

Central bank 15 639 15 963 10 599 11 716 12 334 14 402 

Banks 199 564 209 884 169 554 126 235 114 216 114 843 

Other sectors 246 580 285 476 242 795 210 739 206 789 209 711 

Source: Bank of Russia. External Debt Compiled under the Methodology of the 6th 
Edition of "Balance of Payments and International Investment Position Manual", retrieved 
from Bank of Russia; http://www.cbr.ru/, September 19, 2017. 

As we can see from the Table 3-6, Russia has paid almost all debts of the former 

USSR and now has as little amount as 1,889 ml USD. Russia conducts specific fiscal 

policy which allows federal government to have relatively small amount of foreign debt, 

52 billions of USD by now (see Table 3-6). But the debt of commercial banks and other 

sectors of economy is very high and maid 650 bln USD in total in 2014 (see Table 3-6). 

The amount of international reserves of Russian Federation held by domestic central 

bank shrink to 469.7 bln USD (data from the Central Bank of Russian Federation, 7 

August, 2014). In theory, international reserves are used to pay foreign debt if no other 

financial sources available. So Russia as a hole may suffer foreign currency shortage 

should the balance of trade worsen. 
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Section II. INTERNATIONAL PARITY CONDITIONS  

Unit 4. Forward-looking Market Instruments  

4.1. The currency forwards 

The currency forward is a contract in the foreign exchange market that locks in the 

exchange rate for the purchase or sale of a currency on a future date. The major benefit 

of a currency forward is that it can be tailored to a particular amount and delivery 

period, unlike standardized currency futures. Currency forward settlement can either be 

on a cash or a delivery basis. Currency forwards are over-the-counter (OTC) 

instruments, as they do not trade on a centralized exchange. Also known as an ―outright 

forward.‖ 

Unlike other hedging mechanisms such as currency futures and options contracts – 

which require an upfront payment for margin requirements and premium payments, 

respectively – currency forwards typically do not require an upfront payment when used 

by large corporations and banks. However, a currency forward has little flexibility and 

represents a binding obligation, which means that the contract buyer or seller cannot 

walk away if the ―locked in‖ rate eventually proves to be adverse. Therefore, to 

compensate for the risk of non-delivery or non-settlement, financial institutions that 

deal in currency forwards may require a deposit from retail investors or smaller firms 

with whom they do not have a business relationship. 

The mechanism for determining a currency forward rate is straightforward, and 

depends on interest rate differentials for the currency pair and is defined according to an 

equation (4-1). 

 

 

(4-1) 

where F – forward rate; 

Bid, Ask – spot bid and ask rate respectively; 

 – annual interest rate for quoted currency; 

 – annual interest rate for base currency; 

n – forward contract period in days. 

For example, assume a current spot rate for the Russian ruble of US$1 = RUR36.23 

or USD/RUR=36.23, a one-year interest rate for Russian rubles of 8% (key rate held by 

the Central Bank of Russian Federation), and one-year interest rate for US dollars of 

0.25%. Assume that USD/RUR bid and ask are 36.00 and 36.5 respectively. So, 3-

months (3M) forward interest rate would be (see equation (4-2)). 

 

(4-2) 

So, Russian ruble quoted at a forward discount to the US dollar. 

The currency forward rate is merely based on interest rate differentials, and does not 

incorporate investors’ expectations of where the actual exchange rate may be in the 

future. 

How does a currency forward work as a hedging mechanism? Assume a Russian 

export company is selling US$1 million worth of oil to a German company and expects 

to receive the export proceeds a year from now. The exporter is concerned that the US 

dollar may loose some of its value after a year, which means that it would receive fewer 

US dollars per Russian ruble. The Russian exporter therefore enters into a forward 
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contract to sell $1 million a year from now at the forward rate of US$1 = RUR36.9423. 

At the end of the contract period USD/RUR rate may be anywhere, but there is no 

currency risk, because probable losses or profits from currency forward are completely 

covered by proceeds from oil real export contract. 

4.2. The foreign exchange swap 

A foreign exchange swap is an arrangement where there is a simultaneous exchange 

of two currencies on a specific date at a rate agreed at the time of the contract, and a 

reverse exchange of the same two currencies at a date further in the future at a rate 

agreed at the time of the contract. 

A foreign exchange swap consists of two legs: 

1) a spot foreign exchange transaction, and; 

2) a forward foreign exchange transaction. 

These two legs are executed simultaneously for the same quantity, and therefore 

offset each other. 

It is also common to trade forward-forward, where both transactions are for 

differentforward dates. 

 The forward points or swap points are quoted as the difference between forward 

and spot, F - S, and is expressed as the following: 

 

(4-3) 

if is small. Thus, the value of the swap points is roughly proportional to the 

interest rate differential. 

The most common use of foreign exchange swaps is for institutions to fund their 

foreign exchange balances. 

Once a foreign exchange transaction settles, the holder is left with a positive (or 

long) position in one currency, and a negative (or short) position in another. In order to 

collect or pay any overnight interest due on these foreign balances, at the end of every 

day institutions will close out any foreign balances and re-institute them for the 

following day. To do this they typically use tom-next swaps, buying (or selling) a 

foreign amount settling tomorrow, and then doing the opposite, selling (or buying) it 

back settling the day after. 

Companies may also use them to avoid foreign exchange risk. 

For example, a Russian company may be long EUR from sales in Europe but 

operate primarily in Russia using rubles. However, they know that they need to pay 

their manufacturers in Europe in 1 months time. To avoid currency risk they create a 

1M Swap, where they Sell EUR and Buy rubles on SPOT and simultaneously Buy EUR 

and Sell rubles on a 1 Month (1M) forward. 

4.3. The currency swaps 

An alternative swap agreement is a currency swap. A currency swap is a contract in 

which two counterparties exchange streams of interest payments in different currencies 

for an agreed period of time and then exchange principal amounts in the respective 

currencies at an agreed exchange rate at maturity. Currency swaps allow firms to obtain 

long-term foreign currency financing at lower cost than they can by borrowing directly.  

Suppose, US firm has free access to loans from US banks, but can not have such 

favorable opportunities on Germany capital market. Similarly, the German firm can 

have good loan conditions in the homeland, but far less favorable ones in the USA (see 

interest rates conditions in table 4-1). By currency swap agreement both firms can use 

comparative advantages of each other to reduce the cost of loan. 
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Table 4-1 

Loan rates for two firms in different currencies 

Firm USD interest rate, % EUR interest rate, % 

Firm A 10 7 

Firm B 9 8 

As a result of the currency swap agreement the Firm A borrows 10 ml EUR under 

7% per annum in local bank. The Firm B calculates the equivalent sum in dollars, it will 

be 12,5 ml USD at the spot rate of 1,25 and borrows one under 9% per annum in local 

bank (see Figure 4-1). Then both parties exchange equivalent sums in this currencies 

that allows each of them to attract the foreign capital. Further the Firm A will do interest 

payments to the Firm B in Euro on a rate of 8% annual (under such rate the Firm A 

could receive financing in other sources) and to the bank in dollars on a rate of 9% per 

annum. On the contrary, the Firm B will do interest payments to the Firm A in dollars 

on a rate of 9% annual (under such rate the Firm B could receive financing in other 

sources) and to the bank in Euro on a rate of 7% per annum (see Figure 4-1). 

 
Figure 4-1. Cash flows of the two borrowers which has concluded currency swap 
agreement. 

Thus, both firms obtain the loans in necessary foreign currency at a lower rate, than 

it would be in case of the request for the credit directly in foreign bank. As a whole the 

Firm A saves on interest payments 0,8 ml – 0,7 ml = 0,1 ml EUR, and the Firm B saves 

on interest payments 1,25 ml – 1,125 ml = 0,125 ml USD (see Figure 4-1). 

Currency swaps were originally done to get around exchange controls. The World 

Bank first introduced currency swaps in 1981 in an effort to obtain German marks and 

Swiss francs. This type of swap can be done on loans with maturities as long as 10 

years. They differ from interest rate swaps because they also involve principal. 

4.4. The foreign exchange futures 

Foreign currency futures are standardized contracts traded on established exchanges 

for delivery of currencies at a specified future date.  

Futures are similar to forward contracts. Each future contract has a fixed amount 

and pre-determined dates. The difference of futures from forwards consists in the 

following: 
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1. Futures trading is carried out on the open exchange market, and forwards – on 

interbank. Therefore dates of future contracts expiration are attached to certain dates. 

Futures contracts are standardized on expiration periods, volumes and terms of delivery. 

In case of forward contracts expiration periods and volumes of the transaction are 

determined by the mutual arrangement of the parties. 

2. Futures are traded only on most liquid currency pairs. Forward contracts are 

traded almost on all currency pairs. 

3. The futures market is available not only to big investors, but also small. The 

forward market is limited by that the minimum sum for the transaction amounts 500 

thousand US dollars. 

4. For about 95% futures trading volume come to an end with the conclusion of the 

opposite transaction, thus there is no real delivery of the currency. The parties receive 

only a difference between the initial price of the contract and the price existing in the 

day of the closing transaction. On the contrary, for about 95% forwards transactions 

come to an end with currency delivery. 

5. Futures transactions cost are cheaper because of standardization. 

Foreign exchange futures on USD/RUR and EUR/RUR are traded on the Moscow 

Exchange (http://moex.com/en/). Most popular currency pairs EUR/USD, GBP/USD, 

USD/CHF, USD/JPY and others are traded on The Chicago Mercantile Exchange 

(CME Group), the world's leading and most diverse derivatives marketplace 

(http://www.cmegroup.com/).  

