Finance 4000
Money and Capital Markets

Eighth class



Foregn Exchage Markets

©  From last time, PurchagirPower Pary is a lomg-run
relationship satisfiedybfor foreign exchage rates

- Countries with flexible exchae rates
- Relative price levels determine exchgamate
- Shorter time period than decades?
o A different relationship based on an arlggagument
- Uncovered interest rate parit
®m Interest rate differentials

m Cannot make riskless profits based on the
obvious



® Covered Interest Payit
o Areal arbitrge agument

- An arbitrage opportunk is the abiliy to make a
certain gain at zero risk

- The agument

m |f covered interest payitdid not hold, there
would be an arbitige opportuniy

m  Arbitrage opportunities will be relativglrare
and will not persist

m Hence, covered interest panwill hold



Compare bying bonds issuedybdomestic and forgn
governments

- domestic bonds denominated in dollars
- foreign bonds denominated in pounds strlin
- Suppose a U.S. resident

m really care about dollar ganent received

Buy U.S. bonds worth $1000
- Invest $1000 att
- Interest rate in U.S. ié

- Get (14%$1000 at+1



Buy U.K. bonds

- Sell dollars todg for pounds sterlig to by U.K.
government bonds

- Exchame rate i€ e|[f/d]
- Get E$1000 to buU.K. bonds todga
- Get (1+)E $1000 when mature in pounds sterlin

m  Could usefuture exchage market toget
dollars

m  To avoid risk, uséorward exchage market

* Today, can promise to sell pounds
sterling att+1

*  Someone else promisesdive us dollars

* The exchage rate is the forward
exchamge rate F,

- Get dollars equal to (1%, $1000 F,* when
mature



So

(1+9$1000 at+1 from bwing U.S. bonds with no
risk

(1+"E, $1000F;* from bwing U.K. bonds with no
risk

If these amounts are not the same, |gatrcertain
profits -- arbitr@e profits

Buy bond with hgher income and sell the other
short

If I'm willin g to assume that there are no ariggra
profits, then

(1+9$1000=(1+)E, $1000F,*

or

B IS the proportional appreciation of the

domestic mong



Uncovered interest payit

. ES. - :
o |d+ t+1 Etz|f

E,

e

- %_E‘ IS the expected proportional appreciation

t

of the exchage rate

Ete+1 Is the exchage rate att+1 expected ¥
people at

How important is this?

O Covered interest payitis vel consistent with the
evidence

© Uncovered interest payiis reasonalyl consistent with
the evidence



® (Can use covered interest pgaridb think about the effects of
simple chages on exchage rates

o  Graph with
- E, on the vertical axis

- Interest rates and proportional cgas in exchage
rates on horizontal axis

o Effect of increase in forgn interest rate with expected
exchamge rate and domestic interest rate ungean

o Effect of increase in domestic interest rate with expected
exchame rate and forgn interest rate unchged

o Effect of increase in expected exchanrate with
domestic and forgn interest rate unchged



® Asset markets

©  Money markets
- Term less than or equal toyaar when issued
- Not realy “money”

o  Capital markets
- Termgreater than gear when issued
- Bonds and stocks

o  Mortgage markets
- Mortgages and securities backeg imorigages

- Mortgage is a loan secureqd/lveal estate



Common aspects of asset markets

O

Someone receives funds at issuance in exgEhdor
promised pgments or possible ganents in the future

The value todais the stream of ganents discounted to
today at some interest rate or discount rate

People often bpand sell the securities after issuance
Sometimes theare re-packged

- Securitized

- Credit card loans and car loans

If promised psgments, what happens in the event of
default?

- Collateral

- Guaranteesypthird parties



Is prepgment possible?

- An option for the issuer
®  hence has value to issuer

- Corporate bonds

- Mortgages

How are the securities priced at issuance?

- Treasuy auction

- Other similar securities exist

- IPOs and investment banks
m  theglobe.com

How are the securities traded?

- Organized exchages

- Brokers

- Dealers

Regulations on information, tradmn
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