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       DEPARTMENT OF FINANCE

     THE UNIVERSITY OF TEXAS AT AUSTIN
    Austin, Texas  78712-0217  •  (512) 471-4368  •  FAX (512) 471-5073

376: International Finance Summer 2013
71765:  MTWTH 12:00noon-2:00pm UTC 1.118
Overview of the Course
Instructor:  
Dr. Robert C. Duvic


Distinguished Senior Lecturer




Department of Finance

Office:  GSB 5.176D

Office Hours: Monday, Wednesday, 10:00-11:00am and by appointment.  


Phone Number: 471-6026


E-mail:  robert.duvic@mccombs.utexas.edu
Textbook:   Cheol Eun and Bruce Resnick, International Financial Management, Sixth Edition, The McGraw-Hill Companies.

Course Description: Finance 376 examines the foreign exchange markets and how they shape the environment within which corporate wealth-maximizing decisions are made. The course is designed for upper-division undergraduate students who have a good understanding of basic economics, corporate finance and asset valuation.  

Course Objective: This course has two primary objectives.


First:  To develop a market-based understanding of exchange rates and show how exchange rate volatility affects corporate decision-making.   Four major areas will be covered.  

· The International Environment

· The Foreign Exchange Derivative Markets

· What Factors Affect Exchange Rates

· Foreign Exchange Exposure and the Firm


Second:  To develop a general understanding of market functioning.  The course will not only develop the institutional and quantitative details of markets, but also introduce a “financial” way of thinking about costs and risks.

Prerequisites:  


I assume that you have a comprehensive understanding of valuation theory and corporate financial decision-making from Finance 357.
Syllabus appendices
A:  Class Schedule

B:  Course Evaluations

C:  Study Guidelines

D:  Course Materials

E:  Course Policies
F:  Course Assignments

Appendix A: Class Schedule
The dates in this schedule are approximate:  the actual pace of the class and scheduling of quizzes will determine the speed of the course.  

Jun 6

Course Introduction



1.  International Trade and Foreign Exchange

Part I: The International Environment
Jun 10

1.  International Trade and Foreign Exchange (Continued)
June 11

2.  International Monetary System
June 12

Jun 13

3.  Balance of Payments
Jun 17

Part II: Introduction to Foreign Exchange Markets

June 18

4.  Spot Market
June 19

5.  Forward Market
Part III: Forecasting Exchange Rates

Jun 19

6.  Exchange rates and interest rates
June 20

7.  Exchange rates and prices
Jun 24


June 25

8.  Forecasting

Part IV: Derivative Markets

Jun 26

9.  Futures Markets

June 27

10.  Options Markets
July 1

11.  Swap Markets
July 2


Part V: Foreign Exchange Exposure and the Firm 

July 3

12.  The Firm
Jul 4 

Independence Day

Jul 8

13.  Operating Exposure
Jul 9

14.  Transaction Exposure
Jul 10



Jul 11

15.  Operating Strategies
 Final exam:    
Friday, July 12, 9am-12noon
Appendix B: Course Evaluations
Course Evaluation
Evaluation components
The course evaluation has three components.

On-line Tests:  There will be three on-line tests conducted on the Blackboard platform.  
In-class Quizzes:  There will be four in-class quizzes.

Comprehensive final exam:  A final exam will be given in class covering Parts II, III, IV, and V of the course.

Grade percentages

On-line tests:  40%

In-class quizzes:  20%

Comprehensive Final exam:  40%
Tests

Venue:  Three tests will be given during the course online using Blackboard.
Content:  The tests will contain a mix of fill-in-blank, essay, short answer and quantitative problems.  In any specific test not all types of questions may be used.

Notice:  The general content and structure of each test will be announced in class one week before the test.

The tests:  




           Part
                                           Percent of 
   Dates
Part I: The International Environment
10%
Thursday, June 20

Part II: Introduction to Foreign Exchange Markets
10%
Tuesday, June 25 

Part III: Forecasting Exchange Rates
10%
Tuesday, July 2

Procedure:  Each test will be available at 7:00pm on the scheduled day.  You will have approximately one or one and one half hours to complete the test. 

Absences: Individuals with known conflicts with these tests must notify me, via email, by Monday, June 10.   I will arrange an alternate test in the McCombs Testing Center. Individuals missing a test without my permission will receive the lowest grade of anyone who did take the test.  Conflicts arising after that date will generally result in the points for the missed test being added to the final exam.
Quizzes

Venue:  Four quizzes will be given in class.

Content:  The quizzes will contain a mix of short answer and quantitative problems. 

Notice:  The general content and date of each quiz will be announced two class periods before the quiz.

Value:  Each quiz will be worth 5% of the course grade.

Procedure:  Each quiz will be given in the latter part of the scheduled class period.  You will have approximately 40 minutes to complete the quiz. 

