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Chapter One
Foreign Exchange Finance and Accounting

Section 1 An Overview

1-1 What is Foreign Exchange?

Any activity in foreign business involves foreign exchange
(FX or Forex in U. K. ), whether it is in foreign trade, interna-
tional investment, or financing across border and so on, Before we
discuss FX in our course, we must first understand the relation
between convertibility of currencies and the settlement of foreign
trade.

About the convertibility, the currency system has evolved in

two stages since 19th century.
1-1-1 Gold Standard and Related Systems (1817 ~1970s)

g3 452

(1) International Settlement n. EEFEHR., EZH,.AENBSHEHAEK.

(2) Convertibility n. TREB#, RFEFTRARE. 971 FEIERE, 37
7. '

(3) Gold standard n. &AW, “KArRETAR., SRR~ ERHRE
Fe BB 40T » 265X LY SIS LI e A TR . &30
RBAfME CLURbEIB R RRE NIRRT,



—In this stage gold was the common currency among coun-
tries. Foreign trade liabilities were settled for gold or equiva-
lents, such as convertible bank notes and USD after 1946. There
were no settlement problems,

1-1-2 Inconvertible paper money system(1970s~unow)——
After 1971 the gold standard system collapsed, and all countries
ceased conversion of bank notes. As a matter of govenment sov-
ereignty,almost no country allows foreign currencies to circulate
domestically. This gave rise to a difficulty in paying foreign trade
obligation of imported goods or in collecting the payment of ex-
ported goods.

It was necessary to create a new practice of foreign trade set-
tlement. The merchant of a country must export something first
and deposit the foreign currency value in a foreign bank or a do-
mestic bank. When he imports something from that country af-
terwards, he can pay for the goods by reducing the deposit ac-
count at the bank.

1-2 Definition of FX

There are two concepts of FX.

1-2-1 Dynamic Definition The above mentioned bank-

ing operations to transfer funds between countries is called “For-

eign Exchange”in a bank,as opposed to the concept of domestic

exchange,

Bl HERE
(1) Bank note n. @17%. WP HEE AZHPR KH,
(2) Paper money n. #Kifi.
(3) Conversion n. ¥, HIAHk convert,
« 2.



However, this is not within the scope of our coutrse. Tt re-
lates to bank operations and belongs in a course such as “Money
and Banking”or*“International Banking”.

1-2-2  Static Definition—

All means of payment or instruments used to offset the obli-
gation, i. e. the foreign currency deposit and equivalents, are
called foreign exchange too. This is the static definition of FX,
and is what we will discuss in this course.

13 Scope of FX in China

On January 29,1996 the State Council promulgated “Regula-
tions of Foreign Exchange Administration of the People’ s Re-
public of China. ” These Regulations stipulate the concrete scope
of FX,

Article 3 states:

Foreign exchange as referred to in the Regulations includes
following means of payments and assets denominated in a foreign
currency that can be used for international settlement;

1. Foreign currencies, including bank notes and coins;

2. Payment vouchers denominated in foreign currency,

including negotiable instruments, bank certificates of deposit and

FlHER

(1) Means of payment n. XA FB. WAL XRF.

(2) State Council n. FEH#B

(3) Promulgate v. AMGEA)

(4) Regulation of Foreign Exchange Administration n. JMNC¥ZL&H

(5) Article n, GRHOEKX

(6) Denominate v. Arffi. ZERFPEMTRANEE EURAE HHTIMERE.
(7) Payment voucher n. SCRHEREFESH b voucher HHENRKSEIE . F4 R JTEERRS.
(8) Negotiable instruments n. (GRYRBHEHR.

(9) Certificate of deposit n. SERIFFERA (FETR BB T4 VT P5E 77 BKIE”)



certificates of postal savings, etc;

3. Securities denominated in foreign currency,including gov-
ernment bonds, corporate bonds and stocks, etc;

4. Special Drawing Rights and European Currency Units;
and,

5. Other assets denominated in foreign currency.

It is necessary to clarify the following three points: (1)
SDR, (2) ECU and Euro, (3) convertibility. We will discuss
them in next paragraphs.

1-4 Speclal Drawing Right (SDR)

The Special Drawing Right is an international reserve asset
created by the IMF in 1969 and allocated to its member countries
to supplement existing reserve assets.

Member countries of the IMF are eligible to receive alloca-
tions of SDRs and may use SDRs in transactions and operations
among themselves and with the IMF itself. The SDR does not is-
sue coins or paper money,and it exists only on the books of IMF
and governments as an“asset on books”. It is issued as a unit of
account,or as a basis for a unit of account by a number of other

international and regional organizations.

ETUEE
(1) Special Drawing Right and European Currency Units(, 1-4,1-5),
(2) SDR n. $EBIHRE.
(3) IMF(International Monetary Fund) n. EHRETESE, Wil ERETE
&),
(4) Asset onbook n. JKER. B REETHIKE L™,
(5) Unit of account n. CHEEAL
« 4.



The SDR can be used to denominate corporate financial in-
struments, the unit of bank deposit or loan,or to value goods on
invoices to hedge the FX rate risks. When it is used it has to be
settled for other foreign currencies.

