
Chapter Objectives

1.
To describe how exchange rate changes are measured.

2.
To explain why companies forecast exchange rates.

3.
To explain why no one should pay for currency-forecasting services if foreign exchange markets are perfectly efficient.

4.
To list and discuss the three techniques used for forecasting exchange rates in a floating-rate system: fundamental analysis, technical analysis, and market-based forecasts.

5.
To discuss how companies can monitor their forecasting performance in a floating-rate system.

6.
To identify a four-stage procedure for forecasting exchange rates in a fixed-rate system.

Chapter Outline

I. Measuring Exchange Rate Changes

A. An exchange rate is the price of one currency expressed in terms of another currency.

i. A decrease in the value of one currency relative to another currency is known as depreciation or devaluation.

ii. An increase in the value of one currency relative to another currency is known as appreciation or valuation.

B. The percentage change in the value of a foreign currency relative to the home currency is computed as follows:  Percentage change = 
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 where e1 = ending exchange rate and eo = beginning exchange rate.

C. The percentage change in the value of a home currency relative to a foreign currency is computed as follows:  Percentage change = 
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 where e1 = ending exchange rate and eo = beginning exchange rate.

i. A positive change represents appreciation; a negative change represents depreciation.

II. Forecasting Needs of the MNC

A. MNCs have a variety of foreign-currency denominated payables, receivables, credit purchases, credit sales, and uncovered forward contracts.  All of these expose MNCs to exchange rate risks and prod MNCs to hedge against these potential losses.

B. Working capital management consists of short-term financing and short-term investment decisions.

i. The value of the currency borrowed or invested will change with respect to the borrower’s or the investor’s local currency over time.

ii. When MNCs borrow, they have access to a variety of sources in a variety of currencies.  They should choose the one with a low interest rate and whose currency will depreciate over the life of the loan.

1. Additionally, large short-term loans should be spread across a number of different currencies.

C. Long-term Investment Analysis and Financing Decisions

i. An important feature of long-term investment analysis is that the projected cash flows depend partially on future exchange rates.

ii. More accurate predictions of exchange rate movements will result in more accurate cash flow predictions and better company decision-making.

1. Investors should invest in a currency that will have a high rate of return and appreciate over the investment period.

iii. When MNCs issue bonds to obtain long-term funds, they should denominate the bonds in a currency that will depreciate in value over the life of the bond.

D. Other MNC situations requiring exchange rate forecasts:

i. To assess foreign subsidiary earnings.

ii. To buy or sell a product in a foreign currency.

III. Forecasting Floating Exchange Rates

A. The efficient market hypothesis says that no one should pay for currency forecasting services if the foreign exchange markets are perfectly efficient.  To be perfectly efficient the following assumptions have to be met:

i. Spot rates reflect all current information and adjust quickly to new information.  Exchange rates reflect all available information if:

1. There are many well-informed investors with amply funds for arbitrage opportunities.

2. There are no barriers to movement of funds form one country to another.

3. Transaction costs are negligible.

ii. It is impossible for any market analyst to consistently “beat the market.”

1. Because information that is useful for currency forecasting tends to arrive randomly, exchange rates follow a random walk, and this makes it impossible to beat the market.

iii. All currencies are fairly priced.

1. This results in no undervalued currencies and therefore no investors can earn unusually large profits in the foreign exchange market.

iv. Financial theorists define three forms of the market efficiency hypothesis:

1. Weak form efficiency suggests that all information contained in past exchange rate movements is fully reflected in currency exchange rates, thereby making information about recent trends in a currency’s price ineffective for forecasting.

2. Semi-strong form efficiency suggests that current exchange rates reflect all publicly available information, thereby making such information useless for forecasting.

3. Strong form efficiency suggests that current exchange rates reflect all pertinent information, whether publicly or privately available, thereby making it so that even insiders are unable to earn abnormal returns.

v. Statistical tests of the efficient market hypothesis have not provided much support, at least for the strong form.