4.5. The foreign exchange options 

Foreign currency options are contracts that give a buyer the right to buy (call 

option) or sell (put option) currencies at a specified price within a specific period of 

time. The strike price is the price at which the owner of the contract has the right but not 

the obligation to transact. 

There are two main types of currency options available: calls and puts. Their 

comparison is represented in Table 4-2. 

Table 4-2 

Comparison of currency call and put options 

Currency call option Currency put option 

1. In case the currency call option is 

executed, expenses of the currency buyer 

will make: 

 
where  – an exchange rate at which the 

currency will be acquired; 

 – premium for the option (buyer`s 

expenses). 

1. In case the currency put option is 

executed, revenue of the currency seller 

will make: 

 
where  – an exchange rate at which the 

currency will be acquired; 

 – premium for the option (seller`s 

expenses anyway). 

2. In case the currency call option isn't 

executed, expenses of the currency buyer 

will make: 

 
where  – the current market currency 

rate of exchange. 

2. In case the currency put option isn't 

executed, revenue of the currency seller 

will make: 

 
where  – the current market currency 

rate of exchange. 

3. As the buyer is interested in 

minimization of the expenses, a condition 

under which execution of this option will 

be favorable to him, will be: 

3. As the seller is interested in 

maximization of the revenue, a condition 

under which execution of this option will 

be favorable to him, will be: 

http://moex.com/en/
http://www.cmegroup.com/
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 or .  or . 

4. The buyer of the call option will make 

profit, if rate of exchange will rise so that 

it can cover option premium, i.e. 

 
If both sides of inequality are equal, the 

trade will be break-even. 

4. The buyer of the put option will make 

profit, if rate of exchange will fall so that 

it can cover option premium, i.e. 

 
If both sides of inequality are equal, the 

trade will be break-even. 

For example, consider the firm in Russia that needs $1 million US dollars in 3 

months. The firm decided to buy 3-months call option contract for USD/RUR. The 

market conditions are represented in Table 4-3. 

Table 4-3 

Market conditions on USD/RUR 

Indicator Bid Ask 

USD/RUR spot rate 32.5 33.2 

USD/RUR 3-months forward premium 0.6 0.8 

USD/RUR 3-month option premium 0.2 0.2 

It is required to define, whether the firm should realize an option if in three months 

the Bid/Ask rate of exchange for USD/RUR makes 32,80 and 33,40 respectively. 

Solution. 

If the firm execute the call option, its costs of dollar`s purchase will make 

 33,20 + 0,80 + 0,20 = 34,20. 

If the firm doesn't execute the option, its expenses will make: 

33,40 + 0,20 = 33,60. 

Thus, option execution will be unprofitable to firm since increases its costs of 

dollar`s purchase per 0,60 rubles for one dollar. 
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Unit 5. The Eurocurrency Market 

5.1. Reasons for Offshore Banking 

Offshore banking units (OBUs) make loans in the Eurocurrency market when they 

accept deposits from foreign banks and other OBUs. OBUs' activities are not restricted 

by local monetary authorities or governments, but they are prohibited from accepting 

domestic deposits. 

Eurobanks enjoy lower reserve requirements, benefit from having no government -

mandated interest rate controls, no deposit insurance, no government-mandated credit 

allocations, no restrictions on entry of new banks (thus encouraging greater competition 

and efficiency), and low taxes. As a consequence, Eurobanks can borrow money 

cheaply and make loans at a lower rate in comparison to domestic banks. The difference 

between the deposit and loan interest rate is called spread. Thus, Eurobanks have lower 

spreads, than domestic banks. 

OBUs have proliferated across the globe since the 1970s. They are found 

throughout Europe, as well as in the Middle East, Asia and the Caribbean. U.S. OBUs 

are concentrated in the Bahamas, the Cayman Islands, Hong Kong, Panama and 

Singapore. 

Probably, the Communist countries were the source of early dollar balances held in 

Europe, since these countries needed dollars from time to time but did not want to hold 

these dollars in U.S. banks for fear of reprisal should hostilities flare up. Thus, the dollar 

deposits in U.K . and French banks owned by the Communists would represent the first 

Eurodollar deposits. 

5.2. Libor Interest Rate Spreads and Risk 

In the Eurodollar market, loan interest rates are usually quoted as percentage points 

above LIBOR (Intercontinental Exchange London Interbank Offered Rate). 

LIBOR is a benchmark rate that some of the world’s leading banks charge each 

other for short-term loans.  

LIBOR is actually a set of several benchmarks that reflect the average interest rate 

at which large global banks can borrow from each other. There are a total of 150 Libor 

rates posted each day; interest rates are compiled for loans with 15 different maturities 

(or due dates) for each of 10 major currencies. The most commonly quoted rate is the 

three-month U.S. dollar rate. 

Each day a panel of global banks submits the rate at which they think they could 

borrow various currencies over different time periods. Individual bids are submitted 

dairy by 11am. 

Thomson Reuters processes the bids by rejecting some of the highest and lowest 

and submitting the middle two quartiles to calculate an average. This process is repeated 

150 times to create the day's Libor rates for all 15 borrowing periods and 10 currencies. 

Once calculated, the Libor figures are published at midday. 

Libor rates set the basis for a range of financial instruments such as: 

1) home mortgages; 

2) corporate loans; 

3) credit card interest rates. 

Now, NYSE Euronext has been awarded a contract to run the London interbank 

offered rate after the benchmark lending rate became discredited by a rate-fixing 

scandal that has seen banks fined and individual traders put on trial
4
. 

                                                           
4
 Financial Times. Aug 10, 2014. 
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5.3. Offshore Banking Practices 

Eurobanks are not able to create money as banks can in a domestic setting. 

Eurobanks are essentially intermediaries; they accept deposits and then loan these 

deposits. For countries without efficient money markets, access to the very efficient and 

competitive Eurodollar market may reduce the demand for domestic money. 

Like all intermediaries, Eurobanks tend to borrow short term and lend long term. 

Thus, if the deposit liabilities were reduced greatly, we would see deposit interest rates 

rise very rapidly in the short run. The advantage of matching the term structures of 

deposits and loans is that deposits and loans are maturing at the same time, so that the 

bank is better able to respond to a change in demand for deposits or loans. 

Table 5-1 reports the actual amount in percentages of credit extended to nonbank 

borrowers by offshore banks. The table also shows the most important by size offshore 

banking countries. Cayman Islands, for example, had an estimated population of just 56 

thousands people, representing a mix of more than 100 nationalities but takes the third 

place in the world on volumes of offshore bank assets. Note that the most of the bank 

assets in Cayman Island and other big world offshore banking centers as Hong Kong 

SAR, Sweden are foreign banks setting up local offices in this countries. The banks of 

this countries allocated to local borrowers approximately only 23-25% of the assets. 

Table 5-1 

Cross-border positions, by residence and sector of counterparty, 
 outstanding at end-March 2017, in billions of US dollars 

 All Sectors Bank Sector 

 Claims Liabilities Claims Liabilities 

Counterparties In All Countries 27710,8 25137,2 14774,1 14023,4 

Developed Countries 19363,8 15581,6 10881,3 9642,9 

European Developed Countries 12356,2 10949,8 7425,6 6963,3 

Non-European Developed Countries 7006,7 4631,8 3455,5 2679,6 

Offshore Centres 4199,5 4474,5 1895,4 2299,5 

   Cayman Islands 1818 1402,6 602,8 639,1 

   Hong Kong Sar 807,1 1211,6 502,7 670,4 

   Singapore 611,6 608,8 490,9 449,1 

   West Indies Uk 223,8 297,9 6,5 3,3 

   Jersey 148,1 204,4 40,5 131,6 

   Bahamas 110,4 147,7 73,6 91,1 

   Bermuda 109,7 97,7 2,1 3,8 

   Guernsey 99,3 102,2 61,4 77,2 

   Panama 87,3 68 12,7 13,8 

   Macao Sar 43,7 81,8 36,3 71,2 

  Others 137,5 249,3 65,8 148,5 

Developing Countries 3674,3 3176,9 1845,2 1941,1 

Developing Africa And Middle East 649,9 890,8 262,3 516,8 

Developing Asia And Pacific 1838,4 1530,7 1046,9 1000,4 

Developing Europe 569,7 301,9 301,2 201,7 

Developing Latin America And Caribbean 616,3 453,5 234,7 222,2 

International Organisations 263,8 259,7 54,8 70,9 

Unallocated Location 209,4 1644,4 97,5 69 
Source: Bank for International Settlements. Summary of locational statistics, by 
currency, instrument and residence and sector of counterparty, retrieved from BIS, Bank 
for International Settlements; http://stats.bis.org/statx/toc/LBS.html, September 19, 2017. 
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Deposits in the Eurocurrency market are for fixed terms, ranging from days to 

years, although most are for less than six months. Certificates of deposit are considered 

to be the closest domestic counterpart to a Eurocurrency deposit. Loans in the 

Eurocurrency market can range up to ten or more years. The interest rate on a 

Eurocurrency loan is usually stated as some spread over LIBOR and is adjusted at fixed 

intervals, like every three months. These adjustable interest rates serve to minimize the 

interest rate risk to the bank. Large loans are generally made by syndicates of 

Eurobanks. 

