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ForeignForeign--Exchange MarketsExchange Markets
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The FX market is the The FX market is the 
mechanism for the exchange mechanism for the exchange 
of one currency for anotherof one currency for anotherof one currency for another.of one currency for another.
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FXFX--Market OverviewMarket Overview

 Functions of FX marketsFunctions of FX markets

 Demographics of FX marketsDemographics of FX markets

FX atesFX ates FX ratesFX rates

 OverOver--thethe--counter FX marketscounter FX markets

 ExchangeExchange--traded FX marketstraded FX markets
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Functions of FX MarketsFunctions of FX Markets
 Facilitating international tradeFacilitating international trade

 Facilitating international sourcingFacilitating international sourcing
& investing of funds& investing of funds

 HedgingHedging

 SpeculatingSpeculating

 ArbitrageArbitrage
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HedgingHedging

 Defensive operations to protectDefensive operations to protect
against FX risk against FX risk 

 Risky exposure is eliminated. Risky exposure is eliminated. 
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SpeculationSpeculation

 Seeking to profit simply from Seeking to profit simply from 
movements in the valuemovements in the value
of a currencyof a currency

 Risky exposure is deliberately Risky exposure is deliberately 
created.created.
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ArbitrageArbitrage

 SimultaneouslySimultaneously buying and selling buying and selling 
the same product or contractthe same product or contract

 Profiting from a small price Profiting from a small price 
dididiscrepancydiscrepancy

???: How much risk does the ???: How much risk does the 
arbitrageur bear?arbitrageur bear?

???: How much money is needed????: How much money is needed?
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Demographics of FX MarketsDemographics of FX Markets

 Size of FX markets worldwideSize of FX markets worldwide

•• $4,100,000,000,000 $4,100,000,000,000 per dayper day

 Most important FX marketsMost important FX marketsMost important FX marketsMost important FX markets

 Most important currenciesMost important currencies

 More than 160 currenciesMore than 160 currencies
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FX Quotes (1)FX Quotes (1)
 The price of one currency in The price of one currency in 

terms of anotherterms of another

•• European termsEuropean terms: FC1 / US$1: FC1 / US$1

•• American termsAmerican terms:  US$ / FC1:  US$ / FC1

 The currency in the denominatorThe currency in the denominator
isis being priced.being priced.

•• The The unit unit currencycurrency (1)(1)
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FX Quotes (2)FX Quotes (2)

 OutrightOutright quotesquotes

SF 1.6522/$1 SF 1.6522/$1 –– SF 1.6525 / $1SF 1.6525 / $1

or: SF 1 6522or: SF 1 6522 5 / $15 / $1or: SF 1.6522or: SF 1.6522--5 / $15 / $1

 Buy & sellBuy & sell
 Bid & offerBid & offer
 Bid & askBid & ask
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FX Quotes (3)FX Quotes (3)
 The quotes are the bank’s prices.The quotes are the bank’s prices.

 Your prices are just the Your prices are just the oppositeopposite..p jp j pppp

•• If the bank is If the bank is buyingbuying $ w/ ¥, then you $ w/ ¥, then you 
would be would be sellingselling $ & buying ¥.$ & buying ¥.
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FX RatesFX Rates
 Wholesale vs. retail Wholesale vs. retail 

 Spot rateSpot rate

 Forward rateForward rateForward rateForward rate

 Cross rateCross rate

 OTC OTC versusversus exchangeexchange--tradedtraded
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OverOver--thethe--CounterCounter FX MarketFX Market
 95% of the market95% of the market

 Commercial and investment banksCommercial and investment banks

 Every currency has an OTC market.Every currency has an OTC market. Every currency has an OTC market.Every currency has an OTC market.

 OTC contracts are OTC contracts are customizedcustomized..

•• SizeSize
•• MaturityMaturity
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OTC MarketOTC Market

 OTC markets are OTC markets are verbalverbal..

•• But But legally bindinglegally binding

 No collateral No collateral is required.is required.
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OTC MarketOTC Market

 The bank and customer are each The bank and customer are each 
other’s other’s counterpartycounterparty..

Th  i  Th  i   d   d  OTC kOTC k There is There is no secondary no secondary OTC marketOTC market..
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Participants in the FX MarketParticipants in the FX Market

 FX dealerFX dealer

 FX customersFX customers

 National governments (when National governments (when 
intervening)intervening)
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FX MarketsFX Markets
 FX dealer FX dealer = = FX trader FX trader works for the works for the 

bankbank

 Each bank chooses which currencies Each bank chooses which currencies 
to trade.to trade.to trade.to trade.

•• No bank trades ALL currencies.No bank trades ALL currencies.

•• Many smaller banks do not trade FX at all.Many smaller banks do not trade FX at all.
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The The Dealing BankDealing Bank

 The most important participant in the The most important participant in the 
OTC FX markets. OTC FX markets. 