Absences:  Individuals missing a quiz without my permission will receive the lowest grade of anyone who did take the quiz.  Students missing a quiz with my permission will have the points for that quiz added to their final exam.
Final Exam

The final exam integrates the major elements of exchange-rate business decisions. It will consist of various verbal and quantitative questions drawn from Parts II, III, IV and V.  The final exam will consist of matching, fill-in-the-blank, essay, short answer and quantitative problems. The final exam is scheduled for Friday, July 12, 9am-12noon.
Grading

For each evaluation, I will indicate a tentative letter grade for your test score.  However, the final letter grade will be based on a relative frequency distribution (percentile ranking) of the total points accumulated over the entire summer.  This approach implies that your final grade will be determined by the relative performance of the entire class.  That is, there is no predetermined standard as to what constitutes an A, A-, B+, B, etc.  You should therefore be careful about the cutoffs during the course—you are not locked into a letter grade and if you are, for example, skirting the low-end of the B cutoff on the in-class tests you could easily slide into a course grade of C. Because of this relative ranking, questions about what your grade or standing in class is cannot be answered until all tests have been taken and all projects turned in and graded.

Appendix C:  Study Guidelines
It is imperative that you:

· Keep up with the flow of the course

· Be an active studier

Keep up with the flow of the course

We have eight evaluations over five weeks that focus on your understanding and ability to apply fundamental financial concepts in an international environment.  You must study as the material is covered and not wait until just before the evaluation. 
At the end of each class you should leave with an understanding these skills.  If the class discussions are not clear in your mind, quickly resolve this uncertainty.

Be an active studier

This class is organized around Skills Developed. These are the specific understanding, connections and skills you must master in the course.  They form the basis of the class discussions, assignments and test.  You need to understand what these Skills Developed ask you to do, whether it is to understand a conceptual issue or make a quantified decision.  
Be an active student. 

· Ask yourself such questions as:

What is the purpose of this concept or formula?

Why is it important?

How does the instructor or author demonstrate its importance?

How does it "fit" with what you have studied thus far in this course and in your other courses?


      




far--either in this class or in an earlier class?

· Rephrase the information in your own words.  Develop your own examples.  Form study groups and discuss the issues among yourselves.
A good process to use in the class is:

· Before class:  Review each topic’s notes before class to familiarize you with the flow of the class discussion, with special attention to how the Skills Developed provides a structure for the discussion. You should also review the text readings for the class and read any assigned supplemental readings.


· During class:  If you don’t understand something, ask me to go over it in more detail.  If you have a comment, please share it.  When you leave class you should have a comfortable understanding of the major points that we made, and the purpose of each example worked.

· After class:  Do the detailed assignments for each Skill Developed.  Pay particular attention to the examples, graphs and other aids that make the major points of the chapter.  
I will discuss the major elements of the chapter and integrate it with other course material and other materials from other courses, but I do not have the time to discuss in class everything you need to know. The text and other assignments are important!
Appendix D:   Course Materials
There are four packets of course materials that provide important support for our course.  These packets are available on our Blackboard site and may be modified and supplemented as the course progresses.

Class Notes.  Class notes are an outline of the course slides used in class and, like the course slides, are organized by Topics, with each topic structured by Skills Developed. These notes are the foundation of the course and provide a comprehensive and organized basis for your study efforts.  You should have these notes available in class either in paper or electronic form.
Solutions to End-of-Chapter Questions.  The solutions to all assigned end-of-chapter questions and problems are provided to enable you to check your work.  The questions and problems associated with each topic are not to be handed in; however, you should thoroughly work through them.  In working the problems insure you truly understand the processes they illustrate.  The evaluations will not just be repeats of the problems you’ve seen in class.  Your focus must be on understanding applications, not just memorizing procedures.  

Supplemental Questions.  These are old exam questions that provide additional opportunities for you to practice your skills.  The first part contains questions, the second part contains the worked out answers.
Supplemental Readings.   These articles from the business press supplement the class discussion and text materials.  They are ranked by importance.  

*These articles should be studied as carefully as you would the text. 

**Study these articles for their main points.  

***These articles contain important information but will not be included in the test materials. 
 Additional supplemental readings will be handed out as the summer progresses.
Appendix E: Course policies

General course Policies


Make-up or extra work to improve your grade is not possible.  Your final letter grade is determined solely by your scores on the quizzes, final, and my evaluation of your class participation.  In addition, no special considerations concerning your general academic situation can be offered.  The final grade in the course, once assigned, will not be changed except in the event of a recording error.



No cheating!  You must do your own work.  Collaboration on any evaluation is not allowed.

If you do not attend a class it is entirely your responsibility to determine what you have missed, including any administrative announcements I may have made.

I will answer questions concerning the tests only in class, to ensure that all students receive the same guidance.

You do not need a special financial calculator for this course: the quantitative work in the course uses simple arithmetic and focus on understanding relationships. Always keep in mind that the calculator cannot replace an understanding of the problem solving process.
Test Policies


No communications devices may be used during a quiz.

I will give notice when the time for a quiz has expired.  I will give you two minutes to complete your work and turn in your quiz.  Students who do not turn in their quiz by the time I have indicated will have 5 points deducted from their quiz grade.