5.4. Offshore companies and International business corporations 

The term offshore company or offshore corporation is used in at least two distinct 

and different ways. An offshore company may be a reference to: 

 a corporation or (sometimes) other type of legal entity which is incorporated or 

registered in an offshore financial centre or "tax haven"; 

 a company or corporate group (or sometimes a division thereof) which engages 

in offshoring manufacturing or business services. 

An offshore company is a flexible business tool and as such can be integrated into a 

wide variety of tax planning and asset protection arrangements. Reduced or deferred tax 

liability and increased confidentiality are just two of the benefits which can be achieved 

by right use of an offshore company. The practical implementation of an offshore 

strategy will of course depend on the anti-avoidance laws that may be in force in the 

country where the beneficial owner is citizen, is domiciled or does business. Therefore 

to all potential customers we recommend to obtain a qualified tax advice from a 

specialist in Your country of residence, domicile or proposed business operations.  

An international business company or international business corporation 

(IBC) is an offshore company formed under the laws of some jurisdictions as a tax 

neutral company which is usually limited in terms of the activities it may conduct in, 

but not necessarily from, the jurisdiction in which it is incorporated. While not taxable 

in the country of incorporation, an IBC or its owners, if resident in a country having 

"controlled foreign corporation" rules for instance can be taxable in other jurisdictions. 

Characteristics of an IBC vary by jurisdiction, but will usually include: 

 exemption from local corporate taxation and stamp duty, provided that the 

company engages in no local business (annual agent's fees and company 

registration taxes are still payable, which are normally a few hundred U.S. 

dollars per year); 

 preservation of confidentiality of the beneficial owner of the company; 

 wide corporate powers to engage in different businesses and activities; 

 abrogation or restriction of the requirement to demonstrate corporate 

benefit; 

 the ability to issue shares in either registered or bearer form (although many 

countries have restricted or eliminated bearer shares now); 

 an abrogation of any requirements to appoint local directors or officers; 

 provision for a local registered agent or registered office. 

The main applications of offshore companies are 

 Trading Company; 

 Professional Service Company; 

 Investment Company; 

 Royalty / Copyright / Patent Holding Company; 

 Shipping Company; 

 Holding and Property Owning Companies. 

Trading Company. An offshore company may act as a trading intermediary - sales, 

distribution or import -export company. The company would classically buy directly 
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from the manufacturer or wholesaler and arrange the goods delivered directly to the 

end-customer from the place of production or purchase. This can be of particular 

interest where goods originate from one country, are sold in another, yet the principal is 

located in a third country. An offshore procurement company can be used by a domestic 

importer to source goods abroad, or an offshore sales company can be used by a 

domestic producer to distribute the goods. The profits arising on the difference between 

purchase and sales price may be accumulated in a tax-free environment. Such profits 

can be re-invested into further development of the business, without incurring any 

surplus tax liability. 

Professional Service Company. A freelance international contractor, consultant, 

designer or other professional individual working for a fee can reduce his tax burden by 

incorporating an offshore company, through which the fees for his contracts are routed. 

While the professional himself would receive a fixed level of taxed remuneration 

(salary) from his company, the bulk of the fee income would accumulate in the name 

and accounts of the offshore company, in a tax-free environment. Designers, authors, 

consultants and entertainers may assign or contract with an offshore company the right 

to receive fees due under a contract for services. A further benefit of a professional 

services company is that potential liabilities, associated with a professional services 

contract, would fall upon the company, not the individual.  

Investment Company. Private funds pooled through an offshore investment 

company can be put into investment instruments all through the world, accumulating the 

returns and capital gains in a tax-free environment. Using a private offshore investment 

company would provide additional confidentiality for the investors and tax benefits for 

the investment returns. While investments in many high tax countries would be subject 

to withholding tax at source or a capital gains, there are still plenty of investment 

instruments where no such taxation would be applicable. Returns accumulated in a tax-

free area would add flexibility to their distribution and re-investment.  

Royalty/ Copyright/Patent Holding Company. A company can purchase or be 

assigned the right to use a copyright, patent, trademark or know-how by its original 

holders, with a power to sub-license and consequently exploit the intellectual property 

rights in various countries. Such arrangements must be properly planned, as many high-

tax countries impose withholding tax at source on royalty payments. An existence of a 

double-tax-avoidance Treaty between the countries involved may reduce such 

withholding tax. 

An offshore company can be used by internet-businesses in a way of holding 

domain names and operating websites in a tax-free environment.  

Shipping Company. The use of offshore shipping companies can eliminate direct 

or indirect taxation on shipping. Such companies may own or charter ships and 

accumulate the profits from these activities tax-free. Therefore, ships or yachts may be 

owned by an offshore company and registered in an offshore jurisdiction, in a cheaper 

and more tax efficient method of ownership. 

Holding and Property Owning Companies. A holding company can be 

established and used for holding shares of subsidiaries located in high tax countries. 

Most high tax countries require tax to be withheld on dividends that are paid to non 

residents, so attention should be paid to the availability of the double-tax-avoidance 

treaty between the country where the subsidiary is located and where the holding 

company is established. 

Where a person is domiciled outside a territory and owns assets located in that 

territory (for instance, property), then such assets may be protected against inheritance 

tax and higher rates of taxation by holding the assets through an offshore investment 

company. A high net worth individual with properties or other assets in a number of 

countries may wish to hold these through the medium of a personal holding company so 
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that upon his demise the need to obtain probate in each country is avoided. This saves 

legal fees and avoids publicity. 

Many of the difficulties and expenses associated with investment in overseas 

property, such as holiday villas, may be avoided by the use of an offshore company to 

hold the title of the property. Sales of the property at a future date can be dealt with 

quickly and easily by the sale of the company shares to the purchaser. Moreover, this 

also saves legal fees and overseas transfer and value added taxes levied by certain 

foreign countries. It can also be used to successfully avoid capital gains and inheritance 

taxes. 

If a holding company is registered in a suitable offshore jurisdiction with 

appropriate double-tax avoidance treaties in place with the owners´ home jurisdiction, 

such holding company may be used to hold shares in various offshore trading 

companies owned by the same owner. Such arrangement would provide for fully or 

nearly tax-free repatriation of offshore trading profits directly to the beneficial owner of 

the companies.  

The minimum paid-up capital requirements for the financial services offshore 

companies are as follows: 

 Trading in Foreign Exchange (Forex, FX) and other financial instruments 

(futures, options, interest rates, shares, stock, contracts for differences etc.) – 

USD 100,000; 

 Money exchange – USD 75,000; 

 Money transmission and payment processing services, money brokering, 

money lending and pawning – USD 50,000; 

 Brokerage, consultancy and advisory services, safe custody services, 

accounting services, international asset protection and management – USD 

25,000. 

5.5. Main offshore financial centres and tax havens 

The extent to which a jurisdiction is regarded as offshore is often a question of 

perception and degree. 

Classic tax haven countries such as Bermuda, British Virgin Islands and the 

Cayman Islands are quintessentially offshore jurisdictions, and companies incorporated 

in those jurisdictions are invariably labelled as offshore companies, as shown in figure 

5-1.  
 

   

Figure 5-1. The map of the main offshore financial centers and tax havens in the World 
(shown in red points). Source: author drawing. 
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Small intermediate countries such as Hong Kong and Singapore (sometimes 

referred to as "mid-shore" jurisdictions) which, whilst having oversized financial 

centres, are not zero tax regimes.  

Industrialised economies which can be used as part of tax mitigation structures, 

including countries like Ireland, the Netherlands and even the United Kingdom.  

Furthermore, in Federal systems, states which operate like a classic offshore centre 

can result in corporations formed there being labelled as offshore, even if they form part 

of the largest economy in the world (for example, Delaware in the United States). 

Bahamas, which has a considerable number of registered vessels. The Bahamas 

used to be the dominant force in the offshore financial world, but fell from favour in the 

1970s after independence. Bermuda, which is market leader for captive insurance, and 

also has a strong presence in offshore funds and aircraft registration. 

British Virgin Islands, which has the largest number of offshore companies. 

Cayman Islands, which has the largest value of assets under management in 

offshore funds, and is also the strongest presence in the U.S. securitisation market. 

Jersey is the most international of the British Crown dependencies, all of which can 

be counted as offshore centres. Jersey has particularly strong banking and funds 

management sectors and a high concentration of professional advisers including lawyers 

and fund managers. 

Luxembourg, which is the market leader in Undertakings for Collective Investments 

in Transferable Securities (UCITS) and is believed to be the largest offshore Eurobond 

issuer, although no official statistics confirm this. 

Mauritius is used for both inward and outward investment platform for Asian, 

African and European countries, it has the effective commercial and legal infrastructure 

required to support the development of a global network. The island nation has a 

number of double taxation agreements and is listed on the OECD list of jurisdictions 

that have substantially implemented internationally agreed tax and transparency 

standards. 

Panama, which is a significant international maritime centre. Although Panama 

(with Bermuda) was one of the earliest offshore corporate domiciles, Panama lost 

significance in the early 1990s. Panama is now second only to the British Virgin Islands 

in volumes of incorporations. 

New Zealand, the remotest jurisdiction, has the advantage of being a true primary 

jurisdiction but with a tough but practical regulatory regime. It is well positioned for the 

Asian market but retains close ties to Europe. 

Dominica, which has the largest number of offshore companies formed in recent 

years. In recent years is now becoming a major financial center for offshore banks. 

In Switzerland the taxes are levied by the Swiss Confederation, the cantons and the 

municipalities. Switzerland is sometimes considered a tax haven due to its general low 

rate of taxation, its political stability as well as the various tax exemptions or reductions 

available to Swiss companies doing business abroad, or foreign persons residing in 

Switzerland. 