 Source of profit for dealing banksSource of profit for dealing banks Source of profit for dealing banksSource of profit for dealing banks

•• SpreadSpread between the buy between the buy & & sell quotessell quotes

•• Arbitrage Arbitrage 

•• SpeculationSpeculation
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The Dealing BankThe Dealing Bank

 The FX dealing banks are  the The FX dealing banks are  the 
market makersmarket makers::

•• AActually buying and sellingctually buying and selling

 Not just serving as a broker between Not just serving as a broker between 
buyer and seller.buyer and seller.

•• Dealing banks are ALWAYS in the market Dealing banks are ALWAYS in the market 
---- both buying & selling at all times.both buying & selling at all times.
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The Dealing BankThe Dealing Bank

 The FX The FX dealer buys dealer buys for the bank’s for the bank’s 
account when the customer is account when the customer is 
sellingselling..

 The FX The FX dealer sells dealer sells from the bank’s from the bank’s 
account when the customer is account when the customer is 
buyingbuying..
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FX CustomersFX Customers
 CompaniesCompanies

 NonNon--trading bankstrading banks

 Institutional investorsInstitutional investors

 Government agenciesGovernment agencies

 International agenciesInternational agencies

 Wealthy individualsWealthy individuals
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FX Review: FX Review: InterventionIntervention

 How does a government intervene if it How does a government intervene if it 
wishes to wishes to lowerlower the value of its the value of its 
currency in the FX marketcurrency in the FX market??

•• What limits how much the central bank can What limits how much the central bank can 
intervene to lower its currency’s XR?intervene to lower its currency’s XR?
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FX Review: InterventionFX Review: Intervention

 What does the central bank do if it What does the central bank do if it 
wishes to wishes to increaseincrease the value of its the value of its 
currency in the FX market?currency in the FX market?

•• What limits how much the central bank What limits how much the central bank 
can intervene to raise its currency’s can intervene to raise its currency’s 
XR?XR?
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SpotSpot MarketMarket

 The OTC market for the shortestThe OTC market for the shortest--
term FX contractsterm FX contracts

•• Settlement dateSettlement date: usually 2 : usually 2 businessbusiness
daysdays

 AllAll convertible currencies haveconvertible currencies have
spot markets.spot markets.
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Spot Market (2)Spot Market (2)
 All other FX markets are tied to All other FX markets are tied to 

the spot markets!the spot markets!

•• Forward marketForward market

•• Futures Futures marketmarket

•• Option marketOption market
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PurchasingPurchasing--Power ParityPower Parity
 A longA long--term forecasting tool for term forecasting tool for 

spotspot--marketmarket XRsXRs

 Tendency for the spot rate toTendency for the spot rate to
change so that the relativechange so that the relative
purchasing power of the purchasing power of the 
currencies is unchanged currencies is unchanged 
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Spot Market (3)Spot Market (3)

 Government intervention is Government intervention is 
almost solely in the spot OTC almost solely in the spot OTC 
markets.markets.

•• Approximately 33% of FX trading is Approximately 33% of FX trading is 
in the spot market.in the spot market.
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FX Review: FX Review: Spot RateSpot Rate
 Changes in the values of currencies in Changes in the values of currencies in 

the the spotspot markets are caused by:markets are caused by:

•• Normal supply & demand for commercial and Normal supply & demand for commercial and 
financial transactionsfinancial transactions

•• ArbitrageArbitrage

•• HedgingHedging

•• ““HotHot--moneymoney” flows” flows

•• Government interventionGovernment intervention
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Forward Market Forward Market 

 The OTC market for longerThe OTC market for longer--term term 
FX contractsFX contracts

S ttl t i   th  2 b i  S ttl t i   th  2 b i  •• Settlement is more than 2 business Settlement is more than 2 business 
days.days.
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Forward Market (2)Forward Market (2)
 Most common forward rates:Most common forward rates:

•• 1 & 2 weeks1 & 2 weeks

•• 1, 2, 3 & 6 months1, 2, 3 & 6 months

•• 1 year1 year

•• Long forwardsLong forwards in a few major in a few major 
currenciescurrencies
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Forward Market (3)Forward Market (3)
 The forward XR is determinedThe forward XR is determined

today.today.

 The customer knows exactly how The customer knows exactly how 
much will be paid or receivedmuch will be paid or receivedmuch will be paid or received.much will be paid or received.

 FX risk is eliminated.FX risk is eliminated.

 Customer pays nothing now.Customer pays nothing now.
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Forward Market (4)Forward Market (4)

 The forward (FR) rate is almost The forward (FR) rate is almost 
always different from the spot. always different from the spot. 

•• PremiumPremium

•• DiscountDiscount
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Forward Market (5)Forward Market (5)

 The forward rate is The forward rate is determined determined 
by interestby interest--rate differencesrate differences..