Students who disagree with the grade assigned may, after the special review sessions, request a regrade of the examination.  This request must be in writing, giving the question in contention and the reason why the student feels that the answer given is correct.
Grade adjustments
While you primarily bear the consequences of your actions in this course, your actions may also have a direct effect on other students and me.  In registering for my course you are entering into a contract with me that specify the actions that we mutually agree to.  If you do not live up to your part of our agreement, you face certain penalties.  I hope that no penalties will be assigned this semester but you should, when planning your activities, keep the existence of these sanctions in mind.

· Missing a test without my prior approval: As specified in Appendix B.

· Failure to turn in tests when requested:  Five points deducted from that test. 
· Failure to turn in the student information sheet handed out at the beginning of the course.
Blackboard

The class will make use of a web-based web site using Blackboard, part of The University's e-University Initiative. Password-protected class sites will be available for all accredited courses taught at The University. Syllabi, handouts, assignments and other resources are types of information that may be available within these sites.  Site activities could include exchanging e-mail, engaging in class discussions and chats, and exchanging files.  In addition, class e-mail rosters will be a component of the sites. Students who do not want their names included in these electronic class rosters must restrict their directory information in the Office of the Registrar, Main Building, Room 1.  For information on FERPA related issues see http://registrar.utexas.edu/students/records/ferpa/ 
Academic integrity
The McCombs School of Business has no tolerance for acts of scholastic dishonesty. The responsibilities of both students and faculty with regard to scholastic dishonesty are described in detail in the BBA Program’s Statement on Scholastic Dishonesty at http://www.mccombs.utexas.edu/BBA/Code-of-Ethics.aspx. By teaching this course, I have agreed to observe all faculty responsibilities described in that document. By enrolling in this class, you have agreed to observe all student responsibilities described in that document. If the application of the Statement on Scholastic Dishonesty to this class or its assignments is unclear in any way, it is your responsibility to ask me for clarification. Students who violate University rules on scholastic dishonesty are subject to disciplinary penalties, including the possibility of failure in the course and/or dismissal from the University. Since dishonesty harms the individual, all students, the integrity of the University, and the value of our academic brand, policies on scholastic dishonesty will be strictly enforced. You should refer to the Student Judicial Services website at http://deanofstudents.utexas.edu/sjs/ to access the official University policies and procedures on scholastic dishonesty as well as further elaboration on what constitutes scholastic dishonesty.
Students with disabilities
Students with disabilities may request appropriate academic accommodations from the Division of Diversity and Community Engagement, Services for Students with Disabilities, 512-471-6259, http://www.utexas.edu/diversity/ddce/ssd/. 
Religious Holy Day

By UT Austin policy, you must notify me of your pending absence at least fourteen days prior to the date of observance of a religious holy day. If you must miss a class, an examination, a work assignment, or a project in order to observe a religious holy day, you will be given an opportunity to complete the missed work within a reasonable time after the absence.
Emergency procedures

Please note the following recommendations regarding emergency evacuation from the Office of Campus Safety and Security, 512-471-5767, http://www.utexas.edu/safety/ : 
.. Occupants of buildings on The University of Texas at Austin campus are required to evacuate buildings when a fire alarm is activated. Alarm activation or announcement requires exiting and assembling outside. 
.. Familiarize yourself with all exit doors of each classroom and building you may occupy. Remember that the nearest exit door may not be the one you used when entering the building. 
.. Students requiring assistance in evacuation should inform their instructor in writing during the first week of class. 
.. In the event of an evacuation, follow the instruction of faculty or class instructors. 
.. Do not re-enter a building unless given instructions by the following: Austin Fire Department, The University of Texas at Austin Police Department, or Fire Prevention Services office. 
.. Behavior Concerns Advice Line (BCAL): 512-232-5050 
.. Further information regarding emergency evacuation routes and emergency procedures can be found at: www.utexas.edu/emergency.
Appendix F: Course Assignments


The major elements in the course are divided into fifteen topics.   Each topic assignment has three major parts:

Skills developed:  These are the specific understanding, connections and skills you must master in the course.  These learning objectives form the basis of the class discussions, assignments and test.

Assignments:  These are the specific assignments for each skill developed.  Each assignment has the following elements:


Text assignments:  These assignments from the text relate to specific skills developed.


Readings: A few topics have additional supplemental readings.  I may add short articles from the business press to your reading assignment as the semester progresses.  The readings are divided into three categories.


*Read in depth and study as you would the text.


**Read for the main points.


***Useful information, but you will not be tested on the article’s content.


Questions and Problems:  These are the minimum you should do! I recommend you work all the questions and problems at the end of the assigned chapters.  If you cannot, the listed problems are those that you must work to ensure that you have a good grasp of the materials.  Make sure that you understand the logic involved in the problem, not just its mechanics:  there is a difference between working a problem and understanding how to quantify and make a decision.

Supplemental Problems:  These are old exam questions that provide additional opportunities for you to practice your skills.  The first part of this document contains questions, the second part contains worked out answers.   

Part I: Defining risk in the decision-making environment

Determine how government monetary and trade policies create risk in your business environment.

Topic 1:  Why do we have multinational trade?

Topic 2:  How do governments manage the value of their money?

Topic 3:  How are trade and money related?