The world's five leading offshore finance centres are 

 Jersey; 

 Guernsey; 

 Isle of Man; 

 Bermuda Hamilton; 

 Cayman Islands. 
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5.6. Offshore bank account 

In order to open the account for an offshore company, all reputable banks will ask 

for a very detailed personal and business information from the owners and controllers of 

the offshore bank account. 

In particular, the bank will need to identify the actual beneficial owner(s) of the 

underlying offshore company. All such individuals, as well as everyone who will be 

granted account signatory rights, will have to be properly identified and will have to 

provide a number of documents - such as a certified passport copy, a bankers reference, 

a detailed business description and a cashflow forecast. (These documentary 

requirements may vary from bank to bank.)  

While the bank will indeed request and hold detailed information about its client, 

this information will remain strongly protected by the banking secrecy laws. Severe 

financial and criminal penalties await anyone, who divulges such information. The 

confidential information on a banks` client may only be divulged under a proper 

criminal investigation, carried out in Belize by a local authority (not by any foreign 

representative or international body). Release of banking information to any foreign 

party or government is not possible, unless ordered by a Belizean court.  

Quite often offshore companies hold their bank accounts in another offshore 

financial centre or in a country that is know as a "financial centre". Examples of widely 

recognized offshore financial centres are Switzerland, Austria, Hong Kong, Cayman 

Islands, Isle of Man and, recently, some countries of Eastern and Central Europe. 

The European Union has recently made a large number of offshore financial centres 

(Barbados and Bermuda being the notable exceptions) sign up to the European Union 

withholding tax and exchange of information directive. Under those regulations, 

brought into force by local law, banks in those jurisdictions which hold accounts for EU 

resident nationals must either deduct a 15% withholding tax (which is split between the 

offshore jurisdiction and the country of the account holder's residence), or permit full 

exchange of information with the country of the national's residence. A number of 

larger jurisdictions, including notably Hong Kong and Singapore, refused to sign up to 

the directive. 
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Unit 6. Exchange Rates, Interest Rates, and Interest Parity  

6.1. Interest Parity. Interest Rates and Inflation  

Interest rate parity is a no-arbitrage condition on the market under which investors 

will be indifferent to interest rates available on bank deposits in two different 

currencies. No-arbitrage condition exists when the market prices do not allow for 

profitable arbitrage. This condition does not always hold and this create potential 

opportunities for riskless profits from arbitrage deals. Two assumptions central to 

interest rate parity are capital mobility and perfect substitutability of domestic and 

foreign assets. 

The interest rate parity condition implies that the expected return on domestic assets 

will equal the exchange rate-adjusted expected return on foreign currency assets. 

Investors then cannot earn arbitrage profits by borrowing in a country with a lower 

interest rate, exchanging for foreign currency, and investing in a foreign country with a 

higher interest rate. 

There are two forms of interest rate parities:  

1) uncovered interest rate parity (UIRP) exists when exposure to foreign exchange 

risk is uninhibited (see equation (6-1)); 

2) covered interest rate parity (CIRP) exists when a forward contract has been used 

to cover exchange rate risk (see equation (6-2)). 
 

 
(6-1) 

where 

 is the expected future spot exchange rate at time t + k; 

k is the number of periods into the future from time t; 

 is the current spot exchange rate at time t; 

,  are the interest rates in the domestic and foreign currencies, for example 

USD and EUR respectively. 

The dollar return on dollar deposits, , is shown to be equal to the dollar return on 

euro deposits, . 

 

 

(6-

2) 

where  is the forward exchange rate at time t. 

The dollar return on dollar deposits, , is shown to be equal to the dollar return on 

euro deposits, . 

Covered interest rate parity is found to hold when there is open capital mobility and 

limited capital controls, and this finding is confirmed for all currencies freely traded in 

the present day. 

Covered interest arbitrage is an arbitrage trading strategy whereby an investor 

capitalizes on the interest rate differential between two countries by using a forward 

contract to cover exchange rate risk. Using forward contracts enables arbitrageurs such 

as individual investors or banks to make use of the forward premium (or discount) to 

earn a riskless profit from discrepancies between two countries' interest rates. 
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6.2. The relation between Exchange Rates, Interest Rates, and 

Inflation  

To link exchange rates, interest rates, and inflation, its necessary to cover the role of 

inflation in interest rate determination. Economists distinguish between real and 

nominal rates of interest. The nominal interest rate is the rate actually observed in the 

market. The real rate is a concept that measures the return after adjusting for inflation. 

The nominal rate of interest will tend to incorporate inflation expectations in order 

to provide lenders with a real return for the use of their money. The expected effect of 

inflation on the nominal interest rate is often called the Fisher effect (see equation 

(6-3)). 

 (6-3) 

 (6-4) 

where i the nominal interest rate, r the real interest rate, and the expected rate 

of inflation (in this case in US dollars or EUR). 

When both covered and uncovered interest rate parity hold, the two parity 

conditions together reveal a relationship among expected real interest rates. Changes in 

expected real interest rates reflect expected changes in the real exchange rate. This 

condition is known as real interest rate parity (RIRP) and is related to the international 

Fisher effect. The following equations demonstrate how to derive the RIRP equation. 

 (6-5) 

 (6-6) 

where 

  represent expected rate of inflation for both currencies respectively 

(dollar and Euro in this example). 

If the above conditions hold, then they can be combined and rearranged as the 

following: 

 (6-7) 

RIRP rests on several assumptions, including efficient markets, no country risk 

premium, and zero change in the expected real exchange rate.  

If we combine the Fisher equations (6-3),(6-4) the interest parity equations (6-3), 

(6-5), (6-6), we can determine how interest rates, inflation, and exchange rates are all 

linked: 

 
(6-8) 

Note, that the interest differential is also equal to the forward premium. 

The parity condition suggests that real interest rates will equalize between countries 

and that capital mobility will result in capital flows that eliminate opportunities for 

arbitrage.  
 

http://en.wikipedia.org/wiki/International_Fisher_effect
http://en.wikipedia.org/wiki/International_Fisher_effect
http://en.wikipedia.org/wiki/Efficient-market_hypothesis
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Unit 7. Prices and Exchange Rates: Purchasing Power Parity  

7.1. Absolute Purchasing Power Parity 

Similar goods usually are sold for similar prices globally which means that some 

link between prices and exchange rates exists. In other words, exchange rates should 

adjust to offset differing inflation rates between countries. This relationship between the 

prices of goods and services and exchange rates is known as purchasing power parity 

(PPP). 

The absolute PPP relation is calculated as in Equation (7-1): 

 
(7-1) 

where E is the spot exchange rate (domestic currency units per foreign unit); 

P the domestic price index; 

 the foreign price index. 

P and  may be thought of as consumer price indexes or producer price indexes. 

Absolute PPP, as given in Equation (7-1), indicates that the exchange rate between 

any two currencies is equal to the ratio of their price indexes. Therefore, the exchange 

rate is a nominal magnitude, dependent on prices. 

7.2. The Big Mac Index 

The Big Mac Index is published by The Economist (http://www.economist.com) as 

an informal way of measuring the purchasing power parity (PPP) between two 

currencies and provides a test of the extent to which market exchange rates result in 

goods costing the same in different countries (see Figure 7-1). 

This adjusted index addresses the criticism that you would expect average burger 

prices to be cheaper in poor countries than in rich ones because labour costs are lower. 

PPP signals where exchange rates should be heading in the long run, as a country like 

China gets richer, but it says little about today's equilibrium rate. The relationship 

between prices and GDP per person may be a better guide to the current fair value of a 

currency. The adjusted index uses the ―line of best fit‖ between Big Mac prices and 

GDP per person for 48 countries (plus the euro area). The difference between the price 

predicted for each country, given its income per person, and its actual price gives a 

supersized measure of currency under- and over-valuation. 

http://www.economist.com/
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Figure 7-1. McDonald's; Thomson Reuters; IMF; The Economist. The Big Mac index, 
retrieved from The Economist, http://www.economist.com/content/big-mac-index, 
September 19, 2017. 

One suggested method of predicting exchange rate movements is that the rate 

between two currencies should naturally adjust so that a sample basket of goods and 

services should cost the same in both currencies. In the Big Mac Index, the basket in 

question is a single Big Mac burger as sold by the McDonald's fast food restaurant 

chain. For example, the average price of a Big Mac in America in July 2017 was $5.30; 

in China it was only $2.92 at market exchange rates. So the "raw" Big Mac index says 

that the yuan was undervalued by 45% at that time. 

UBS Wealth Management Research has expanded the idea of the Big Mac index to 

include the amount of time that an average worker in a given country must work to earn 

enough to buy a Big Mac. The working-time based Big Mac index might give a more 

realistic view of the purchasing power of the average worker, as it takes into account 

more factors, such as local wages. 

7.3. Relative Purchasing Power Parity 

Relative PPP is said to hold when 

 (7-2) 

where  is equal to the percentage change in the domestic price level ( ) minus 

the percentage change in the foreign price level ( ). 

Absolute PPP states that the exchange rate is equal to the ratio of the price indexes, 

relative PPP deals with percentage changes in these variables. 

It should be noted that, if absolute PPP holds, then relative PPP will also hold. But 

if absolute PPP does not hold, relative PPP still may. This is so because the level of E 

may not equal , but the change in E could still equal the inflation differential. 

