Replies, 09/30/03

Dear Students, 

Following are the answers to your questions.

In times of crisis I was told central banks start flooding the market w/ currency. This will further lower the currency value that has already been lowered by the crisis. The foreign bank’s role is to “defend” the currency. Why do they flood the market, what are they strategizing?

Correct, if you start offering even more of the currency, the effect will be to lower its value even further. However, central banks do not flood the market with domestic currency if the currency is in crisis (. They usually intervene in the market to supply liquidity of foreign currency in exchange for domestic currency. On few occasions when they wish to depreciate local currency for competitive reasons (provide a more competitive currency for its exporters), as is the case of some Asian currencies like the Yen, the central bank would indeed go to the forex market and “flood” it with domestic currency. However, in that case the intention is to make the currency depreciate in an attempt to boost exports.

Do different institutions such as banks offer different commissions or are they standardized? And how can it affect arbitrage opportunity?

Commissions are competitive, i.e. they tend to be similar, since if they deviate by much, then banks may lose business. Now, knowing that, banks attempt to “differentiate” their products, so that they can start charging higher rates to their clients. How can you make a customer believe that your product, e.g. a service to trade forex, is unique or different? You usually garnish the main service w/ additional services so that at the end the product is not exactly the same as that of the competitors (e.g. the bank can offer online trading service, can offer preferential rates on some currencies, can offer financial advice, etc).

You were talking about bid-ask prices from the viewpoint of the seller and buyer. Can you explain again? In the Yen/$ example, is the bid for the $ and ask for the Yen?

Let us take the example from class. There we had (slide 11) the bid of Yen 118.27/$ and ask of Yen 118.37/$. Let us start with the bid of Yen 118.27/$ - this bid quotation for the US$ is a quotation to buy US$ w/ yen at the stated rate. Notice that this is alternatively a quotation to sell yen at the stated rate, so it is also an offer (ask) quote for selling yen. Now, the ask quote of Yen 118.37/$ is a quote to sell US$ at the stated rate. However, it is also a quote to buy yen at the stated rate, so it is also a bid quote for buying yen.

Can you please explain the situation where China tried to protect Hong Kong $ during the Asia currency crisis?

In the Asian crisis, the Central Bank of China attempted stabilizing the rate of the Hong Kong $ by purchasing that currency in the forex market with its US$ reserves. The attempt did not succeed, as we know from the HK$ change in that period.

Differences b/n two tiers in the market?

The main difference is the transactions volume, ergo this puts a limitation on the type of market participants that transact in these markets. For example, in the wholesale market it is unlikely to see individuals participating, since transactions tend to be of large sizes. 

When explaining the non-deliverable forwards, what do you mean by “netting out the position”?

I meant that the currency in which the forward is made, is not delivered, but rather everything is settled in US$. In other words, suppose you are looking at the US$/ INR (Indian Rupee) exchange rate NDF. In that case you would not deliver the underlying currency, but rather you will net out the positions at maturity directly in US$. How is that actually done? Suppose that the 30 day forward rate of the US$ in India is lower than the similar forward in the US, then presumably one can buy the US$ in India 30-day-forward and then sell it 30-day-forward in the US for a profit. This transaction will involve no actual exchange of Indian Rupees upon maturity, but rather accounts will be settled directly in US$.

A found a web link at HSBC (Hong Kong Shanghai Banking Corporation) that contains more info on NDF: http://www.markets.hsbc.com/web%5Chome.nsf/hvwPubPage/5.03?OpenDocument. 

When would you receive proceeds for swap transaction?

It depends on the swap. Suppose we consider the example from class slides (slide 8) of a forward-forward swap. In that case the dealer sells 20,000 British pounds 2-month-forward at $1.687/Pound and then simultaneously buys 20,000 British Pounds 3-month forward at $1.682/Pound. So, in two months, dealer will make a transfer to its counterparty of 20,000 pounds to receive $33,740. One month later, the dealer will have to spend $33,640 in order to purchase 20,000 pounds. So, in this case the $ proceeds for the dealer are received in two months, but then at the end of the third month he would actually pay some of them back.

Why Yen is quoted to only 2 decimal points?

I do not know, but I believe it is by convention.

Rogue traders – idiots or victims?

Most likely victims, did you read the article I gave out in class, “How to lose a billion”. This is a great read into the psyche of a rogue trader.

Are there certain currencies that get triangular arbitrage more than others?

