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Preface

The growth of international business and deregulation of financial markets
has changed the face of financial management in the last couple of decades.
Twenty-five years ago managers could be relatively complacent about
foreign exchange risk; after all we were operating in a world of fixed
exchange rates with widespread exchange controls - at least in most of
Europe. The move towards floating exchange rates and the dismantling
of exchange controls in Britain and many other countries put an end to
this complacency. Understanding what impelled international financial
markets became imperative, although it is doubtful whether, even now,
British managers know as much as they should about foreign exchange
markets and their implications. To some extent — but by no means in total
— Britain’s loss of market share in world trade might be attributed to such
ignorance.

Despite the growth in international business over the recent past, good
basic texts on international money are conspicuous by their absence from
managers’ bookshelves. True, there is a pile of high-priced, complex texts
in the subject area, but the basic book that provides a foundation for
non-financial managers and for students of international business is not
around. It is this gap in the market that is addressed by this modestly
priced text. If the author succeeds, the reader will obtain a foundation in
the understanding of foreign exchange markets, their workings, their
value, uses and their implications. And if this objective is met then readers
may wish to move on to more advanced texts in the subject area.

My intent, then, is truly practical. It is that this text should im-
prove performance and awareness by introducing readers with no
prior knowledge of international financial management (but with a
basic understanding of domestic finance) to the” essence of international
money.
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I am most grateful to Liz Tribe who cheerfully typed the manuscript and
generally acted as manager in putting the book into a format fit for
publication. Having said this, responsibility for errors remains my own.

Adrian Buckley



Introduction

Twenty years ago the majority of company executives did not have to
understand what impelled exchange rates to move or how to avoid foreign
exchange risk. Decisions to move away from the fixed exchange rate system
and to disband exchange controls were important factors in changing all
that. Managers had to start to learn new tricks in the 1970s and 1980s.
Those who were slow to learn made mistakes. They failed to cover
Deutsche Mark payables as sterling declined precipitously; they borrowed
in Swiss francs because the interest cost was low; they failed to realize the
opportunities created by the demise of exchange controls; they were
unaware of the benefits to accrue from currency options, and so on.
Unfortunately, even now there is too much ignorance about international
financial management. This text aims to combat perceived gaps in
managers’ knowledge in a readable, comprehensible and logical way. In
s0 doing, the intent is to avoid mathematics but a small amount inevitably
has to occur. But not too much, I trust.

Financial management is concerned with the costs of finandng sources
and the payoffs from investment. In the domestic arena, movements in
exchange rates are substantially ignored; but when we move outside of
the purely domestic field, there is no way that we can analyse international
financing and investment opportunities without an understanding of the
impact of foreign exchange rates upon the basic model of financial
management. We are still concerned with raising funds at minimum cost,
but there are clearly complications if a British-based or a French company
is raising funds by way of a Swiss franc borrowing. We are still concerned
with investment opportunities chosen to create maximum shareholder
value, but what if the income and cash flow of our British-based or French
company’s investments arise from Switzerland in Swiss francs? Or from
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Mexico in pesos? And what if exchange controls place barriers on
remittances of some proportion of profit?

Obviously international financial management possesses a dimension
that makes it far more complicated than its domestic counterpart. Indeed
we make no bones about it: multinational finance is a complex area of
study. It has been sired by the internationalization of business. If money
is the language of business, foreign exchange is the language of inter-
national business.

We are therefore concermned in the early chapters of this book with
foreign exchange markets throughout the world and with the pressures
that impel exchange rates to move upwards and downwards. In later
chapters, we look at topics like foreign currency exposure and how to
avoid it, international investment appraisal, multinational financing and
so on.

The objective of this text is to provide a general, basic book which meets
the needs of managers and students coming to the foreign exchange
market for the first time. There is a bibliography at the end of the book
which has been prepared to guide the reader’s next steps in multinational
finance should he or she wish to move onwards. But this book is

unashamedly a general text - which is what the Essence series is all
about.
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1

What is international money
all about?

With any topic, there are certain factors which set the scene and are essential to
an understanding of the subject. This is as true of international money as it is of
beekeeping. In this first chapter we present some of these key factors about foreign
exchange markets and the Eurocurrency markets — the pillars of international monsy.
The reality of foreign exchange is, however, that it is such a dynamic subject that
data on market sizes presented here will, no doubt, be overtaken by events before
this book is published.

The foreign exchange markets

For the majority of foreign exchange markets, there are no individual,
physical marketplaces. The market is made up of banks and dealers
carrying out transactions via telephone, computer, telex and other similar
devices.

The total world foreign exchange market is the largest of all markets in
the world. It has been estimated that foreign exchange deals, worldwide,
averaged $1300 billion per day in 1995 - a doubling of the figure three
years earlier. This market size is two hundred times that of the New York
Stock Exchange. The market is a twenty-four-hour market which moves
from one centre to another — from Tokyo to Hong Kong to Singapore to
Kuwait to London to New York to San Francisco to Sydney and then back
to Tokyo - as the sun appears to move round the world. Figure 1.1
summarizes the overlap.

About 95 per cent of all foreign exchange transactions involve banks on
both sides of the deal. This high percentage is reflected by banks taking
and unravelling positions in currencies in order to trade for profit and to
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Figure 1.1 Time overlap of world foreign exchange markets.

offset imbalances created by their purchases and sales with customers.
Some 95 per cent of all trades involve the US dollar. If a French importer
wishes to pay a British exporter, the bank will quote a sterling/franc rate
based upon the franc/dollar rate and the dollar/sterling rate.