In high-inflation countries, changes in exchange rates are highly correlated with 

inflation differentials because the sheer magnitude of inflation overwhelms the relative 

price effects, whereas in low- or moderate-inflation countries the relative price effects 

dominate exchange rate movements and lead to discrepancies from PPP. 

http://www.economist.com/content/big-mac-index
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It is expected PPP to hold better for annual data than for monthly data, since the 

longer time frame allows for more inflation. Thus, random relative price effects are less 

important, and exchange rate changes closely related to inflation differentials. 

Relative price changes can also be a reason why PPP would hold better in the long 

run than the short run. Such relative price changes result from real economic events, 

like changing tastes, bad weather, or government policy. 

Deviations from PPP are also likely because international trade involves lags 

between order and delivery. Prices are often set by contract today for goods that are to 

be delivered several months later. 

7.4. Overvalued and Undervalued Currencies 

If we observe spot exchange rate (E), domestic price index (P), foreign price index 

( ) over time, we find that the absolute PPP relationship does not hold very well for 

any pair of countries. If, over time, foreign price index rises faster than domestic price 

index, then we would expect spot exchange rate, the domestic currency price of the 

foreign currency, to fall. If E does not fall by the amount suggested by the lower , 

then the domestic currency is undervalued or (the same thing) that the foreign currency 

is overvalued. 

The implied PPP exchange rate measures the values the exchange rate would take if 

the percentage change in the exchange rate equaled the inflation differential between 

two countries. If the spot exchange rate is greater than the implied PPP exchange rate 

than the currency is supposed to be overvalued. Otherwise, the currency would be 

undervalued. Since we know that PPP does not hold well for any pair of countries with 

moderate inflation in the short run, we must always have currencies that appear 

overvalued or undervalued in a PPP sense. 

7.5. Real Exchange Rates 

The real interest rate is the rate of interest is expected rate to receive after 

adjustment for inflation. It can be described more formally by the Fisher equation, 

which states that the real interest rate is approximately the nominal interest rate minus 

the inflation rate. 

The real exchange rate is the purchasing power of a currency relative to another at 

current exchange rates and prices. It is the ratio of the number of units of a given 

country's currency necessary to buy a market basket of goods in the other country, after 

acquiring the other country's currency in the foreign exchange market, to the number of 

units of the given country's currency that would be necessary to buy that market basket 

directly in the given country. 

When uncovered interest rate parity and purchasing power parity hold together, they 

illuminate a relationship named real interest rate parity, which suggests that expected 

real interest rates represent expected adjustments in the real exchange rate. This 

relationship generally holds strongly over longer terms and among emerging market 

countries. 
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Section III. RISK AND INTERNATIONAL CAPITAL FLOWS  

Unit 8. Foreign Exchange Risk and Forecasting 

8.1. Types of Foreign Exchange Risk 

There are three principal concepts of exchange risk exposure:  

1. Translation exposure. This is also known as accounting exposure. It is the 

difference between foreign currency denominated assets and foreign currency 

denominated liabilities.  

2. Transaction exposure. This is exposure resulting from the uncertain domestic 

currency value of a foreign currency denominated transaction to be completed at some 

future date.  

3. Economic exposure. This is exposure of the firm’s value to changes in exchange 

rates. If the value of the firm is measured as the present value of future after-tax cash 

flows, then economic exposure is concerned with the sensitivity of the real domestic 

currency value of long-term cash flows to exchange rate changes. 

Economic exposure is the most important to the firm. Rather than worry about how 

accountants will report the value of our international operations (translation exposure), 

it is far more important to the firm (and to rational investors) to focus on the purchasing 

power of long-run cash flows 

Transaction exposure exists because the profitability of future transactions is 

susceptible to exchange rate change, and these changes can have a big effect on future 

cash flows— as well as on the value of the firm. 

Foreign exchange risk may be hedged or eliminated by the following strategies:  

1. Trading in forward, futures, or options markets.  

2. Invoicing in the domestic currency. 

3. Speeding (slowing) payments of currencies expected to appreciate (depreciate). 

4. Speeding (slowing) collection of currencies expected to depreciate (appreciate). 

8.2. Foreign Exchange Risk Premium 

The forward exchange rate may serve as a predictor of future spot exchange rates. 

We may question whether the forward rate should be equal to the expected future spot 

rate. 

The effective return differential is equal to the percentage difference between the 

forward and expected future spot exchange rate as stated in Equation (8-1).  

 
(8-1) 

where 

,  are interest rates on US dollar and Euro respectively; 

 is the expected dollar price of EUR next period; 

 is the current spot exchange rate; 

F is the forward exchange rate. 

 may be interpreted as the price of future contract on the same currency pair 

that the forward exchange rate is considered. Future contracts on major currency pairs 

are traded on the main stock exchanges, for example CME Group (USA), MISEX 

(Russia). 

The right-hand side of Equation (8-1) may be considered a measure of the risk 

premium in the forward exchange market. Therefore if the effective return differential is 

zero, then there would appear to be no risk premium. If the effective return differential 

is positive, then there is a positive risk premium on the domestic currency. 
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8.3. Foreign Exchange Forecasting 

There are several alternatives explanations for predictability in foreign exchange 

markets: (i) the prices in these markets do not quickly adjust to the new information; (ii) 

the exchange rates are not set at the equilibrium level due to distortions in the pricing of 

capital and the valuing of risk; (iii) the emergence of a parallel/black market due to the 

existence of the exchange rate controls and resulting divergence between the 

equilibrium rate and the official rate; (iv) the exchange rate regime and regulatory 

arrangements, as they may affect the degree of foreign banks to access the foreign 

exchange markets and products; (v) the overshooting or undershooting phenomenon of 

exchange rates; and (vi) the central bank intervention (Charles et al., 2012). 

 

Exchange rate forecasters typically use two types of models: technical or 

fundamental.  

A fundamental model forecasts exchange rates based on variables that are believed 

to be important determinants of exchange rates. These variables may be the following: 

government monetary and fiscal policy, international trade flows, and political 

uncertainty. An expected change in some fundamental variable causes change in the 

forecast.  

A technical trading model uses the past history of exchange rates to predict future 

movements. Technical traders use charts or diagrams depicting the time path of an 

exchange rate which they believe will reverse or accelerate the trend. These traders are 

also known as chartists. 

Surveys indicate that nearly 90 percent of foreign exchange dealers use some sort of 

technical analysis to form their expectations of exchange rates. However, the same 

surveys suggest that technical models are seen as particularly useful for short-term 

forecasting, while fundamentals are seen as more important for predicting long-run 

changes. 
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Unit 9. Financial Management of the Multinational Firm  

9.1. Financial Control 

The multinational firms have payables and receivables denominated in different 

currencies, ship their goods overseas, have subsidiaries that belongs to different 

countries with particular political environment. The multinational firms carry currency 

exchange risk and some other risks in which domestic companies may never have been 

involved. 

The financial management of a multinational firm involves exercising control over 

foreign operations. Typical control systems are based on setting standards with regard to 

sales, profits, inventory, or other specific variables and then examining financial 

statements and reports to evaluate the achievement of such goals. 

In particular, headquarter`s managers should decide whether foreign subsidiary 

profits are measured and evaluated in foreign or in domestic currency; or whether 

multinational firm management will be decentralized. As a consequence, the 

performance evaluation of subsidiary managers should be carried out only on the base 

of their area of responsibility. It should be noted that there are some factors beyond the 

foreign manager’s control— changing tax laws, foreign exchange controls, or inflation 

rates. 

9.2. Cash Management.  

Cash management involves using the firm’s cash as efficiently as possible. Cash is 

the most liquid asset. But since cash earns no interest, the firm has a strong incentive to 

minimize its holdings of cash. 

The multinational treasurer faces the challenge of managing liquid assets 

denominated in different currencies. When a subsidiary receives a payment and the 

funds are not needed immediately by this subsidiary, the managers at the parent 

headquarters must decide how to allocate funds. Funds may be converted in domestic 

currency and transferred to the headquarters or invested in foreign currency in local 

financial instruments. There is no ―wright‖ decision, but usually financial managers take 

into consideration such circumstances as legal restrictions on currency transfers in 

foreign country and the need of this amount of money in the near future. 

Multinational cash management involves centralized management. Subsidiaries and 

liquid assets may be spread around the world, but they are managed from the home 

office. Centralization of cash management allows the parent to offset subsidiary 

payables and receivables in a process called netting. Netting involves buying or selling 

only the net amount of any currency required after aggregating the receivables and 

payables of all subsidiaries over all currencies. Netting could still occur by leading or 

lagging currency flows. Leads and lags increase the flexibility of parent financial 

managers, but require excellent information flows between all divisions and 

headquarters. 

9.3. Letters of Credit 

Because it is difficult to enforce contracts across countries, an intermediary is often 

used to enforce the contract. A letter of credit (LOC) is a written instrument issued by a 

bank at the request of an importer that obligates the bank to pay a specific amount of 

money to an exporter. The time at which payment is due is specified, along with 

conditions regarding necessary documents to be presented by the exporter prior to 

payment. The LOC may stipulate that a bill of lading be presented that evidences no 

damaged goods. A bill of lading is a detailed list of the content that is shipped, and can 

be used to identify missing or damaged items. 
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The sales contract stipulates the method of payment, usually LOC. The importer 

must then apply for an LOC from a bank. The importer requests that the LOC stipulate 

no payment until documents on goods shipment are presented by the exporter to the 

bank. 