1. Most research supports the weak form, while there are mixed results regarding the semi-strong form.

B. Fundamental analysis is a currency forecasting technique that uses fundamental relationships between economic variables and exchange rates.

i. The economic variables used include inflation rates, national income growth, changes in money supply, and other such macroeconomic variables.

ii. It is now typically done through computer based econometric models. 

iii. The simplest form of fundamental analysis uses the theory of purchasing power parity.

1. The PPP theory states that equilibrium changes in the exchange rate to changes in the ratio of domestic and foreign prices.

a. The formula is 
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 where et = the dollar price of unit of foreign currency in period t; eo = the dollar price of one unit of foreign currency in period 0; Id = the domestic inflation rate; and If = the foreign inflation rate.

C. A multiple regression is a more sophisticated approach to forecasting where a systematic effort is made at uncovering functional relationships between a set of independent (macroeconomic) variables and a dependent variable (the exchange rate).

i. Consider a case where a US company forecasts the percentage change in the British pound (PP) using three variables:  inflation differentials (I), differentials in the rate of growth in money supply (M), and differentials in national income growth rates (N).  The formula used would be:

a. PP = bo +b1I + b2M + b3N + : where bo, b1, b2,b3, are regression coefficients and : is an error term. 

D. Technical analysis is a currency forecasting technique that uses historical prices or trends.

i. This focuses solely on past prices and volume movements not on economic and political factors.  The approach is to sell or buy certain currencies if their prices deviate from past patterns.

ii. Charting is one type of technical analysis where forecasters use charts to find peaks and troughs in the price series and then use these to signal up and down trends.  

iii. Mechanical rules are a type of technical analysis where a set of rules is used to help make this subjective process more disciplined.

1. Local peaks are called resistance levels and local troughs are called support levels.

2. A filter rule suggests that investors buy a currency when it rises more than a given percentage above it support level and then sell a currency when it falls more than a given percentage below its resistance level.

E. A market-based forecast uses market indicators to forecast exchange rates based on the concept that these market indicators efficiently incorporate expected future currency changes.

i. MNCs often track changes in the spot rate and then use these changes to estimate the future spot rate.

ii. MNCs also often assume that the current forward rate is a consensus forecast of the spot rate in the future.

1. The forecasting of forward rates is limited to about one year.

iii. MNCs use interest rate differential to predict exchange rates beyond one year.

1. The formula to use is: 
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 where et = the dollar price of one unit of foreign currency in period t; eo = the dollar price of one unit of foreign currency in period 0; Id = the domestic interest rate; and If = the foreign interest rate.

F.  The evaluation of exchange forecast performance.

i. Measuring forecast error can be done using the formula: 
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where RSE = the root square error as a percentage of the realized value; FV = the forecasted value; and RV = the realized value.

ii. A forecasting model is more accurate than the forward rate if it has smaller RSE.

G. Empirical evidence of forecasting effectiveness.

i. Overall, the results of studies of forecasting effectiveness are mixed.

ii. Meese and Rogoff (1983) evaluated the effectiveness of two market-based forecasts (spot and forward rate), two technical models, and three fundamental models.

1. They concluded, based on RSE, that market-based forecasts are more accurate than technical and fundamental models and that, as the basis for forecasting, the spot rate performed slightly better than the forward rate.

iii. Goodman (1979) evaluated six fundamentally oriented forecasting firms in terms of accuracy in predicting trends and accuracy of their point estimates using the forward rate as a benchmark.

1. He found that no individual firm was significantly more accurate or perform better than the forward rate.

iv. Eun and Sabherwal (2002) evaluated the forecasting performance of 10 major commercial banks compared to the random walk model.

1. No bank could beat the random walk, i.e. no bank could beat the market.

H. Skeptics of the efficient market hypothesis.

i. Many economist feel that the exchange rate can best be approximated by a random walk and that the forward rate is the best available predictor of future spot rates.

ii. Recent studies cast doubt on the above claims and on the efficient market hypothesis.