Topic 1.  International Trade and Foreign Exchange

Skills Developed

I.  Explain the benefits of trade


List and explain the major benefits of trade

II.  Explain the efficiency arguments of comparative advantage


Define absolute advantage


Define comparative advantage


Define and calculate opportunity costs


Calculate the gain from trade


Define and calculate the terms of trade

III.  List and evaluate the arguments against global trade
IV. Define foreign exchange

Define the foreign exchange market.


Identify FX market participants


Describe the objectives of FX market participants

Assignments
Note:  This chapter contains several major concepts that we will discuss in detail in Topics 1, 2, 3, and 13.  I suggest you read Chapter 1 now, and then study it in detail as called for in the course assignments.
I.  Explain the benefits of trade

Text assignments:  Ch 1:  Introduction pp. 4-5
Readings:  Economist:  Why Trade is Good for You
II.  Explain the efficiency arguments of comparative advantage
Text assignments:  App 1A:  Gains from Trade:  The Theory of Comparative Advantage pp. 27-28
Readings:
Economist:  Finding your Niche
Questions: Ch 1:  1, 5
Problems:  App 1A:  1, 2
III.  List and evaluate the arguments against global trade
Readings:  Economist:  Grinding the Poor


Atlantic:  Making it in America


Economist:  In the Shadow of Prosperity
IV. Define foreign exchange
No external assignments
Topic 2.  International Monetary System

Skills Developed

I.  Connect money, trade and equilibrium

Define the mechanics of trade


Define equilibrium in a floating FX environment


Define equilibrium in a fixed FX environment

II.  Define and explain the classic gold system

Recount the history of the gold standard


Explain the price/specie flow mechanism


Contrast the advantages/disadvantages of the gold system

III.  Evaluate the interwar Period


Critique governments’ interwar policies


Explain sterilization


Explain the results of governments’ interwar policies

V.  Understand the Bretton Woods System


Define the Bretton Woods System


Describe the Dollar Shortage Period


Describe the Dollar Glut Period



Explain the breakdown of the Bretton Woods system

VI. Explain the evolution of the current monetary system


Describe the Jamaica Agreement


Understand the era of benign neglect


Describe the Plaza Agreement


Describe the Louvre Accord


Understand the characteristics of the current monetary system

VII. Understand the evolution of the euro


Describe the development of the European Economic Community


Describe the development of the European Union:  The Single Europe Treaty


Describe the development of the European Union:  The Maastricht Treaty

VIII. Understand (!) the current political and economic system

Explain the change in the role of government


Define monetary policy


Define fiscal policy

IX. Predict (!) the future monetary system

Assignments
I.  Connect money, trade and equilibrium
Text assignments:  Ch 1:  Globalization of the World Economy pp. 10-19



Ch 2:  Introduction pp. 29-30



Ch 2:  Evolution of the Internal Monetary System  pp. 29-30
Questions: Ch 2: 1
II.  Define and explain the classic gold system
Text assignments:  Ch 2:  Bimetalism:  Before 1875 p. 30



Ch 2:  Classical Gold Standard:  1875-1914 pp. 30-32
Questions: Ch 2:  2, 3, 4
III.  Evaluate the interwar Period

Text assignments:  Ch 2:  Interwar Period:  1915-1944 pp. 32-33
V.  Understand the Bretton Woods System

Text assignments:  Ch 2:  Bretton Woods System:  1945-1972 pp. 33-36
Questions: Ch 2:  5, 6, 7
VI. Explain the evolution of the current monetary system

Text assignments:  Ch 2:  The Flexible Exchange Rate Regime:  1973-Present  p. 36



Ch 2:  The Current Exchange Rate Arrangement pp. 38-42



Ch 2:  The Mexican Peso Crisis pp. 50-51



Ch 2:  The Asian Currency Crisis pp. 53-57



Ch 2:  The Argentine Peso Crisis pp. 57-58
Questions: Ch 2:10
VII. Understand the evolution of the euro

Text assignments:  Ch 2:  The European Monetary System pp.42-44



Ch 2:  The Euro and the European Monetary Union pp. 45-50
Questions: Ch 2: 8, 13
VIII. Understand (!) the current political and economic system
No external assignments
IX. Predict (!) the future monetary system

Text assignments:  Ch 2:  Fixed vs. Flexible Exchange Rate Regimes  pp. 58-60
Readings
WSJ:  Loose money and the roots of the crisis


WSJ:  Money the Century’s Agony


WSJ:  Bitcoin vs. Ben Bernanke
Questions: Ch 2:  9, 11, 12
Topic 3.  Balance of Payments

Skills Developed

I. Understand how the global economy is changing
II. Explain the structure and use of the BOP
Define the BOP

Explain credits and debits

III.  Construct a BOP

Develop the current account


Develop the capital account


Develop the official reserves account

IV. Understand and interpret the US current account deficit


Explain the “balance” in BOP


Relate consumption and borrowing

V. Identify how the US could reduce its current account deficit


Identify potential causes of a current account deficit


Evaluate politically popular remedies


Evaluate economic remedies

VI.  
Predict (!) the future of the current account

Assignments
I. Understand how the global economy is changing
Readings
Economist:  Global Business:  In praise of the stateless multinational
II. Explain the structure and use of the BOP
Text assignments:  Ch 3:  Introduction p. 64



