Lecture 2:
Definitions and BoP Accounting

Spring 2008



Concepts/Definitions

GDP

Real versus nominal
Price level, inflation
Money

Interest rates



GDP

« Sum of value of all goods and services
produced within a given time period
(usually a year or a quarter)

* If quarterly, usually adjusted up to yearly
rates

« GDP=C+ |+ G+ (Ex—1Im)
 All these are “final” goods and services



Real vs. Nominal

Nominal values are expressed at values
recorded. GDP is just all the values of
items spent on, added up.

Real values control for the general price
level, to get in principle “quantities”.

Nominal Value/Price index = Real Quantity
Nominal Price/Price index = Relative Price



Price Level vs. Inflation

Let P = price level

Inflation = percent rate of change of price
level

Standard definition: 1, = (P, — P,_{)/P.4 (on
annual basis)

Sometimes, a continuously compounded
definition is used:

M, = In(Py)-In(Py4)
Standard variables: CPI, core CPI, PCE
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Inflation: Total vs. Core
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Inflation: M/M vs. Y/Y
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Nominal Interest Rates
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Interest Rates: Close Up
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Real Interest Rates
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Accounting, Exchange Rates

« Balance of payments accounting
* Exchange rates
* Foreign exchange markets



Balance of Payments Accounting

CA + KA + ORT

“‘current a/c”  “private financial a/c”  “official financial a/c”

CA = TB + transfers + net income
TB = EX-IM

ORT is changes in holdings of central
banks, monetary authorities



Chart 14-1 Changes to the Balance of Payments Terminology in 1999
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Source: CEA, ERP 2004.
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Definitions

* Exchange rates: number of home currency
units required to purchase one unit of
foreign currency; also price of foreign
currency.

« E.g., from EU resident perspective: €/9$,
€/¥

* E.g., from Chinese resident perspective:
¥/$
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Example: €/¥
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The Value of the Dollar
(vs. Euro, Trade Weighted basket [major, broad])
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The institutional features of the
forex market
Average turnover in April 2007 = USD3.2
trillion per day

Most trading volume between dealers,
next most with financial institutions, next
most with non-financials.

USD, EUR, JPY, GBP, SFR most
important in turnover.

AUD moving up quickly.



Trends In FX Turnover

Global foreign exchange market turnover’

Daily averages in April, in billions of US dollars

1992 1995 1598 2001 2004 2007

Spot transactions 354 494 568 387 621 1,005
Qutright forwards 58 a7 128 131 208 362

Up to 7 days 50 65 51 a2 154

Over 7 days 46 62 80 116 208
Foreign exchange swaps 324 546 734 B56 944 1,714

Up to 7 days 382 528 451 RG2 1,329

Cwer 7 days 162 202 204 250 382
Estimated gaps in reporting 44 53 51 26 107 129
Total “traditional” turnover 820 1,190 1.490 1,200 1,880 3,210
Memo: Tumover @rf April 2007

exchange rafes® 880 1,150 1,650 1,420 1,850 3,210

1."-'-.-::|ju51e::| for local and cross-border double-counting. Dus o incomplet® maturity breakdown, componenis do not always sum o
totals. 2 Mon-US dollar legs of foreign currency transactions were converted from current US dollar amounts into original currency

amounts at average xchangs rates for Apnl of each survey year and then reconverted into US dollar amounts at average April 2007

exchange rates.

Table 5.1




Definitions of Terms

Spot transaction: single outright transaction involving the
exchange of two currencies at a rate agreed on the date
of the contract for value or delivery.

Outright forward: transaction involving the exchange of
two currencies at a rate agreed on the date of the
contract for value or delivery at some time in the future

Foreign exchange swap: transaction which involves the
actual exchange of two currencies (principal amount
only) on a specific date at a rate agreed at the time of
the conclusion of the contract, and a reverse exchange
of the same two currencies at a date further in the future
at a rate agreed at the time of the contract.



Definition of Terms (cont'd)

Currency swap: contract which commits two
counterparties to exchange streams of interest payments
in different currencies for an agreed period of time and to
exchange principal amounts in different currencies at a
previously agreed exchange rate at maturity.

Currency option: Option contract that gives the right to
buy or sell a currency with another currency at a
specified exchange rate during a specified period.