Nowadays, trade accounts for only a small proportion of all Yoreign
exchange deals, maybe only 1 to 2 per cent of total transactions. The lion’s
share is made up of capital movements from one centre to another and
the taking of positions by bankers in different currencies.

‘There is a spot market in which deals are arranged for immediate
delivery (technically, a spot deal has delivery two working days after the
spot transaction) and there is a forward market in which purchase or sale
is arranged today at an agreed rate but with delivery some time in the
future. Forward markets do not exist for all currencies, for example there
‘is no forward market for the Argentine peso. But, for the currencies of
major western economies, forward markets can go out to ten years; for
others it is only in existence for up to six months or a year. The term deep
market is used to refer to those currencies which are widely dealt, for
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example dollars, sterling, Deutsche Marks, etc. At the opposite end of the
spectrum, the terms shallow or thin market are applied synonymously to
currencies which are traded only occasionally.

London is the largest foreign exchange centre, followed by New York
and then Tokyo. London’s average daily turnover is around $464bn; the
next two centres’ averages amount to $244bn and $161bn, respectively.
Half of London’s turnover is accounted for by spot transactions and almost
40 per cent involves forward deals maturing within one month.«

The foreign exchange market is the cheapest market in the world in
which to deal. If one were to start with US$Im and switch this into
Deutsche Marks and then immediately reverse the transaction so that one
returned to US dollars, the proceeds would be less than US$1m by
approximately twice the bid/offer spread (the rate for selling and the rate
for buying) for Deutsche Marks against US dollars (after all, two deals have
been done). But assuming exchange rates had not moved, the total amount
by which one would be out of pocket would be only $300 or so. For major
currencies, the large banks act as market makers. This means that they
hold stocks of foreign currencies and are prepared to deal in large amounts
at stated prices. In other currencies, banks may operate as brokers thereby
avoiding the risk of price movements.

Foreign exchange dealers can make or lose a lot of money for the banks
that employ them. They can make a million dollars a day for the bank,
but they can also lose that sum. Their salaries and bonuses are high: some
make $500,000 per annum. But their business life is strenuous. Watching
currency movements for ten hours a day in the bank (and taking a Reuters
foreign exchange rate screen home) and dealing on the finest margins all
take their toll. Dealers on banks’ foreign exchange desks seem to be aged
between twenty and just over thirty. Perhaps beyond thirty, reflexes are
slower. Perhaps the adrenalin flows more slowly. Or maybe dealers have
made so much money already that motivation is not quite what it used
to be and dealers move onto a less frenetic life style.

Eurocurrency markets

With a few minor exceptions, the definition of a Eurodollar is a dollar
deposited in a bank outside of the USA. A Eurodeutsche Mark is a Deutsche
Mark deposited in a bank outside Germany. A Eurosterling deposit is
created by depositing British pounds in a bank account outside of the UK.
The term Eurocurrency is used to embrace all forms of Euro-deposits. But
beware. When people talk about the Eurodollar market a certain amount of
caution is called for. This is because the term Eurodollars is sometimes used
as a generic term for all Eurocurrency deposits.
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Eurocurrency markets exist outside of the borders of the country of the
underlying currency concerned. As such, they escape controls which may
be imposed on domestic currency markets. Indeed, they escape controls
altogether. Markets for lending and borrowing in Eurocurrencies operate
in the world of classical economies — a world without a regulating
authority, a world without controls. In this respect, a contrast must be
drawn with domestic currency and domestic money markets.

The domestic central bank is usually the institution through which the
home government intervenes in domestic interest rate markets and
currency markets. In Eurocurrency and Euro-interest rate markets there
is no intervention by a central bank for Euromarkets because there is no
central bank for Euromarkets.

' In domestic interest rate markets governments have, at various points in
the past, fixed maximum interest rates payable by commerdal banks to
depositors. In domestic banking markets, governments frequently specify
that banks must deposit some proportion of their own lendings to clients or
deposits received from customers with the local central bank at rates
substantially below market rates - so-called reserve asset requirements.

The effect of the former control was that it forced depositors to seek
market rates by placing their monies in non-regulated markets, such as
Euromarkets. Via this kind of mechanism, investors have been able to
access higher deposits in Euromarkets than they have in domestic
markets.

The impact of the latter control, exercised through reserve asset
requirements, has a similar distorting effect. With reserve requirements,
a commercial bank aiming for a return of, say, 15 per cent per annum on
its total loan portfolio would have to charge borrowers above this rate in
‘order to compensate for the placing of monies with the central bank at
a submarket rate. By contrast, in the Euromarkets the commercial bank
would lend at 15 per cent per annum to earn an overall return of 15 per
cent since no requirements for below market rate depositing exist. All other
things being equal, borrowers are able to access Euromarkets more cheaply
than their domestic counterpart.

It is interesting to note that the effect of the domestic regulations referred
to in the foregoing paragraph means that both lenders and borrowers may
get a better deal in the Euromarkets than in the domestic markets. Hardly
surprising, then, that Euromarkets offer a vast reservoir of lending and
borrowing potential for companies, governments, quasi-government or-
ganizations, high net worth individuals and so on. It is also worth noting
that, in the absence of exchange controls, Euromarkets and domestic
markets should not get much out of line since it is always possible for an
operator (whether an individual, or a company or a bank) to borrow in
the Euromarket and invest in the domestic market. The possibility of
arbitrage of this kind shouid keep rates fairly close.