Ch 3:  Balance-of-Payments Accounting pp.64-65
Questions: Ch 3:  1, 2
III.  Construct a BOP
Text assignments: Ch 3:  Balance-of-Payments Accounts pp. 66-73
Questions: Ch 3:  7, 12
Problems: Ch 3:  1
Supplemental Problems:  3-1

IV. Understand and interpret the US current account deficit

Text assignments:  Ch 3:  The Balance-of-Payments Identity p. 73



Ch 3:  Balance-of-Payments Trends in Major Countries pp. 74-78
Questions: Ch 3:  3, 4, 5, 6, 8, 9, 10, 11
V. Identify how the US could reduce its current account deficit
Readings
 WSJ:  Spend and Collect Beltway Party Really Knows Jack
VI.  Predict (!) the future of the US current account

Questions: Ch 3:  14
Part II: Introduction to Foreign Exchange Markets

Use the interbank markets to convert, hedge, speculate and arbitrage.

Topic 4:  How are current exchange rates set in the spot market?

Topic 5:  How is the risk of an unknown future exchange rate managed in the forward market?

Topic 4.  Spot Market

Skills Developed

I.  Describe the concentrated nature of the interbank spot market

Define the interbank spot market

Describe the concentrated nature of the interbank spot market

II. Understand the Settlement Process



Explain the importance of the settlement process



Define the costs and risks inherent in the settlement process.



Explain the function of bilateral netting
III.  Interpret FX spot quotes

Define base and terms currency

Understand Direct/Indirect quotes

Understand European/American quotes

IV. Contrast dealer and broker markets

Describe a broker-based market

Describe a dealer-based market

V.  Convert purchasing power in FX spot market


Convert terms to base currency


Convert base to terms currency


Demonstrate that choice of quote system is irrelevant

VI.  Define cross rates


Define cross rates


Calculate cross rates


Determine the limits of the cross rate bid/ask spread

VII.  Use arbitrage in the FX spot market


Define arbitrage



Calculate the arbitrage profit in a no-transaction-cost FX market


Calculate the arbitrage profit with transaction-costs

Assignments
I.  Describe the concentrated nature of the interbank spot market

No external assignments
II. Understand the Settlement Process

Text assignments:  Ch 5:  Introduction p. 112
Questions: Ch 5: 1, 6
III. Interpret FX spot quotes

Questions: Ch 5: 8

Supplemental Problems:  4-1, 4-2
IV. Contrast dealer and broker markets

Text assignments: Ch 4:  Function and Structure of the Foreign Exchange Market pp.113-117
Questions: Ch 5: 2, 3, 4

V.  Convert purchasing power in FX spot market

Text assignments: Ch 5:  The Spot Market p. 117-129
Questions: Ch 5:  10

VI. Define cross rates

Text assignments:  Ch 5:  The Spot Market pp. 122-123
Problems: Ch 5:  1, 8

Supplemental Problems:  4-3, 4-4, 4-5
VII. Use arbitrage in the FX spot market

Text assignments: Ch 5:  The Spot Market pp. 122-123
Questions: Ch 5:  9
Problems: Ch 5: 10, 11
Supplemental Problems:  4-6, 4-7
Topic 5.  Forward Market

Skills Developed

I.  Define Risk


Define risk


Identify the sources of risk


Connect sources of risk to company cash flows:  Long position 


Connect sources of risk to company cash flows:  Long position 


Define and classify derivative securities

II.  Define forward foreign exchange contracts


Define forward exchange rate


Describe the forward FX market


Set up a forward transaction

III.  Interpret forward quotes


Use swap points to state the forward rate


Use outright quotes to convert purchasing power


Forecast using forward quotes


Calculating forward premiums and discounts

IV. Speculate in the forward market


Define speculation


Set up long and short speculations

V.  Hedge in the forward market


Define hedging


Hedge a business hedge


Hedge a financial hedge


Contrast business and financial hedges

VI.  Arbitrage in the forward market


Define arbitrage


Calculate the arbitrage profit with transaction-costs

VII.  Define and explain the benefits and costs of forward contracts

Assignments
I.  Define Risk

No external assignments

II.  Define forward foreign exchange contracts

Text assignments: Ch 5:  The Forward Market pp. 129-134
III.  Interpret forward quotes

Questions: Ch 5: 5, 4, 

Problems: Ch 5: 2, 
Supplemental Problems:  5-1, 5-2, 5-3, 5-4, 5-5
IV. Speculate in the forward market

Problems: Ch 3: 5, 12
Supplemental Problems:  5-6
V.  Hedge in the forward market

Text assignments: Ch 8:  Forward Market Hedge pp. 200-202
Questions: Ch 5: 7
Problems: Ch 5: 13



Ch 8:  1

Supplemental Problems:  5-7, 5-8
VI. Arbitrage in the forward market

No external assignments

VII. Define and explain the benefits and costs of forward contracts

Text assignments:  Ch 5:  Exchange-Traded Currency Funds p.134
Part III: Forecasting Exchange Rates

Forecast currency movements by connecting exchange rates to other economic variables.

