“Professional Trading”, Exchange Rate Risk
and the Growth of International Banking:
- A Note*

1. Introduction

When the world abandoned the fixed exchange rate regime to
replace it with a regime of flexible exchange rates among the main
convertible currencies, the issue of whether speculation was stabilizing
or destabilizing received a great deal of attention. However, McKinnon
(1979) pointed out that the fundamental issue is not whether specula-
tion is stabilizing or not; it is rather whether adequate speculative funds
are available to ensure capital mobility. He advanced the view that the
move to a regime of flexible exchange rates can increase the exchange
rate risk and thereby reduce capital mobility because of a dearth of
speculative funds.' The purpose of this note is to argue that the
development of international banking in recent years has enabled
commercial banks to carry more speculative foreign exchange positions
without incurring undue increases in risk, and thus at least partially
alleviating the problem identified by McKinnon.
| The argument presented in this note is still another of the
numerous explanations which have been offered to account for the
growth of international banking.? These explanations are not necessatily
inconsistent with one another, and each contributes something to our

* The author thanks Jeleel Ahmad for his detailed comments on a first draft of this note,

' McKiNNON (1979), chapter 7, part I, particularly p. 156,

* ALIBER {1934) surveys these explanations. The “follow-the-leades” explanation suggests
that banks expand across national borders to comiinue to service customers who themselves
establish branches or subsidiaries abroad, because it is profitable to do so in the context of
monopolistic competition due to differentiation of the package of banking services provided by
different banks. Another explanation sees expansion abroad as the pervasive effect of competition:
banks operating under intense competition in some home markets are forced to develop low cost
technologies for financial intermediation, and have then an incentive to exploir their competitive
advantage in other markets. A third explanation, drawn from the analysis of foreign direct
investment, argues that banks use management technology and matketing knowhow developed for
domestic uses at very low marginal cost abroad, A fourth explanation, which is an application of
the “eclectic theory of production” developed in the context of the analysis of multinational
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understanding of the vatious aspects ox‘c internatl.onal .btaglkanul:g:m'f£z
specific argument elaborated in the followgg pages is that, s e
establishment of money market and foreign exchange ope'rat{(f).ns n
major trading centres throughout the worlc'l, large banlgs can signi ilt(]fout
ly reduce the risk of those operations, or increase thexrureturnthw o
increasing their risk. The argument rests ﬁmdamer_lta y on ; ":t Wi -
known fact that the Earth executes a complete rotation arou?dl S. :};d
once in every 24 hours, generating in the Process a sequence o t?yss <
nights (at least in areas of the planet with large concentration

population).

2. Foreign Exchange Dealing as Speculation

An important component of intetnational money nrin{arketk c:;p;fz
tions is foreign exchange dealing in the v.vholesale x{ltef]aa mthar fe s
important to recognize that “professional tradm.g 30%11 e 01:t fl
exchange market is, technically, a form of spc;culatmr;f. : te}e]n rqgﬁ 0%
the buying and selling rates, the dealer commits herself to ei ::If geal
sell at these prices, up to some customary maxnnulp.amqunt;f. j;en
goes through, the dealer automanca]ly tak'es a pos1t1011h in the cu ! th(;{
she purchased and carries the res.ultmg risk: should the price i)b a
currency fall during the period of time needed to reach a potfintla | E[fan
(say, the next 3 minutes) the deal may produce a gain lowe

expected or even result in a loss. _ . .
? Thus, gains from foreign exchange dealing are speculative gains:

dealers expect to make a profit (on behalf of their banks) by purchasing

. . . " s to
enterprises, combines the existence of ownership-specific airf]t(li] locatrll?nt-sic:cfﬁe gtcilgf:s]t?;es to
account for the phenomenon of multinational banking, t]lj b, ma rzduc é:o;]s ctions due 1o
o e regulatli)ons i tax?iﬁ'o?ﬁ?s?ieﬁﬁ thz g::;iﬁ of euro-currency banking
C&?[lﬂs%?lciggf/])&f?;‘ﬁly Eiir:eif:)l;'zry dif%erences in the cost of capital have a}lso btef:nf E:er;lt :15 (?)nr
t(axplanatfon: firms in ge;eral are able to e:l{panjd their market Slfl?re ivhen tEc:;} :gii ; N l?anking,
any other input) is lower than their competitors’; becanse Oflﬂ.’e t}llgh :':igigof e
this general principle is seen as particularly relevant to explain the p

the world market.