If the bank considers the importer an acceptable credit risk, the letter of credit is 

issued and sent to the exporter. The exporter then examines the LOC to ensure that it 

conforms to the sales contract. 

Once the exporter fulfills all obligations in delivering the goods, the documentary 

proof is presented to the bank for examination. If the documents conform to the LOC, 

payment is made, with the bank collecting from the importer and then paying the 

exporter. 

If the importer does not pay the bank, the bank is still obligated to pay the exporter. 

The exporter is then satisfied, and any problems must be settled between the importer 

and the bank. 

9.4. Intrafirm Transfers 

The price that one subsidiary charges another subsidiary for internal goods transfers 

is called a transfer price. The setting of transfer prices can be a sensitive internal 

corporate issue because it helps to determine how total firm profits are allocated across 

divisions. Governments are also interested in transfer pricing since the prices at which 

goods are transferred will determine tariff and tax revenues. 

The parent firm always has an incentive to minimize taxes by pricing transfers in 

order to keep profits low in high-tax countries and by shifting profits to subsidiaries in 

low-tax countries. This is done by having intra-firm purchases by the high-tax 

subsidiary made at artificially high prices, while intra-firm sales by the high-tax 

subsidiary are made at artificially low prices. 

Intrafirm transfers is a sensitive subject, since may involve tax optimization 

technics using other jurisdictions. There is large volume of finance and legal literature 

on this subject. 

Transfer pricing may also be used for ―window -dressing‖—that is, to improve the 

apparent profitability of a subsidiary. This may be done to allow the subsidiary to 

borrow at more favorable terms, since its credit rating will be upgraded as a result of the 

increased profitability. 

9.5. Capital Budgeting 

Capital budgeting refers to the evaluation of prospective investment alternatives and 

the commitment of funds to preferred projects. Long-term commitments of funds 

extending beyond one year are called capital expenditures. Capital expenditures are 

made to acquire capital assets, like land or factories or whole companies. Since such 

long-term commitments often involve large sums of money, careful planning is required 

to determine which capital assets to acquire. Plans for capital expenditures are usually 

summarized in a capital budget. 

Foreign projects involve foreign exchange risk, political risk, and foreign tax 

regulations. Comparing projects in different countries requires a consideration of how 

all factors will change over countries. 

To estimate the value of a project the method of discounted cash flows is usually 

used. Several possible financing effects should be included in project valuation such as 

depreciation charges arising from the capital expenditure, financial subsidies or 

concessionary credit terms extended to the subsidiary by a government or official 

agency, deferred or reduced taxes given as incentive to undertake the expenditure. 

One of the key assumptions in projects considered for unstable countries is the level 

of political risk that must be accounted for. Cash flows should be adjusted for the threat 

of loss resulting from government expropriation or regulation. 
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Unit 10. International Portfolio Investment 

10.1. Portfolio Diversification 

In finance, diversification means reducing non-systematic risk by investing in a 

variety of assets. If the asset values do not move up and down in perfect synchrony, a 

diversified portfolio will have less risk than the weighted average risk of its constituent 

assets, and often less risk than the least risky of its constituent. The variance that can be 

eliminated through diversification is called nonsystematic risk; this is the risk that is 

unique to a particular firm or industry. Systematic risk is common to all firms and 

remains even in diversified portfolios. 

By extending our investment alternatives internationally, we can gain by 

international diversification. 

Moreover, business cycles do not happen uniformly across countries, so when one 

country is experiencing rapid growth, another may be in a recession. By investing 

across countries, we eliminate part of the cyclical fluctuation in our portfolio that would 

arise from the domestic business cycle. 

10.2. Depositary receipts 

A depositary receipt is a negotiable financial instrument issued by a bank to 

represent a foreign company's publicly traded securities. Now many companies list their 

shares not only on the local stock exchanges, but also on major ones in USA, UK, Hong 

Kong. For example, many Russian companies have listed their shares on London Stock 

Exchange. 

When the depositary bank is in the U.S., the instruments are known as American 

Depositary Receipts (ADRs). European banks issue European depository receipts 

(EDRs), and other banks issue global depository receipts (GDRs). 

Depositary receipts have become increasingly popular because they offer an easy 

way for international investors to diversify their portfolios and allow local firms access 

to raising money globally. Even though these stocks are bought and sold on the 

developed countries exchanges, they are still subject to foreign exchange risk because 

the dollar (or pound) price of the depositary receipt shares reflects the value of the 

foreign currency price of the stock in the foreign country of origin. 

10.3. The Globalization of Equity Markets 

A segmented market is one in which foreign investors are not allowed to buy 

domestic stocks and domestic investors are not allowed to buy foreign stocks. Part of 

the process of the globalization of world economies is the liberalization of stock market 

restrictions to open markets to the world. But during 1987-1989 many emerging 

economies opened their borders to the flow of international trade and investment and to 

world-class management practices. This process is called globalization. 

These markets have the following signs
5
: 

1. Attempting to order its national accounts, privatize state companies, and 

deregulate economic activity. 

2. Stabilizing its political system, moving from more autocratic regimes to 

liberal, democratic rules; increasing public interest in solving the most 

pressing social problems. 

3. Rapidly dismantling the barriers to foreign trade and investment, thereby 

quickly increasing its share in the world economy. Being flooded by foreign 

                                                           
5
 Pereiro L.E. Valuation of companies in emerging markets. A practical approach. New York: John Wiley 

& Sons, Inc. 2002. 
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capital, hard technologies, and new, advanced managerial practices, as 

multinational corporations (MNCs) enter its territory. 

4. Experiencing a profound change in the structure of entire industries and 

individual companies, both large and small, based on a jump in productivity, 

thereby pushing firms to approach international standards of 

competitiveness. 

5. Reporting a growing rate of activity in mergers and acquisitions (M8cAs), 

joint ventures, and the establishment of wholly owned subsidiaries—also 

called greenfield operations—and large-scale corporate reengineerings and 

divestments. Thus, the market becomes extremely attractive to 

entrepreneurs, managers, venture capitalists, strategic investors, and 

investment bankers with an eye toward extracting value from the 

productivity gaps existing between the emerging economy and other more 

developed markets. 

6. Boasting a growing, more active and fairly sophisticated stock market, 

which beckons international financial investors. Expanding influence to 

other neighboring economies, which, in turn, start to open to the world. 

Investments in emerging markets in process of globalization have much higher 

returns than those in developed markets but have also higher level of risk, measured as 

volatility of stock price. 
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Unit 11. Direct Foreign Investment and International Lending  

11.1. Direct Foreign Investment 

Direct foreign investment is the spending by a domestic firm to establish foreign 

operating units. In the balance of payments, direct investment is distinguished from 

portfolio investment solely on the basis of percentage of ownership. Capital flows are 

designated as direct investment when a foreign entity owns 10 percent or more of a 

firm, regardless of whether the capital flows are used to purchase a new plant and 

equipment or to buy an ownership position in an existing firm. 

Figure 11-1 illustrates how inflows of direct foreign investment to Russia have 

changed in recent times. There was near zero investments during first decade of 

economic reforms, then we can observe fast acceleration of direct foreign investments 

up to 2008 and subsequent falling up to now. In recent times Russia has been 

experiencing outflow of foreign capital that was invested in the country in the years 

prior to 2008. The rise of direct foreign investment in 2004-2008 was due to high crude 

oil and gas prices. These goods make more than a half of Russian exports. 

 

Figure 11-1. Bank of Russia. Direct investment in Russian Federation, quarterly data in 
millions of US dollars for 2Q1994-1Q2017, retrieved from Bank of Russia; 
http://www.cbr.ru/, September 19, 2017.  
 

Direct foreign investment is often politically unpopular in developing countries, and 

increasingly so also in developed countries, because it is associated with an element of 

foreign control over domestic resources. Nationalist sentiment, combined with a fear of 

exploitation, has often resulted in laws restricting direct investment. 

11.2. Capital Flight 

When the risk of doing business in a country rises sharply or the expected return 

falls, there are probable large outflows of investment funds so that the country 

experiences massive capital account deficits. Such net outflows of funds are referred to 

as capital flight. There is no accurate methods to estimate capital flight, but if we 

closely look at the data of Russian Central Bank in Figure 11-1, we can see that Russia 

has been suffering from capital outflow from 2008. This amounts of lost capital maybe 

considered as a part of capital flight from Russia. 
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The change in the risk-return relationship that gives rise to capital flight may be the 

result of political or financial crisis, tightening capital controls, tax increases, or fear of 

a domestic currency devaluation. 

On the other side, a large capital inflow in a short period of time can lead to an 

appreciation of the recipient country’s currency. This appreciation may reduce the 

competitiveness of the nation’s export industries and cause a fall in output and rise in 

unemployment in these industries. 

Some countries imposed capital controls to limit the inflow of capital. Such 

measures include taxes and quantity quotas on capital flows, increased reserve 

requirements on bank borrowing in foreign currency, or limits on foreign exchange 

transactions. 

11.3. International Lending and Crisis 

Considerable resources have been devoted to understanding the nature and causes 

of financial crises in hopes of avoiding future crises and forecasting those crises that do 

occur. Forecasting is always difficult in economics, and it is safe to say that there will 

always be surprises that no economic forecaster foresees. Yet there are certain variables 

that are so obviously related to past crises that they may serve as warning indicators of 

potential future crises. The list includes the following: 

1. Fixed exchange rates. Countries involved in recent crises, including Mexico in 

1993 to 1994, the Southeast Asian countries in 1997, and Argentina in 2002, all utilized 

fixed exchange rates prior to the onset of the crisis. Generally, macroeconomic policies 

were inconsistent with the maintenance of the fixed exchange rate. If devaluation is 

inevitable, than it occurs in shocking manner and holders of debt denominated in 

foreign currencies suffer huge losses.  