Forward rate agreement (FRA): interest rate forward
contract in which the rate to be paid or received on a
specific obligation for a set period of time, beginning at
some time in the future, is determined at contract
Initiation.



Definition of Terms (cont'd)

Interest rate swap: agreement to exchange periodic
payments related to interest rates on a single currency.

Interest rate option: option contract that gives the right to
pay or receive a specific interest rate on a predetermined
principal for a set period of time.



Reported foreign exchange market turnover by currency pair’

Daily averages in April, in billions of US dollars and per cent

2001 2004 2007
Armount % share Amount % share Amount % share
U5 dollar/euro 354 30 501 28 840 27
S dollarfyen 231 20 296 17 397 13
S dollar/sterling 125 1 245 14 361 12
LS dollar’Australian dollar 47 4 40 175 B
LS dollar/Swiss franc 57 5 78 4 143 5
S dollar’/Canadian dollar 50 4 71 4 115 4
US dollar/Swedish krona® 56 .
U3 dollar/other 185 17 292 16 572 19
Euroiyen 30 3 51 3 70 2
Euro/sterling 24 2 43 2 64 2
Eure/Swiss franc 12 1 26 1 54 2
Eurc/other 21 2 39 2 112 4
Other currency pairs 26 2 432 2 122 4
All currency pairs 1,173 100 1,773 100 3,081 100

! Adjusted for local and cross-border double-counting.

2007, and is inddudead in "othear”.

2 The US dollar’Swedish krona pair could not be separately identified before

Table B.5




FX Trading Centers

Geographical distribution of reported foreign exchange market turnover’

Craily averages in April

n billions of US dollars and per cent

1958 2001 2004 2007

Amount % s=hare Armount %% share Amount %% share Lmount Y% share
Argentina 2 0.1 1 0.0 1 0.0
Australia 47 2.4 52 3.2 21 3.4 170 4.3
Ausiria 11 0.6 b 0.5 13 0.6 18 0.4
Bahrain 2 0.1 3 0.2 3 0.1 K 0.1
Belgium e 1.4 10 0.6 20 0.8 45 1.2
Brazil® 5 0.3 5 0.3 3 0.1 5 0.1
Bulgaria .. 1 0.0
Canada 37 1.9 42 2.6 54 2.2 &0 1.5
Chile 0.1 2 0.1 2 0.1 4 0.1
China® 0 0.0 0.0 1 0.0 g 0.2
Colombia . . 0 a.0 1 0.0 2 0.0
Czech Republic 5 0.3 2 0.1 2 0.1 5 0.1
Cienmark 27 1.4 23 1.4 41 1.7 g6 2.2
Estonia : 0 0.0 1 0.0
Finland = 0.2 2 0.1 2 0.1 & 0.2
France T2 3.7 45 3.0 B3 2.6 120 2.0
Germany S 4.8 bt 5.5 118 4.5 SO 25
Greece I 0.4 5 03 4 0.2 5 0.1
Hong Kong SAR o 4.0 =) 4.1 102 4.2 175 4.4




Geographical distribution of reported foreign exchange market turnover' (cont)

Daily averages in April, in billions of US dollars and per cent

1958 2001 2004 2007

Amount | % share | Amount | % share | Amount | % share | Amount | % share
Singapore 139 7.1 1 6.2 125 5.2 231 5.8
Slovakia 1 0.0 2 0.1 3 0.1
Slovenia 0 0.0 0 0.0 0 0.0
South Africa 5 0.3 10 0.6 10 0.4 14 03
Spain 19 1.0 g 0.5 14 0.6 16 0.4
Sweden 15 0.3 24 1.5 31 1.3 42 1.1
Switzerland 82 4.2 71 44 79 3.3 242 6.1
Taiwan, China 3 0.3 4 0.3 8 0.3 15 0.4
Thailand 3 0.2 2 0.1 3 0.1 5 0.2
Turkey 1 0.1 3 0.1 3 0.1
United Kingdom 637 32.5 o204 31.2 753 31.3 1,259 34.1
United States 351 17.9 254 157 461 19.2 664 16.6
Total 1,969 100 1,616 100 2,408 100 3,988 100

" Adjusted for local double-counting (“net-gross”). * For 1888, spot transactions only. * For 1888, 2001 and 2004, spot transactions
Tabkle B.2

anly.




Time series: geographical dist'n
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Central bank holdings of reserve currencies
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