3 1981), p. 263.
4 %Ei‘iﬁ-é 1190 w)'riltjten rules about these customary amounts, Tt appears that quotes by a large

i Bank CORPORATION (1980),
d fi to the equivalent of $5,000,000 [see SwIss RATION
bagg]wgglddgzlf?li’volgﬁllglﬁarger anﬁ)unts, the amouat should be announced by the inquiring party

E;:fore asking for the quotes,
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currencies at rates below those at which they expect to be able to sell
them in the near furare, Their success will depend, of course, on their
ability to assess correctly the current state of the market and to forecast
its direction,

It is convenient to decompose conceptually the gain arising from a
dealer’s purchase of one unit of foreign currency into two components:
one which is the difference between buying and selling rates prevail-
ing at the time of the transaction (which is known, and will be
considered constant to simplify the analysis); another which represents
the change in the selling rate of that currency between the instant of the
puichase by the dealer and the instant of the sale. If the current buying
and selling rates take into account all available information, this second
component will be random surprises. Thus, assuming that exchange
rate movements follow a random walk, the gains from “professional
trading” will also follow a random walk.® As is well-known, the random
walk model implies that the expected gain at the time the position is
opened will not depend on the time of the offsetting transaction, but its
vatiance will increase with the duration of the interval between the
purchase and the sale of a currency.®

In the course of a working day, purchases and sales of currencies
by a foreign exchange dealer may be separated by, say, about 3 minutes,
The risk incurred by the dealer during these 3 minutes is relatively
moderate, and the bank is compensated adequately by the expected
gain resulting from the spread between buying and selling rates. A
special problem arises however as the business day comes to a close,
The variance of the return on the position left open overnight will
Increase in proportion to the time that clapses before the start of the
next business day; this represents 2 very large increase in risk:” this
increase in risk is evidently the reason for the legal requitement or
customary practice of closing all positions at the end of the day, or, at
least, of reducing the uncovered position to a small fraction of what it
normally is during the course of a business day.

T Formally, z,,, = z, + W 4 1, where z, is the speculative gain from purchasing one unit of
foreign currency at time o and selling at time t and v, is normally distributed with zero mean,
variance oy and is serially uncorrelated, Thus 2z =B, — R, where R, is the rate at which currency
was purchased at time o, and R, is the rate prevailing at time .,

 That is: E (z,,/ .. S T

Var (z,,;) = io}
" Thus, between 4 p.m. and 9 a.m. the next morning, 17 houts, or 340 petiods of 3 minutes,
will elapse, The variance of the teturn of a position left open overnight will thus be 340 times the
vatiance of the return on a position opened and closed within 3 minutes in the normal course of

usiness during the day. The risk, measured by the standard deviation of the teturn, will be about
18 times higher,
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3. Dealing around the Clock: Following the Sun

An alternative to the managing of foreign exchange risk described
in the previous section is to participate iq‘the foreign exchange fmarl‘;»ets
on a continuous basis. To implement this alternative course o actcic_)n,
what is needed is to create a chain of foreign gxchange units spreading
from Fast to West, at distances where the business hours bet\izeen any
two sequential units overlap somfzwhat. Thus, for example, oplf;n
positions held by a bank’s office in New York or Toronto can be
transferred to its office in Los Angeles or Vancouver when the sun StE}:;:S
down on the East Coast; it will then be transferred to the c')fﬁcei] in the
Far Fast (this will require some activity beyond regular b}lslneSS ouc;s),
then to those in the Middle East and in Europe before being returne t0
i ing point. '

e Staé;miliwing almost uninterrupted tradh.]g, banklgg aloilg. an
Fast-West axis enables banks to carry cont]lnuous.ly specu .aFweal
positions for indefinite periods of time without incurring an gcldltlfon
risk, which would have been unavoidable‘ if banks had to Wltl’(ll rav\Ir rcl)m
active trading for extended periods of time every 24-1'_10ur ay. It a ilo
enables the banks to meet the legal or customary reqmrementsb regard-
ing the ceilings imposed on open positions at the close of t?fh 1213111&125
day, as each office can indeed close its position at the end o h efuaghe};
transferting the open speculative positions to a bran

Westwards.