1. Studies have found that some trading strategies are able to earn positive excess returns.

IV. Forecasting Fixed Exchange Rates

A. Many countries have a fixed exchange rate and it is helpful for MNCs with operations in these countries to be able to forecast exchange rate changes.

B. The first step in forecasting a fixed exchange rate is to review key economic indicators.

i. The focus is on identifying those countries with a balance of payments in fundamental disequilibrium.

ii. International reserves reflect the solvency of a country, i.e. its ability to meet international obligations.  Low reserves increase the likelihood of devaluation or depreciation.

iii. Trends and forecasts for the balance of foreign trade indicate the direction that the value of currency is to be adjusted.  If a country spends more money than it obtains from abroad, the possibility of devaluation increases, but if a country receives more money than it obtains from abroad, the probability of revaluation increases.

iv. Inflation rates are linked to exchange rates according to the purchasing power parity doctrine.  Under this doctrine countries with higher inflation rates than the U.S. tend to depreciate in value against the dollar and vice versa.

v. Money supply consists of currency in circulation and demand deposits.  Forecasters rely on the money supply as a timely indicator for price changes and exchange rate changes for maintaining purchasing power parity.

vi. The spread between the official and market rates are another indicator of currency health.  If the spread increases this reflects increasing problems with the fixed rate.

C. The second step is for forecasters to evaluate the pressure that market forces exert on the prevailing exchange rate.  There are three methods to determine the size of change in exchange rate necessary to bring the balance of payments back to equilibrium:

i. Generalized application of the PPP theory, i.e. the percentage change in the exchange rate between any two currencies can be estimated by inflation rate differential between the two countries.

1. This method will not work for countries that have price controls.

ii. The forward premium or discount may provide an unbiased estimate of the future percentage revaluation of a currency.

iii. The exchange rate quoted by the free market can be used as an indicator of the future spot rate.  If there is no free market, the black market rate can be used.

D. The third step is for forecasters to determine whether the central bank is in a position to defend the prevailing exchange rate.  This depends on two factors:

i. The ability to borrow hard currencies

ii. The overall amount of international reserves.

E. The final step is for forecasters to try and predict the type of corrective policies that political decision makers are likely to implement.

i. A government can adopt a deflationary policy by adopting tight monetary and fiscal policies.

1. These policies may slow the economy.

ii. A country can also use exchange controls, i.e. force it exporters and other recipients to sell their foreign exchange proceeds directly to the central bank.  Then, the government would allocate this foreign exchange only to the various users of foreign exchange.

1. These controls may hurt foreign investment and tourism.

F. A country will devalue its currency when the available corrective policies prove economically ineffective or politically unacceptable.

i. Decision makers will avoid this step as long as they can.

G. Why and how central banks intervene in currency markets

i. In both the fixed and flexible exchange rate systems, central banks intervene in the foreign exchange market for the following reasons:

1. To smooth exchange rate movements.

2. To establish implicit exchange rate boundaries.

3. To respond to temporary disturbances.

ii. Depending on market conditions, a central bank may:

1. Coordinate its action with other central banks or go it alone.

2. Enter the market aggressively to change attitudes about its views and policies.

3. Call for reassuring action to calm markets.

4. Intervene to reverse, resist, or support a market trend.

5. Operation openly or indirectly through brokers.

iii. The Bank for International Settlements (BIS) surveyed 22 central banks in 1999 regarding their intervention practices.

1. The Bank of New Zealand was the only authority to report it had not intervened in the last ten years.

2. The desire to check short-run trends or correct longer-term misalignments primarily motivated intervention.
V. Summary
Key Terms and Concepts 

Efficient Market Hypothesis holds that (1) spot rates reflect all current information and adjust quickly to new information; (2) it is impossible for any market analyst to consistently "beat the market"; and (3) all currencies are fairly priced.

Fundamental Analysis is a currency forecasting technique that used fundamental relationships between economic variables and exchange rates.

Weak-Form Efficiency implies that all information contained in past exchange movements is fully reflected in current exchange rates.