Topic 6:  How do exchange rates and interest rates interact?

Topic 7:  How does inflation affect exchange rates?

Topic 8:  Can you forecast exchange rates?

Topic 6.  Exchange rates and interest rates

Skills Developed

I.  Use the law of one price to define parity



Define the law of one price.



Demonstrate how arbitrage enforces the LOP



Define parity



Define major classes of markets



Connect parity and FX

II.  Use IRP to connect interest rates and forward rates



Define Interest Rate Parity



Identify a market in equilibrium



Identify and exploit a market disequilibrium



Define and explain covered interest difference

III.  Use IRP to connect interest rates and uncovered FX rates


Define an uncovered position


Define uncovered IRP


Forecast future FX rates using uncovered IRP

IV.
Use IRP to evaluate the current spot exchange rate


Convert the IRP relationship to focus on the current spot exchange rate


Adjust the spot rate for a change in expectations


Adjust the spot rate for a change in interest rates

Assignments
I.  Use the law of one price to define parity

Text assignments: Ch 6:  Introduction p. 139
Questions: Ch 6: 1
II.  Use IRP to connect interest rates and forward rates

Text assignments: Ch 6:  Interest Rate Parity pp. 139-148
Questions: Ch 6: 2
Problems:
Ch 6: 1, 2, 3, 4, 8

Supplemental Problems:  6-1, 6-2, 6-3
III.  Use IRP to connect interest rates and uncovered FX rates

Problems: Ch 6: 5, 6
IV.
Use IRP to evaluate the current spot exchange rate
No external assignments

Topic 7.  Exchange rates and prices

Skills Developed

I..Relate exchange rates and price differences


Define Purchasing Power Parity


Define Absolute PPP


Use Absolute PPP to evaluate an exchange rate


List and explain deviations from parity

II.  Understand inflation


Differentiate wealth and money


Define the three functions of money


Contrast specie and fiat money


Define deflation and its effect on an economy


Define inflation and how it is measured


Explain measures of price inflation


Explain measures of asset inflation


Demonstrate the effect of inflation on taxes

III.  Relate exchange rates and price inflation

Measure inflation using price indexes

Define relative PPP.

Connect changes in exchange rates to inflation

Forecast future exchange rate using Relative PPP

Explain deviations from Relative PPP

IV.  Relate exchange rates to inflation measured via interest rates


Define the Fisher Effect


Develop the International Fisher Effect


Forecast future exchange rates using the International Fisher Effect

V.  Interest rates, inflation and exchange rates

Distinguish real and nominal interest rates using the Fisher Effect.

Define International Fisher Effect.

Forecast future exchange rates using International Fisher Effect

Contrast Relative Purchasing Power Parity and the International Fisher Effect

VI.  Develop and use Real exchange rates



Contrast real and nominal rates.



Define the real exchange rate.



Use the real exchange rate to determine if a nominal spot rate is properly priced



Connect the real exchange rate to British crisis of 1992


 
Determine competitive effects of properly priced currency



Determine competitive effects of overvalued currency



Understand the problem with inflation

Assignments
I..Relate exchange rates and price differences

Text assignments: Ch 6:  Purchasing Power Parity pp. 148-155
Readings:  Economist:  Currency wars:  the burger’s verdict
II.  Understand inflation

No external assignments

III.  Relate exchange rates and price inflation

Questions: Ch 6: 4, 10, 11
Supplemental Problems:  7-1, 7-2
IV.  Relate exchange rates to inflation measured via interest rates

No external assignments

V.  Interest rates, inflation and exchange rates

Text assignments: Ch 6:  Fisher Effects pp. 155-157
Readings:  Economist:  The real picture
Questions: Ch 6: 6
Problems: Ch 6: 7

Supplemental Problems:  7-4
VI.  Develop and use Real exchange rates

Readings:  Economist:  The real picture
Questions: Ch 6: 5
Problems: Ch 6: 9, 10
Supplemental Problems:  7-3
Topic 8.  Forecasting Exchange Rates

Skills Developed

I.  Using exchange rate forecasts

List the major ways forecasts are used within corporations.
Explain the two elements of a useful forecast.

II.  Forecasting floating exchange rates 

Explain how the characteristics of a freely floating exchange rate determine its price in a market environment.
Explain how the time period of the forecast determines the forecasting method used.

Define the three major medium/long-term forecasting methods and their forecasting process.

III.  Forecasting in other exchange rate regimes

Explain how political considerations affect future exchange rates.
Contrast the managed float and free float regimes.

Assignments
I.  Using exchange rate forecasts

No external assignments

II.  Forecasting floating exchange rates 

Text assignments: Ch 6:  Forecasting Exchange Rates pp. 157-164
Questions: Ch 6: 3, 7, 8
No external assignments

III.  Forecasting in other exchange rate regimes

No external assignments

Part IV: Derivative Markets

Understand the uses of financial derivatives to manage currency risk. 
•Topic 9:  How are currency derivatives traded on an organized exchange?