4. Private and Social Advaniages of Continous Dealing

The enhanced oppottunities of continuous trading have advantages
for individual banks as well as for the society as a Whple. ‘

To individual banks, continuous tradipg provides an oppoxtunity
for higher profits, or lower risks, by allowing a more mtens1fve uze r(;
fixed resources — skills and knowledge of their teams ot tra elci
communication network, market intelligence — which otherwise woulc
remain underutilized. It enables them to carry open S.peculatlve posi-
tions without increasing the risk they incur. Poss1bl'y, it 'also generattlfz
some positive externalities in the form of better intelligence, as
markets are by necessity continuously monitored.
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In a world of floating exchange rates where residents of different
countries have different “preferred habitats” in terms of currencies of
denomination of their portfolios, speculation is a necessary condition
for capital flows to occur: speculation is needed to provide a counter-
part to interest arbitragers seeking to hedge against the exchange rate
risk.® Thus by enabling banks to carry open positions around the clock
without increasing the implicit exchange rate risk, the growth of
international banking along the lines analysed in this note has enabled
the professional tradets to commit more funds to speculation without
requiring the additional return which would be necessary to induce
them to carry a more risky portfolio. The result of this development is,
therefore, to stimulate capital mobility by creating a downward pressure
on the “risk premium” that speculators would otherwise require to hold
open positions as needed to relieve interest arbitragers of the exchange

rate risk. Foreign exchange markets are thereby made more efficient
and capital mobility is enhanced.

5. Summary and Conclusions

This note has argued that banks have an incentive to spread their
activities on the money markets around the globe and to deal on the
foreign exchange markets continuously. In doing so, they are able to
take speculative positions in foreign exchange markets without increas-
ing the risk of their portfolio. Because the availability of speculative
funds in adequate amounts is essential to promote capital mobility
through the initiative of interest arbitragers, this effect of the spread of
international banking is seen as a positive development. In particular, it
alleviates to a certain extent the general shortage of speculative funds
which McKinnon (1979) foresaw as the likely outcome of the greater
exchange rate risk inherent in a regime of flexible exchange rates.

Montreal

Punmpe CALLIER

* This role of speculation is made particularly clear by the so-called “Modegn Theory of the

Forward Foreign Exchange Market”, See for example GRUBEL (1966 or an International Finance
textbook (such as KENEN, 1985).




—

428 Banca Nazionale del Lavoro

REFERENCES

ROBERT 7. ALIBER, “International Bauking: A Survey”, Journal of Moriey, Credit and Banking,
November, 1984, pp. 661-678 {and pp. 696-712 for bibliography).

PmitipPE CALLISR, “Covered Atbitrage Margin and Transaction Costs”, Weltwirtschaftliches 1
Archiv, 1981 (Vol. 117, No. 2), pp. 262-275.

HERSERT G. GRUBEL, Forwerd Exchange, Speculation and Intermational Capital Flows, Stanford
University Press {Palo Alto, California), 1966.

HerseRT G. GRUBEL, “The New Intetnational Banking”, in this Revimw, Septémber 1583, pp.
263-284. -

PerER B. KuNGN, The International Economy, Prentice Hall (Englewood Cliffs, N.J.), 1985.

Rowarp T. McKINNON, Money in International Exchange: The Convertible Curvency System, Osford
Univertsity Press (New York), 1979,

Swiss BANK CORPORATION, Foreign Exchange and Money Market Operations, Swiss Bank Corpota-
tion {Basle and Zutich), 1980, !