Semi-Strong Form Efficiency suggests that current exchange rates reflect all publicly available information, thereby making such information useless for forecasting exchange rate movements.

Strong Form Efficiency indicates that current exchange rates reflect all pertinent information, whether publicly available or privately held.

Multiple Regression Forecasting Model is a systematic effort at uncovering functional relationships between a set of independent (macroeconomic) variables and a dependent variable namely, the exchange rate.

Technical analysis is a currency forecasting technique that uses historical prices or trends.
Filter Rule suggests that investors buy a currency when it rises more than a given percentage above its recent lowest value (support level) and sell the currency when it falls more than a given percentage below its highest recent value (resistance level).

Market-based forecast is a forecast based on market indicators such as forward rates.

Multiple Choice Questions

1.
Foreign exchange markets are efficient if       .

A.
there are many informed investors

B.
there are no government regulations

C.
there are no barriers of funds movement

D.
transaction costs are negligible

E.
all of the above

2.
In empirical studies on foreign exchange rate forecasting,        efficiency best describes the general consensus on market efficiency.

A.
strong-form

B.
semistrong-form

C.
weak-form

D.
semiweak-form

E.
all of the above

3.
A fundamental analysis in exchange rate forecasting involves the following except  ______ .

A.
inflation rates

B.
interest rates

C.
the balance of payments

D.
money supply

E.
price trends

4.
A technical analysis in exchange rate forecasting involves the following except       .

A.
past price

B.
volume movements

C.
price charting

D.
political factors

E.
filter rule

5.
There are three kinds of efficient markets.  These are      .

A.
weak form efficient market

B.
semi-strong form efficient market

C.
strong form efficient market

D.
perfectly efficient form market

E. 
A, B, and C

6.
Three methods are widely used to forecast flexible exchange rates. These three methods are       .

A.
technical analysis, fundamental analysis, and forward rates

B.
technical analysis, market-based forecasts, and spot rates

C.
fundamental analysis, market-based forecasts, and forward rates

D.
fundamental analysis, technical analysis, and market-based forecasts

E.
all of the above

7.
Dufey and Giddy suggested that currency forecasting can be consistently useful or profitable only if one of the four conditions is met.  These conditions include the following         .

A.
the forecaster has exclusive use of a superior forecasting model

B.
the forecaster has consistent access to information before other investors

C.
the forecaster predicts the nature of government intervention in the foreign exchange market

D.
A and B

E.
A, B, and C

8.
If the forward rate is the best available predictor (unbiased) of future spot rates, the forward market is       .

A.
inefficient

B.
efficient

C.
semi-efficient

D.
B and C

E.
none of the above

9.
Forecasting needs of the multinational company do not include      .

A.
hedging decision

B.
working capital management

C.
long-term investment analysis

D.
long-term financing decision

E.
speculation

10.
Two primary methods of technical analysis consist of      .

A.
charting and mechanical rules

B.
charting and forward rates

C.
mechanical rules and spot rates

D.
charting and the theory of purchasing power parity

E.
multiple regression analysis and spot rates

11.
Two major qualities of mechanical rules as compared with chartists are      .

A.
subjective judgement and objective skill

B.
consistency and superior judgement

C.
superior accuracy and subjective judgement

D.
consistency and discipline

E.
objective judgement and error-free results

12.
Filter rule is a rule that belongs to the following forecasting method.

A.
fundamental analysis

B.
market-based forecast

C.
econometrics model

D.
forward-rate forecasting model

E.
technical analysis

13.
Market-based forecasts consist of      .

A.
spot rate, forward rate, and inflation rate

B.
spot rate, forward rate, and exchange rate

C.
spot rate, forward rate, and interest rate

D.
spot rate, forward rate, and wage rate

E.
technical analysis and fundamental analysis

14.
The four-step sequence as a general forecasting procedure under a fixed rate system consists of      .

A.
assessing the balance of payments outlook

B.
measuring the magnitude of required adjustment

C.
timing of adjustment

D.
nature of adjustment

E.
all of the above

15.
There are at least three ways to determine the size of the change in the exchange rate required to bring the balance of payments back into equilibrium. Which of the following is not one of the three ways to restore the balance-of-payments equilibrium?