My take on it is that major trading currencies, like the US$, Euro, Yen, Swiss Franc would be offering more opportunities for triangular arbitrage, since these currencies are more likely to be quoted by all major banks, and small differences can create such arbitrage opportunities (now you maybe asking yourselves how comes that the most liquid currencies could offer these opportunities – well, precisely because they are most liquid, whenever new info comes in the market and small changes arise, speculators & dealers alike could make arbitrage profits). 

What type of speculation took place in Hong Kong from Chinese investors and how were they able to take advantage of the Central Bank of China?

At the time of the Asian crisis speculators were selling the HK$, in an expectation that it will lose some of its value. At the same time, both the monetary authority of Hong Kong, and the Central Bank of China were trying to defend the currency. However, they could not withstand the speculative pressure (.

Was the Allied Irish Bank rogue trader doing it on purpose? How could he gain from it?

Well, reading the article I gave you in class, “How to lose a billion”, I was under the impression that the guy actually was trying to cover his loses so that he does not get fired in the meanwhile. I guess he was quite a bit unlucky in his trading and perhaps not very good in it, in general. 

Why did the size of the spot and swap market decline? Globalization should increase it?

The advent of the Euro (swaps b/n Euro currencies became unnecessary), the growing share of electronic brokering in the spot interbank market, and banking consolidation were the main reasons for the recent decline in the swap market volume. 

Are there any regulatory control in place to control the central bank from too much abuse from other forex participants?

Nope. Forex markets are not that much regulated. Even more so that they are subject to legislations of all countries involved. 

Did you say that soft currencies usually don’t have forwards that are longer than a couple of days (or so)? If they don’t have these instruments, doesn’t this severely impede FDI or business in that country? 

Yes, it does. Investors and businesses do not have a valuable tool for diversifying foreign exchange risk. It is like a circuitous circle – currencies w/ low levels of FDI to start with, have less instruments to hedge exchange rate risk away. Then investors considering whether to conduct FDI in countries w/ soft currencies, take that into account, and require higher returns (or alternatively invest less often) in these countries.

Is the biggest difference between forwards and futures the settlement of contracts?

My take on it, settlement is very important difference b/n futures and forwards, however, the trading on the exchange, rather than direct trade b/n counterparties, is the main difference b/n futures and forwards. Notice that this difference implies most of the other differences (: the way contracts are cleared (through clearing house in the case of the futures, and directly through bank deposits in the case of forwards), the way prices are determined, the standardization of contracts for futures and the flexibility of the contractual parameters in the case of the forwards.

If you will an analogy, future contract is like the pre-packaged cheese in Shop Rite, while forward contract is like the cheese in the Shop Rite Deli - you can decide how much you want, how to slice it, and how much you want to purchase, & the variety is bigger (.  

For swaps why would there be a counterparty knowing that I will make a profit out of the transaction?

If the counterparty tries hedging against a certain risk, it would value more the “insurance” value of the swap, rather than its “profit-making” side. Think about it, do businesses in general (for good or bad) always maximize profits?

In a spot against forward transaction, what is the advantage of the counterparty that is selling currency in spot market and then simultaneously buying back the amount at forward rate? Is it implied that the forward rate will be lower so that the counterparty can make a profit?

Yes.

When you were talking about currency premiums/ discounts, both the f$ and fYen had the same premium. Doesn’t one have to be a discount for the other to be a premium?

That was a mistake, I apologize. Both f$ and fYen shall read fYen (that is, they are the same). The correct formulas shall read:

For direct quotes, 
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For indirect quotes, 
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Why would someone do a swap?

To hedge against risks, e.g. interest rate risk and exchange rate risk. For example, if a company is servicing its debt obligations at a floating rate (e.g. LIBOR plus spread for credit risk), and is concerned that LIBOR is on the rise, it could enter into a receive fixed/ pay floating interest rate swap, where it will receive a floating interest rate payment in exchange of a fixed interest payment, on a pre-agreed notional principal.

I am wondering how much a foreign broker can make? Solely commission?

I don’t know, but we will have a guest speaker at the end of the course, whom we can ask that question (.

How would an individual trade swaps and forwards?

The individual or business has to contact a dealer at a bank offering swaps and forwards directly.

When countries hold reserves, does the reserve amount always have to equal the amount of currency in circulation?

No, the amount of currency in circulation shall be the same as the amount of reserve currency only if the bank maintains a currency board or has completely dollarized the economy. 
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