SDR is 2 “Basket currency”. The following table illustrates

the SDR valuation on August 31 1998 as an example;
(Chartl-1)

SDR Valuation on August 31,1998

Currency Currency amount! Exchange rate US dollar

On August 312 equivalent®

Deutsche mark 0. 4460 1. 75820 0. 253669
French franc 0. 8130 5. 91350 0.137482
Japanese yen 27. 2000 140, 89000 0.193058
UK pound sterling 0. 1050 1. 67630 0.176012
US dollar 0. 5820 1. 00000 0. 582000
Total 1, 342221

SDR1=US#$ 1. 342221

US $ 1=SDRO0, 7450344

1 The currency components of the SDR basket.

2 Exchange rates in terms of currency units per US dollar, except for the pound
sterling, which is expressed in US dollars per pound.

3 The US doller equivalents of the currency amounts divided by the exchange rates.

4 The official SDR value of the US dollar, which is the reciprocal of the total of
the US dollar equivalent—that is,1-+-1. 342221, rounded to six significant digits.

(Data; IMF Treasurer’s Department)

ELHER

(1) Financial instrument n. £RTAEBRM$ITH.

(2) Hedge v.n. M. RBRR.

(3) Basket currency n. EFHTE. BBBASHHET, “BF HEEIREA
HES, A EEKER.

(4) Pound sterling n. 4%, sterling W% 5T 8, B4E sta.



The value of the SDR tends to be more stable than that of
any single currency in the basket; movements in the exchange
rate .of any one component currency will tend to be partly or fully
offset by movements in the exchange rates of the other curren-
cies,

The SDR valuation basket is revised every five years,

1-5 ECU (European Currency Unit)and Euro

Many European countries dissatisfied with the hegemony of
U. S. A. in the area of international finance,organized the Euro-
pean Economic Community in 1957 and created the European
currency unit in 1979 as an account unit. In 1989 the creation of
the European Monetary Union(EMU), unique in modern histo-
ry, decided to issue a single European currency. A conference
took place in Masstricht and concluded a treaty that established a
timetable for the member states of the European Union (EU, the
former EC)to convert to the single currency.

On January 1,1999 a single European currency—the Euro—
was introduced in eleven European Union countries together with
the formation of an economic and monetary union. The eleven
countries in the Euro-zone include Austria, Belgium, Finland,
France, Germany, Ireland, Italy, Luxembourg, the Netherlands,
Portugal and Spain. This resulted in a real change to the business
environment throughout Europe. The eleven countries also share
a single interest rate set by the European Central Bank and a

TR

(1) ECU n BRSWRHAA. HERH Euwo #,. 8 ECU KR RIECKANL.

(2) Euro n. BXJG. HOHE.

(3) Hegemony n. i

(O EMU n.  BR¥ETHEE

(5) Masstricht (R4)HF 4. UERFREBELUTES , FEH LA R,
« 6 o



single foreign exchange rate policy. The European Central Bank
is responsible for the monetary policy of these Euro-zone coun-
tries. The United Kindom, Denmark,Sweden and Greece reserved
the “Optout” right and did not joint with the Masstricht
Treaty.

The transition to the Euro was gradual. In a three year peri-
od the national currency unit (ncu) and the Euro were in circula-
tion simultaneously. The Euro first become legal currency for
wholesale market and book entry. Legacy currencies remained le-
gal tender until December 31,2001, then automatically redenomi-
nated to the Euro. Since January 1, 2002 Euro banknotes and
coins began circulating and legacy currencies ceased circulation
aftera half year,

When the Euro superseded the ECU on January 1,1999, the
valuation was Euro 1=ECU 1, and the conversion rates between
ncu and Euro were fixed. since January 1,2002 Euro is a real cur-
rency ,and not an artificial currency as the ECU was. Its value is
determined by the international financial market. The initial ex-
change rate was Euro 1=USD 1. 17168, Since then, it has dropped
to approximately USD 0. 8,and has risen back to a level above
1. 19. |

1-6 Concept of Convertibility since 1970s

1-6-1 Concept Changes

Under the inconvertible paper money (bank notes) system

ELER
(1) Optout n. FEEARSM
(2) Legacy n, H#EMP*

(3) Initial exchange rate n. FIACHE. LLY) Euro 1 KZR Eucl WEICHE,
« 7 e



there is a new concept of convertibility. Once the gold standard
system already ceased to existence, bank notes cannot converted
to gold,a new means of convertibility had to be established.

In the world there are some “hard” or“strong” currencies,
whose issuing cotintries maintain strong economies, with high
exports that constantly receive large amounts of foreign curren-
cies,such as U. S. A, Germany, Japan and so on. Any country’s
currency which can easily convert into those hard currencies is
called convertible currency. So, the concept “convertibility” now
means the ability of a currency to transform into worldwide ac-
ceptable foreign currencies.

Thus, it is not sufficient to perceive FX as above mentioned
scopes. We should note that not all currencies are convertible,
Many countries cannot maintain sufficient FX funds to pay for
their foreign trade. Their currencies are not eligible to be conver-
ted into USD or other “hard” currencies. Hence, they are not ac-
cepted by other countries for settlement of liabilities. Such cur-
rencies are called inconvertibles,

1-6-2 Article I Requirements of IMF

Thus, what currency can be considered convertible?

According to IMF Article W ,it should satisfy the following
three requirements;

(1) To avoid restricting the current account payments;

(2) To avoid discrimination of monetary measures(such as
dual exchange rates) jand,

X2 4:3
(1) Hard currency n. BEEMR . BT, HILCRANEA R T, LR XFER weak
currency ¥GE ¢, 8% .
e 8