2. Falling international reserves. The maintenance of fixed exchange rates may be 

no problem. One way to detect whether the exchange rate is no longer an equilibrium 

rate is to monitor the international reserve holdings of the country. In Russia, for 

example, Central Bank lost almost all its reserves before it devalued rubble for times in 

one day in summer 1998.  

3. Lack of transparency. Investors need to know the financial situation of firms in 

order to make informed investment decisions. If the government does not disclose its 

international reserve position in constantly and transparent manner, devaluation may be 

a surprise for most interested parties. The lack of good information on government and 

business activities is a warning sign of potential future problems. 

11.4. IMF Conditionality 

The IMF has been an important source of loans for debtor nations experiencing 

repayment problems. The IMF not only ―bail out‖ commercial bank or government 

creditors. The IMF requires borrowers to adjust their economic policies to reduce 

balance of payments. Such IMF-required adjustment programs are known as IMF 

conditionality. Part of the process of developing a loan package includes a visit to the 

borrowing country by an IMF mission which would estimate problems and recommend 

solutions. Through negotiation with the borrower, a program of conditions attached to 

the loan is agreed upon. The conditions usually involve targets for macroeconomic 

variables, such as money supply growth or the government deficit. The loan is disbursed 

at intervals, with a possible cutoff of new disbursements if the conditions have not been 

met. 

The IMF has been criticized for imposing conditions that restrict economic growth 

and lower living standards in borrowing countries. The typical conditionality involves 

reducing government spending, raising taxes, and restricting money growth. 
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11.5. Country Risk Analysis 

Country risk analysis refers to the evaluation of the overall political and financial 

situation in a country and the extent to which these conditions may affect the country’s 

ability to repay its debts. 

Country Risk Premium is the additional risk associated with investing in an 

international company rather than the domestic market. There are qualitative and 

quantitative factors that affect country risk premium. 

The qualitative factors include the political stability of the country:  

1. Splits between different language, ethnic, and religious groups that threaten to 

undermine stability.  

2. Extreme nationalism and aversion to foreigners that may lead to preferential 

treatment of local interests and nationalization of foreign holdings.  

3. Unfavorable social conditions, including extremes of wealth.  

4. Conflicts in society evidenced by frequency of demonstrations, violence, and 

guerrilla war.  

5. The strength and organization of radical groups. 

The quantitative factors are these:  

1. External debt. Specifically, this is the debt owed to foreigners as a fraction of 

GDP or foreign exchange earnings. If a country’s debts appear to be relatively large, 

then the country may have future repayment problems.  

2. International reserve holdings. These reserves indicate the ability of a country to 

meet its short-term international trade needs should its export earnings fall. The ratio of 

international reserves to imports is used to rank countries according to their liquidity.  

3. Exports. Exports are looked at in terms of the foreign exchange earned as well as 

the diversity of the products exported. Countries that depend largely on one or two 

products to earn foreign exchange may be more susceptible to wide swings in export 

earnings than countries with a diversified group of export products.  

4. Economic growth. Measured by the growth of real GDP or real per capita GDP, 

economic growth may serve as an indicator of general economic conditions within a 

country. 

The country risk premium is higher for developing markets than for developed 

nations. 
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Section IV. MODELING THE EXCHANGE RATE AND 

BALANCE OF PAYMENTS  

Unit 12. Determinants of the Balance of Trade 

12.1. Elasticities Approach to the Balance of Trade 

Elasticity measures the responsiveness of quantity to changes in price. 

The elasticities approach to the balance of trade provides an analysis of how 

devaluations will affect the balance of trade depending on the elasticities of supply and 

demand for foreign exchange and foreign goods. 

When demand or supply is elastic, it means that quantity demanded or supplied will 

be relatively responsive to the change in price. An inelastic demand or supply indicates 

that quantity is relatively unresponsive to price changes. 

For example, suppose that  is the coefficient of elasticity of demand, than: 

 
(12-1) 

This implies that the coefficient of elasticity of demand is equal to the percentage 

change in the quantity demanded ( ), divided by the percentage change in price 

. 

It is said that demand (supply) is elastic if coefficient of elasticity exceeds one, 

otherwise demand (supply) would be inelastic. 

Elasticity will determine what happens to total revenue following a price change. In 

case of elastic demand the total revenue will move in the opposite direction to the price 

change. 

If one country devalue local currency, would it improve its trade balance? The 

elasticities approach states that it all depends on the elasticities of supply and demand. 

When the demand for import by local consumers is inelastic, an increase in the price of 

imports could lead to an increase in total cost of imports. Likewise, with an inelastic 

demand for local exports, even though the price of import falls, few more units are 

demanded. In this case, the balance of trade deficit of the country that devalued 

domestic currency can even worsen. Such a response to devaluations is called a J-curve. 

The J-curve effect refers to the pattern of the balance of trade, following a devaluation 

as represented in Figure 12-1. 

 

Figure 12-1. The J curve pattern of the balance of trade. 
Source: Melvin, Michael; Norrbin, Stefan (2012-11-23). International Money and Finance 
(Kindle Location 4322). Elsevier Science. Kindle Edition. 

Figure 12-1 represents that the trade balance is initially negative, falling over time. 

The devaluation occurs at point . Following the devaluation, the balance of trade is 

even worsening before finally starting to improve. The negative consequence from 



66 Unit 12. Determinants of the Balance of Trade 

© A.A. Borochkin, 2017 

devaluation results from low elasticities in the short run. Over time, elasticities increase 

so that the balance of trade improves. 

Immediately following a devaluation, contracts negotiated prior to the exchange 

rate change become due. This period is called the currency contract period (see Figure 

12-2). 

 
Figure 12-2. The currency contract period. 
Source: Melvin, Michael; Norrbin, Stefan (2012-11-23). International Money and Finance 
(Kindle Locations 4336-4337). Elsevier Science. Kindle Edition. 

During this period the traders have limited changes in the quantities in response to 

the new set of prices (after devaluation), but over time the response becomes complete. 

Note that some contracts for delivery of oil and other raw materials stipulate the fixed 

price for entire contract period which could last for 10-20 years. This is common 

practice in Russia, for example. 

The currency contract period refers to the period following a devaluation when 

contracts negotiated prior to the devaluation come due. Devaluation is normally a 

response to a persistent and growing balance of trade deficit
6.

 Table 12-1 summarizes 

the possible effects following a Russian ruble devaluation during the brief pass-through 

period before quantities adjust. 

Table 12-1 

Russian Trade Balance Effects During Pass-Through Period Following a Devaluation 

Russian exports 
Russian imports 

Inelastic supply Inelastic demand 

Inelastic supply 

1. Exports increase 

Imports constant 

Balance of trade increases 

2. Exports increase 

Imports increase 

Initial surplus: 

balance of trade increase 

Initial deficit: 

balance of trade decreases 

Inelastic demand 

3. Exports constant 

Imports constant 

Balance of trade constant 

4. Exports constant 

Imports increase 

Balance of trade 

decreases 

During pass through period it is assumed that goods prices do not adjust 

instantaneously to the change in currency values. Eventually, of course, as new trade 

contracts are negotiated, goods prices will tend toward the new equilibrium. Pass-

through analysis considers the ability of prices to adjust in the short run. 

12.2. The Marshall-Lerner Condition 

In case when the demand elasticity for imports is perfectly inelastic and the demand 

for exports is also perfectly inelastic, the trade balance will not improve after 

devaluation. As we just pointed out the zero elasticity case is an extreme case. What 

would then be the minimum elasticities of the demand for imports and demand for 

                                                           
6
 Melvin, Michael; Norrbin, Stefan (2012-11-23). International Money and Finance 

(Kindle Location 4378). Elsevier Science. Kindle Edition. 
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exports that is needed to improve the balance of trade? Alfred Marshall and Abba 

Lerner derived the necessary value, and this condition has become known as the 

Marshall-Lerner condition. The Marshall -Lerner condition states that the absolute value 

of the sum of the elasticities of the demand for imports and the demand for exports has 

to be greater than unity. 

The Marshall-Lerner conditions explain the J-curve effect. If the sum of the short-

run elasticities of demand for imports and the demand for exports are below unity, then 

the balance of trade will worsen. However, after some time passes the elasticities can 

increase and the balance of trade will improve. It is very likely that long-run elasticities 

are higher than short-run ones, because consumers will find substitutes in the long run. 

Thus, the combination of the short-run and long-run elasticities may cause a J-curve like 

shape of the balance of trade. 

12.3. The Evidence from Devaluations 

The net effect of devaluation depends upon the mix of capital and labor utilized in a 

nation’s export industries. The evidence from a cross section of countries suggests that 

in countries where the ratio of capital to labor employed is low, devaluations are much 

more likely to result in export expansion and faster economic growth. But in countries 

where the capital/ labor ratio is high, devaluations will tend to have little if any 

expansionary influence on exports and economic growth. 