A.
the theory of purchasing power parity

B.
forward exchange rate

C.
free market or black market rate

D.
all of the above 

E.
none of the above

16.
Whether a country will devalue its currency under a fixed rate system is ultimately a        decision.

A.
economic 

B.
momentary

C.
political 

D.
fiscal

E.
international

17.
In the case of a structural balance of payments deficit, policy makers attempt to implement a number of corrective policies, excluding      .

A.
tight monetary policy

B.
tight fiscal policy

C.
exchange controls

D.
higher government spending

E.
wage controls

Use the following information to answer the next two questions.

Assume that the Canadian dollar appreciates from $0.65 at the beginning of the year to $0.70 at the end of the year.  

18.
What is the percentage appreciation of the Canadian dollar?

A.
4.69%

B.
5.69%

C.
6.69%

D. 
7.69%

E. 
8.69%

19.
What is the percentage depreciation of the U.S. dollar?

A.
-7.14%

B.
-6.00%

C.
-5.14%

D.
-8.88%

E.
-9.19*

Use the following information to answer the next three questions.

Suppose that the Swiss franc appreciates from $0.40 at the beginning of the year to $0.44 at the end of the year. The U.S. inflation rate is 5 percent and the Swiss inflation rate is 3 percent during the year.

20.
What is the percentage appreciation of the Swiss franc?

A.
11.12%

B.
11.00%

C.
10.00%

D.
10.59%

E.
12.00%

21.
What will the dollar price of the Swiss franc be in one year?

A.
$0.4044

B.
$0.5044

C.
$0.6015

D.
$0.7055

E.
$0.4078

22.
What is the real depreciation (-) or real appreciation of the Swiss franc during the year?

A.
6.4%

B.
7.1%

C.
7.9*

D.
8.6%

E.
9.9%

23.
The spot rate is $0.50 per mark. The annual interest rates are 12 percent for the United States and 8 percent for Germany. If these interest rates remain constant, then what is the market forecast of the spot rate for the mark in five years?

A.
$4.669

B.
$4.999

C.
$5.997 

D.
$6.447

E.
$7.668

24.
A 20 peso percent return in Mexico is higher than a 7 percent dollar return in the United States.

A.
true

B.
false

C.
either true or false

D.
none of the above

E.
it depends on whether these are nominal or real returns.

25. Which of the following is not a force that affects exchange rates:


A. trade patterns


B. interest Rate differentials


C. the gold standard


D. international relations


E. capital flows

26. The decline in the dollar in the early 2000s can be attributed to:


A. reduced demand to place investment funds in the US


B. corporate accounting scandals


C. rising international political tensions


D. decline in the US stock market


E.  All of the above

Answers


Multiple Choice Questions

1. E

2. C

3. E

4. D

5. E

6. D

7. E

8. B

9. E

10. A

11. D

12. E

13. C

14. E

15. D

16. C

17. D

18. D

19. A

20. C

21. E

22. C

23. C

24. E

25. E


Solutions

18.
Use Equation (8-1):




% Change = ( 0.70 - 0.65 ) / 0.65 = 7.69%

19. Use Equation (8-2):




% Change = ( 0.65 - 0.70 ) / 0.70 = -7.14%

20. Use Equation (8-1):




% Change = ( 0.44 - 0.40 ) / 0.40 = 10%

21.  Predicted Rate = $0.4 x [ ( 1 + 0.05 ) / ( 1 + 0.03 ) ]

      = $0.4078

22. ( 0.4400 - 0.4078 ) / 0.4078 = 7.9%

23.  Predicted Rate = $0.50 x [ ( 1 + 0.12 )5 / ( 1 + 0.08 )5 ]

      = $0.5997
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