•Topic 10:  How are options different from other derivative contracts?

•Topic 11:  How are long-term risks managed by currency swaps?

Topic 9.  Futures Markets

Skills Developed

I.  Understand currency futures


Define futures contracts

Understand implications of exchange-traded contract

II.  Understand the advantages of trading on an exchange

List advantages of trading on an exchange

Explain how exchanges eliminate default risk

Determine performance bond requirements

Contrast marking-to-market and settlement of futures and forwards

III. Contrast Futures and forwards


Specify the terms of futures and forwards


Contrast the uses of futures and forwards

Assignments
I.  Understand currency futures

Text assignments:  Ch 7: Introduction p. 172
II.  Understand the advantages of trading on an exchange

Text assignments: Ch 7:  Futures Contracts:  Some Preliminaries pp.173-175



Ch 7:  Currency Futures Markets pp. 175-177



Ch 7:  Basic Currency Futures Relationships pp. 177-179
Questions: Ch 7:  2, 4, 
Problems: Ch 7: 1, 2, 3, 4, 5

Supplemental Problems:  9-1, 9-2, 9-3
III. Contrast Futures and forwards

Questions: Ch 7: 1, 3
Topic 10.  Options Markets
Skills Developed

I. Define foreign exchange options

Define options

Define option markets

II.  Value options


Understand the Black-Scholes Model


Understand the Binomial Model


Determine the option premium
III. Speculate with options


Speculate by buying a call option


Speculate by writing a call option


Speculate by buying a put option


Speculate by writing a put option

IV. Hedge with options


Hedge a business exposure with an option


Contrast option hedges with forward and future hedges

Assignments
I. Define foreign exchange options

Text assignments: Ch 7:  Option Contracts: Some Preliminaries p. 180



Ch 7:  Currency Option Markets pp. 180-181



Ch 7:  Currency Futures Options p. 181
II.  Value options

Text assignments:
Ch 7:  Basic Option Pricing Relationships at Expiration p. 181-184



Ch 7:  American Option Pricing Relationships pp. 184-186



Ch 7:  European Option Pricing Relationships p. 186-188
Questions: Ch 7: 6, 7
Problems: Ch 7: 6, 7, 8, 9, 10, 11, 12

Supplemental Problems:  10-1, 10-2, 
III. Speculate with options

Supplemental Problems:  10-3, 10-4
IV. Hedge with options

Questions: Ch 7: 5
Topic 11.  Swap Markets

Skills Developed

I.  Define the predecessors of the swap markets


Explain the need for additional classes of derivatives


Identify the vehicles for managing long-term FX risk


Explain parallel loans


Explain back-to-back loans


Identify the weaknesses of debt-based FX risk management

II. Use currency swaps


Define currency swaps.

Create a currency swap hedge


Contrast currency swaps with its predecessors.

III. Understand the basics of interest rate swaps


Define interest rate swaps.


Understand the basic characteristics of interest rate swaps

IV. Use interest rate swaps to increase profitability


Define role of swap dealer


Use swap dealer to hedge interest rate risk

V.  Use interest rate swaps to hedge long-term FX risk

Define role of a swap dealer


Use swap dealer to hedge interest rate risk

VI. Getting out of swaps


Identify the risks of a long-term swap commitment


Identify the problem with an established currency swap


Calculate the buyout of a swap

VII. Set up a reverse swap

VIII.  Summarize the benefits of swaps

Define the benefits of swaps

Understand that currency and interest rate swaps can be combined

Assignments
I.  Define the predecessors of the swap markets

No external assignments

II. Use currency swaps

Text assignments:  Ch 14:  Introduction p.350



Ch 14:  Types of Swaps p.350



Ch 14:  Size of the Swap Market p. 351



Ch 14:  The Swap Bank p. 351



Ch 14:  Swap Market Quotations pp. 351-352



Ch 14:  Currency Swaps pp. 355-356

Supplemental Problems:  11-1
III. Understand the basics of interest rate swaps

Text assignments:  Ch 14: Interest Rate Swaps pp.352-355
Questions: Ch 14:  1
IV. Use interest rate swaps to increase profitability

Questions: Ch 14:  2, 3, 
Problems: Ch 14: 1, 2, 3, 6
V.  Use interest rate swaps to hedge long-term FX risk
Questions: Ch 14: 8, 9, 10
Problems:  Ch 14:  4, 8, 9
Supplemental Problems:  11-2

VI. Getting out of swaps

Text assignments:  Ch 14:  In More Depth:  Pricing the Basic Interest Rate Swap p. 355



Ch 14:  In More Depth:  pp. 357-360
VII. Set up a reverse swap

No external assignments
VIII.  Summarize the benefits of swaps

Text assignments:  Ch 14:  Variations of Basic Interest Rate and Currency Swaps p. 360



Ch 14:  Risks of Interest Rate and Currency Swaps pp. 360-362



Ch 14:  Is the Swap Market Efficient? P. 362
Questions: Ch 14: 4, 5, 6, 7, 
Part V: Foreign Exchange Exposure and the Firm 

Why is the multinational corporation an efficient economic organization?