12.4. Absorption Approach to the Balance of Trade 

The absorption approach to the balance of trade is a theory that emphasizes how 

domestic spending on domestic goods changes relative to domestic output. In other 

words, the balance of trade is viewed as the difference between what the economy 

produces and what it takes, or absorbs, for domestic use. As commonly treated in 

introductory economics classes, we can write total output, Y, as being equal to total 

expenditures, or  

Y=C + I + G + (X – M) (12-2) 

where C is consumption ; I, investment; G, government spending; X, exports; and 

M, imports. We can define absorption, A, as being equal to C + I + G, and net exports 

as (X − M). Thus we can write: 

Y = A + X – M (12-3) 

 

or 

Y – A = X – M (12-4) 

Absorption, A, is supposed to represent total domestic spending. Thus, if total 

domestic production, Y, exceeds absorption (the amount of the output consumed at 

home), then the nation will export the rest of its output and run a balance of trade 

surplus. 

At the full employment, all resources are being used so that the only way for net 

exports to increase is to have absorption fall. On the other hand, with unemployment, Y 

is not at its maximum possible value, and thus Y could increase due to increases in 

exports, X, without changing the domestic absorption, A. 

The absorption approach is generally concerned with the effects of a devaluation on 

the trade balance. At the full employment level, it will not be possible to produce more 

goods and services. So devaluation will not improve trade balance and cause only 

inflation. 

The typical IMF conditionality involves reducing government spending, raising 

taxes, and restricting money growth. Note that these types of policies are exactly what 

the absorption approach prescribes. To increase the likelihood of paying back loans, 

countries need to decrease A. Such policies may be interpreted as austerity imposed by 
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the IMF, but they are intended to reduce A, to make the country more likely to pay back 

international loans. 
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Unit 13. The IS-LM-BP Approach  

13.1. IS-LM-BP model 

The major tools of macroeconomic policy are fiscal policy (government spending 

and taxation) and monetary policy (central bank control of the money supply). These 

tools are used to achieve macroeconomic equilibrium. 

Macroeconomic equilibrium requires equilibrium in three major sectors of the 

economy (see Figure 13-1):  

Goods market equilibrium. The quantity of goods and services supplied is equal 

to the quantity demanded. This is represented by the Investment-Saving (IS) curve.  

Money market equilibrium. The quantity of money supplied is equal to the 

quantity demanded. This is represented by the Liquidity preference and Money supply 

(LM) curve.  

Balance of payments equilibrium. The current account deficit is equal to the 

capital account surplus, so that the official settlements definition of the balance of 

payments equals zero. This is represented by the Balance of Payment (BP) curve. 

 

Figure 13-1. Equilibrium in the goods market (IS), in the money market (LM), and in the 
balance of payments (BP). 
Source: Melvin, Michael; Norrbin, Stefan (2012-11-23). International Money and Finance 
(Kindle Locations 4610-4611). Elsevier Science. Kindle Edition. 

For the investment-saving curve, the independent variable is the interest rate and the 

dependent variable is the level of income (see Figure 13-2). 
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Figure 13-2. Derivation of the IS curve. 
Source: Melvin, Michael; Norrbin, Stefan (2012-11-23). International Money and Finance 
(Kindle Location 4634). Elsevier Science. Kindle Edition. 

Given expectations about returns on fixed investment, every level of the real 

interest rate (i) will generate a certain level of planned fixed investment and other 

interest-sensitive spending; lower interest rates encourage higher fixed investment and 

the like. Income is at the equilibrium level for a given interest rate when the saving of 

this income equals investment (or, equivalently, when "leakages" from the circular flow 

equal "injections"). 

The IS curve is defined by the equation (13-1): 

S + T + IM = I + G + X (13-1) 

where S is Savings; I, investment; G, government spending; X, exports; and IM, 

imports 

In the IS diagram in the upper panel we see that point C is consistent with 

equilibrium income level YC and equilibrium interest rate . The other points on the IS 

curve are consistent with alternative combinations of income and interest rate that yield 

equilibrium in the goods market. 

The LM curve in Figure 13-1 displays the alternative combinations of i and Y at 

which the demand for money equals the supply. See also the derivation of LM curve in 

Figure 13-3.  
 



Unit 13. The IS-LM-BP Approach 71 

© A.A. Borochkin, 2017 

 

Figure 13-3. Derivation of the LM curve. 
Source: Melvin, Michael; Norrbin, Stefan (2012-11-23). International Money and Finance 
(Kindle Location 4669). Elsevier Science. Kindle Edition. 

The horizontal axis measures the quantity of money and the vertical axis measures 

the interest rate. Note that the  curve is vertical. This is so because the central bank 

can determine money supply at any level it choose, independent of the interest rate, for 

example, this value is . The LM curve shows the combinations of interest rates and 

levels of real income for which the money market is in equilibrium. It is an upward-

sloping curve because the interest rate and quantity of money demanded is a result of 

the role of interest as the opportunity cost of holding money. 

The BP curve gives the combinations of i and Y that yield balance of payments 

equilibrium. The BP curve is drawn for a given domestic price level, a given exchange 

rate, and a given net foreign debt. Equilibrium occurs when the current account surplus 

is equal to the capital account deficit. 

Figure 13-4 shows the derivation of the BP curve. The lower panel of the figure 

shows a CS line, representing the current account surplus, and a CD line, representing 

the capital account deficit. 

 

Figure 13-4. Derivation of the BP curve. 
Source: Melvin, Michael; Norrbin, Stefan (2012-11-23). International Money and Finance 
(Kindle Location 4705). Elsevier Science. Kindle Edition. 

Initially, equilibrium occurs at point A with income level  and interest rate . If 

the interest rate increases, then domestic financial assets are more attractive to foreign 

buyers and the capital account deficit falls to CD′. At the old income level , the 

current account surplus will exceed the capital account deficit, and income must 

increase to  to provide a new equilibrium at point B. Points A and B on the BP curve 

in Figure 13-4 illustrate that, as i increases, Y must also increase to maintain 

equilibrium. 
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Higher interest rates in the domestic economy would attract foreign investors and 

decrease the capital account deficit. If capital is perfectly mobile for any income level, 

then any deviation of the domestic interest rate from the foreign rate would cause 

investors to attempt to hold only the high return assets. Therefore, the BP curve 

becomes perfectly horizontal in the case of perfectly mobile capital. If foreign capital is 

not perfectly available then the BP curve will be upward sloping. If there are many 

restrictions to capital mobility then the BP curve will become close to vertical. 

13.2. Monetary Policy under Fixed Exchange Rates 

Fixed exchange rates make it impossible for the domestic central bank to conduct 

monetary policy independently from the rest of the world. If domestic and foreign assets 

are perfect substitutes, then they must yield the same return to investors. Any rate 

higher than that results in large (infinite) capital inflows, while any lower rate yields 

large capital outflows. In case central bank changes money supply it also must intervene 

and sell foreign exchange to buy domestic currency to maintain the fixed exchange rate. 

So equilibrium will not change. With fixed exchange rates, a country cannot conduct an 

independent monetary policy to change domestic income. 

13.3. Fiscal Policy under Fixed Exchange Rates 

Suppose an expansionary fiscal policy is desired. With fixed exchange rates, perfect 

asset substitutability, and perfect capital the BP curve is a horizontal line. An increase in 

government spending would mean a higher interest rate and higher income. The 

financial account moves to a surplus because of a reduced capital account deficit 

associated with the higher domestic interest rate. To stop the domestic currency from 

appreciating, the central bank must increase the money supply and buy foreign 

exchange with domestic money. This will cause new equilibrium above BP curve, 

national currency will appreciate somewhat and national income will also increase. 

Since central bank buys foreign currency on the open market, this will cause increase in 

money supply and some inflation pressure. The Russian Central bank is near to such a 

policy in its current operations on the open currency market. 

13.4. Monetary Policy under Floating Exchange Rates 

With floating rates the central bank is not obligated to intervene in the foreign 

exchange market to support a particular exchange rate.  

The assumptions of perfect substitutability of assets and perfect capital mobility 

will result in horizontal BP curve. Expansionary monetary policy will cause both LM 

and IS shift left. This situation produce new equilibrium point on the BP curve on the 

left. So the national currency will depreciate, but there will be increase in national 

income. Thus, with floating exchange rates, monetary policy is effective in changing 

domestic income. 

Usually foreign customers pay for this economic expansion, therefore in modern 

international policy unilateral, uncoordinated devaluations of currencies aren't 

encouraged and may cause political tensions. 

13.5. Fiscal Policy under Floating Exchange Rates 

An expansionary fiscal policy caused by a tax cut or increased government 

spending will shift the IS curve to the right. In this case the balance of payments will 

run into surplus. Since the exchange rate is free to adjust to eliminate the balance of 

payments surplus this will cause the domestic currency to appreciate. This appreciation 

will reduce domestic exports and increase imports. 

Note that the final equilibrium occurs at the initial level of i and Y. With floating 

exchange rates, fiscal policy is ineffective in shifting the level of income. It will cause 

only the appreciation of domestic currency. 
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Conclusion  
This International finance manual are devoted to make students know the 

mechanism of the developed currency markets and also features of emerging currency 

markets. International financial system is viewed as complex mechanism of interactions 

between individuals, international companies, international banks and government 

bodies. In particular, operations of currency dealers are studied. As this course was 

intended mostly for international students, basic knowledge about problems of the 

Russian economy, ruble exchange rate tendencies and structure of the Russian financial 

market was represented in a friendly form for foreign students. 

As a whole, after studying course International Finance, students have to create 

scientific views and ability to apply the acquired knowledge to the solution of specific 

practical objectives, being engaged in work in international banks and international 

companies, stock exchanges, government bodies and other professional participants of 

the foreign exchange market. 
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