•• NotNot supply & demandsupply & demand

 ((EffectiveEffective) ) InterestInterest--rate parityrate parity (IRP)(IRP)

•• InterestInterest--sensitive “sensitive “hot moneyhot money””
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Forward Market (6)Forward Market (6)

 Only about 11% of the FX activity of Only about 11% of the FX activity of 
U.S. banks is in U.S. banks is in outrightoutright forwardsforwards..

 Only 15 Only 15 -- 20 currencies have active 20 currencies have active 
forward markets.forward markets.
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Forward Market (7)Forward Market (7)
 3 methods of quoting FR:3 methods of quoting FR:

•• Outright quoteOutright quote

 $ 1.3510$ 1.3510--14 / 14 / €€11$$

 To calculate the FR outright, you need:To calculate the FR outright, you need:

•• Spot rateSpot rate
•• ++

•• Interest rates in both currenciesInterest rates in both currencies
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Forward Market (8)Forward Market (8)
 Swap quoteSwap quote [= [= pointpoint quote]quote]

Spot             Spot             1 Mo1 Mo 3 Mos3 Mos 6 Mos6 Mos
P1.2345P1.2345--1.2348 / $11.2348 / $1 88--1111 2424--3030 5252--65 65 

1 Mo: 1 Mo: P1 2345  P1 2345  -- 1 2348 / $11 2348 / $11 Mo: 1 Mo: P1.2345  P1.2345  -- 1.2348 / $11.2348 / $1
+8+8 +11+11

P1.2353  P1.2353  -- P1.2359 / $1P1.2359 / $1

What happened to the spread?What happened to the spread?
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Forward Market (9)Forward Market (9)
Spot             Spot             1 Mo1 Mo 3 Mos3 Mos 6 Mos6 Mos

F4.2345F4.2345--4.2348 / $14.2348 / $1 1818--1111 4040--3030 8080--65 65 

1 Mo: 1 Mo: F4.2345  F4.2345  -- 4.2348 / $14.2348 / $1
--1818 --1111

F4.2327  F4.2327  -- F4.2337 / $1F4.2337 / $1

 What happened to the spread?What happened to the spread?
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Forward Market (10)Forward Market (10)
 Annual % premium or discountAnnual % premium or discount

FR FR -- SRSR * 100 * * 100 * 1212 = % P or D= % P or D

SRSR nn

SR SR -- FRFR * 100 * * 100 * 1212 = % P or D= % P or D
FRFR nn

 In choosing the appropriate formula,In choosing the appropriate formula,
are you expecting a (+) or (are you expecting a (+) or (--) answer?) answer?
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Forward Market (11)Forward Market (11)

 Attractions of forward marketAttractions of forward market

•• Guarantee of future value ofGuarantee of future value of

 Trade contractsTrade contracts

 Financial payments & receipts Financial payments & receipts 

•• HedgingHedging

•• SpeculationSpeculation
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Forward Market (12)Forward Market (12)

 Forwards are legallyForwards are legally--bindingbinding
contractscontracts

 Banks must satisfy their Banks must satisfy their 
customers’ contracts.customers’ contracts.

 Customers must satisfy theirCustomers must satisfy their
contracts with their bank.contracts with their bank.
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FX Review: FX Review: Forward RatesForward Rates

 What determines the What determines the forwardforward--
market ratemarket rate??

 What What causes movements in the causes movements in the 
values of currencies in the values of currencies in the forward forward 
markets?markets?
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FX Review: FX Review: Forward RatesForward Rates

 The forward rate is not determined The forward rate is not determined 
by the market's expectation about by the market's expectation about 
the future spot rate!!!the future spot rate!!!

 The actual forward rate & The actual forward rate & 
expectations of the future spot expectations of the future spot 
rate can be rate can be veryvery different!different!
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FX Review: FX Review: Forward RatesForward Rates

The forward rate is determined The forward rate is determined 
only by two things:only by two things:

•• Spot rateSpot rate•• Spot rateSpot rate

•• Difference in shortDifference in short--term interest rates term interest rates 
(e.g., T(e.g., T--bills) between the 2 currenciesbills) between the 2 currencies
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FX Review: FX Review: Forward RatesForward Rates

 Again: the forward rate is Again: the forward rate is notnot based based 
upon forecasts of the future spot upon forecasts of the future spot 
rate!!!rate!!!

4444korthkorth

FX Review: FX Review: Forward RatesForward Rates

 When is the XR determined for aWhen is the XR determined for a
forward contract?forward contract?

 When does the customer pay for the When does the customer pay for the 
contract?contract?

 Who are the customers of the Who are the customers of the 
forward FX market?forward FX market?
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Other OTC FX MarketsOther OTC FX Markets
 SwapSwap transactions: simultaneous transactions: simultaneous 

purchase and sale of FX for 2 purchase and sale of FX for 2 
different transaction dates  different transaction dates  

 50% of FX activity is in swaps.50% of FX activity is in swaps.
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Other OTC FX MarketsOther OTC FX Markets

 BankBank--traded (i.e., OTC) traded (i.e., OTC) FX futuresFX futures

 BankBank--traded traded FX optionsFX options
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