INTRODUCTION TO FOREIGN EXCHANGE MARKETS

I. Background

II.      Foreign Exchange Basics


A. Principles

· An exchange rate is:

· Direct vs indirect quotes:

· For example:

· Cross exchange rates:

· For example:


B. Ouotations

· The direct quote:

· The indirect quote:

*________% of convertible currency trading takes place with respect to the ___________i.e. the direct quote method. Thus, the U.S. dollar is frequently referred to as a _____________ currency.

· All foreign exchange trading involves two prices:

(1)

(2)

· The spread:

· The forward discount or premium:
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C. Types of Transactions

· The FX market has two tiers:

· The wholesale tier of the FX market:

· The retail tier of the FX market:

· The FX market consists of two core segments:


1. The spot market:


2. The forward market:


D. Organization Of the Market

· The foreign exchange market is organized as:


1. Dealer Quotations

· International banks give quotations to dealers in points such as:


2. Market Structure

· There are approximately _______ major financial institutions that act as market makers in the FX market. They trade 24 hours per day.

· Daily turnover in the FX market was approximately ______ in 1998. Normally each transaction is more than $​

· _________commitments are binding; failure to honor an oral commitment means immediate __________ from the 'club'.

· FX deals are settled through a clearing house such as SWIFT (Society for Worldwide Interbank _________ Telecommunication) or CHIPS (Clearing House Interbank __________​System).

III. Other Market Considerations

A. Eurocurrency Market

· The Eurocurrency market:

· For example:

· Benefits of the Eurocurrency market include:

________ transactions costs

________ liquidity

__________ rates

Avoidance of domestic _________


B. Exchange Rates and Interest Rates

· The difference between the forward and _______ exchange rate can be explained by the _________ rate differential between the two countries.

For example:

FF/$ = 
Spot rate, S.

3 month (annualized) rate on short‑term Treasury securities

5.05% (US)

6.78%(France)

This implies a three month forward rate, F, of:

F = [(1 +{rf/12}xN)/(l + {rd/12}xN)]S =

· What is the forward discount/premium?

(1) Premium/discount=(rf‑ rd)/(1+rd)=____________

or

(2) Simple % change

· What are the implications of the premium/discount for both the U.S. dollar and the French Franc?

(3) Is the dollar forward premium (discount) = the french franc discount (premium)?
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