Topic 12:  What is a multinational firm?

Topic 13:  How do exchange rates affect the firm’s future operating cash flows?

Topic 14:  How are the firm’s transactions affected by exchange rate changes?

Topic 15:  What strategies and tactics help firms manage and profit from FX risk?

Topic 12.  The Firm

Skills Developed

I.  Understand the multinational corporation


Define globalization


Define the MNC

II.  Define the goal of the MNC


Connect goals to corporate governance


Specify the goal of the MNC


Explain how MNCs obtain this goal

III.  Specify possible goal metrics

IV.  Define the three FX exposures


Clarify the role of expectations in FX risk management


Define Translation Exposure


Define Transaction Exposure


Define Operating Exposure


Combine the exposures

Assignments
I.  Understand the multinational corporation

Text assignments: Ch 1:  Multinational Corporations pp. 20-22
II. Define the goal of the MNC

Text assignments:  Ch 1:  What’s Special About International Finance pp.5-8



Ch 1: Goals for International Financial Management pp. 8-9



Ch 4:  Introduction p. 83



Ch 4:  Governance of the Public Corporation: Key Issues pp. 84-85



Ch 4:  Law and Corporate Governance pp.93-96



Ch 4:  The Agency Problem pp. 85-87



Ch 4:  Remedies for Agency Problem pp. 87-93
Questions: Ch 1: 2, 4, 6, 7, 8, 9



Ch 4:  1, 2, 3, 4, 5, 6, 7, 8, 9, 10
III.  Specify possible goal metrics

No external assignments

IV.  Define the three FX exposures

Text assignments:  Ch 8:  Introduction p. 198



Ch 8:  Three Types of Exposure pp.198-199
Topic 13.  Operating Exposure 
Skills Developed

I. Understand operating exposure


Define operating exposure


Recognize effects of operating exposure on a company


Quantifying operating exposure

II.  Manage Operating Exposure


The product decision


The production decision


The financing decision


Issues concerning operating exposure

Assignments
I. Understand operating exposure

Text assignments:
Ch 9:  Introduction pp. 227-229



Ch 9:  How to Measure Economic Exposure pp. 229-233



Ch 9:  Operating Exposure:  Definition pp. 233-234



Ch 9:  Illustration of Operating Exposure pp. 234-236



Ch 9:  Determinants of Operating Exposure pp. 236-238
Readings:  WSJ:  Ship Those Boxes: Check the Euro
Questions: Ch 9:  1, 2, 3, 4, 5, 6, 7, 8, 9 10, 11
II. Manage Operating Exposure

Text assignments:  Ch 9:  Managing Operating Exposure pp. 238-241
Topic 14.  Transaction Exposure

Skills Developed

I.  Understand transaction exposure


Define transaction exposure. 

Determine the contractual currency


Determine the net transaction exposure

II. Classify risk-management techniques


Identify the two risks


Manage market risk


Manage total risk


Identify who should manage risk

III. Hedge transaction exposure


Identify transaction management strategies


Manage transaction exposure with contractual hedges


Relate option premium to expectations


Use expectations to guide hedging decision

Assignments
I.  Understand transaction exposure

Text assignments:  
Ch 8:  Hedging Through Invoice Currency pp. 210



Ch 8:  Exposure Netting p. 211



Ch 8:  Cross-Hedging Minor Currency Exposure pp. 208
Questions: Ch 8:  1, 10
II. Classify risk-management techniques

No external assignments

III. Hedge transaction exposure

Text assignments: 
Ch 8:  Forward Market Hedge pp.200202



Ch 8:  Money Market Hedge pp. 202203



Ch 8:  Options Market Hedge pp. 203205



Ch 8:  Hedging Foreign Currency Payables pp. 205207



Ch 8:  Hedging Contingent Exposure pp. 208-209



Ch 8:  Hedging Recurrent Exposure with Swap Contracts pp. 209-210



Ch 8:  Should the Firm Hedge?  pp. 211-215



Ch 8:  What Risk Management Products do Firms Use?  pp. 215-216
Questions: Ch 8:  2, 3, 4, 5, 6, 7, 9, 10
Problems: Ch 1, 2, 3, 4, 5, 6

Supplemental Problems:  14-1, 14-2, 14-3
Topic 15.  Operating Strategies
Skills Developed

I.  Define Internal financing considerations


Contrast two views of the MNC


Explain the benefits of global coordination

II.  Set up reinvoicing centers and transfer prices


Understand reinvoicing centers


Define transfer prices


Reduce taxes using transfer prices

III. Shift funds using trade credit


Define trade credit


Define liquidity shifting


Manage trade credit for arms-length transactions


Make liquidity shifting decision using transfer prices

Assignments

I.  Define Internal financing considerations

No external assignments

II.  Set up reinvoicing centers and transfer prices

Questions:  Ch 8:  8
Supplemental Problems:  15-1
III. Shift funds using trade credit

Text assignments: Ch 8:  Hedging Through Invoice Currency pp. 210
Supplemental Problems:  15-2
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