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Introduction
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Welcome to Understanding Foreign Exchange, your Gateway to the World of Forex. Did you know the foreign exchange market, is the largest financial market on the planet? Every day, trillions of dollars are traded as global currencies are bought and sold, shaping exchange rates and impacting economies across the planet. Operating 24 hours on business days, the Forex market is a truly global and dynamic environment where professional financial institutions dominate trading activity. But what really happens in the Forex market? 

This eBook will guide you step by step through how the global currency market: how it operates and show you how to manage the risks of currency fluctuations using tools such as FX spot, swaps and forwards. 

Finance is not complicated, it is not rocket science. 

You get practical knowledge is enhanced by the multiple choice questions. Let’s take a look at the topic outline per chapter.

Chapter 1, Getting Started with the Currency Market, covers the fundamentals of the foreign exchange market, including its organization, key participants, products, and trading motivations. 

This first step lays the foundation for chapter 2: FX market standards and conventions, with key topics essential to understanding the foreign exchange market, such as settlement timelines, ISO currency codes, FX rate quotations, spreads, and cross rates. 
By the end of chapter 2, you will be able to confidently read, interpret, and communicate FX quotes, understand settlement rules, and navigate the conventions that underpin the global currency market.

Chapter 3, An Introduction to Currency Risk and Hedging, outlines the main sources of currency risk exposure and provides a practical example of how such risks can be reduced or eliminated through hedging. This chapter provides a solid understanding of the potential sources of currency risk, the key factors that determine its level, and basic knowledge of how to mitigate FX risk.

The 4th chapter introduces the FX Swaps, one of the most actively traded currency derivatives. After finishing this chapter, you will see that derivatives are not as complicated as they may seem. You will understand how an FX swap is structured, how swap points are calculated to derive FX forward rates, and how currency swaps can be used to bridge timing gaps between settlement dates. In addition, you will learn about currency swap variations, such as cross-currency interest rate swaps and basis swaps.

Finally, chapter 5, Currency Risk Management, uses practical examples to illustrate how to hedge FX risk on foreign-currency payables and receivables. This chapter gives you practical skills how to hedge FX short and long positions, create a synthetic FX forward by combining a spot FX trade with an FX swap, and convert a home-currency price into an FX price. 

You can reinforce your understanding and skills by completing the quizzes provided. 
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Chapter 1: Getting Started with the Currency Market
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This chapter introduces the basics of the foreign exchange market, including market organization, participants, products, and trading motivations. By completing this section, you have taken your first step into the forex market and built a solid foundation for moving on to the next one.
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Basics

Currency buying and selling take place on the Foreign Exchange market, commonly known as the Forex market. In this vast and dynamic environment, various financial instruments such as FX spot transactions, forwards, and swaps are utilized. These instruments help manage currency risks, facilitate international trade in goods and services, support investment activities, and enable speculation on exchange rate movements. 



In general: participant and market organization

Professional traders conduct currency transactions on electronic platforms in the decentralized Forex market, which has no central physical trading location. Major international banks are the key players, brokering forex transactions for clients and engaging in currency trading with other banks on the interbank market.

Why convert currencies

There are several reasons why individuals and institutions exchange one currency for another. This currency conversion is typically handled through a bank. 

Conversion motivation: Trading goods and services

One common motivation involves international trade. For example, when a Japanese company exports electronics to the United States and receives payment in U.S. dollars, it must convert those dollars into Yen as use to cover domestic expenses. By selling the dollars, the exporter also reduces exposure to the risk of a decline in the dollar’s value. 

Conversion motivation: International borrowing and investing

Currency exchange is also driven by international borrowing and investment activities. For instance, an European pension fund might exchange euros for Australian dollars to invest in Australian assets. 

Conversion motivation: Speculative trading

Another incentive for currency exchange is speculative trading. Speculators can attempt to profit from anticipated movements in exchange rates. 
For example, if an investor believes that the Japanese yen will appreciate relative to the U.S. dollar, they may sell dollars in exchange for yen. If the prediction proves correct, a profit can be made. However, if the yen weakens instead, the investor faces potential losses, highlighting the inherent risk of such strategies. 

Before exploring the use of FX products, the next chapter introduces the standards and conventions of the FX market.
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Chapter 2: FX market standards and conventions
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In this chapter, we’ll explore the global standards and conventions that enable currency trading to function seamlessly across borders. You’ll learn about settlement timelines, ISO currency codes, FX rate quotations, spreads, and cross rates. 

FX spot transactions (settlement)

Multiple trillions of dollars are traded daily on the FX spot market, where currencies are exchanged at the prevailing market rate. Typically, an FX spot transaction is settled two business days after the trade date. This means that when a trade is made, the buyer and seller agree on the exchange rate and the amounts involved, but the actual transfer of funds takes place two business days later. 

However, certain currency pairs, such as the U.S. dollar against the Canadian dollar, settle in just one business day. On a business day, the central bank payment system is operational. This excludes weekends and public holidays, during which settlement is not possible. 

Suppose an FX spot trade to exchange euros for U.S. dollars is executed on a Thursday. The standard settlement occurs on the second business day, which would be Monday, assuming that both currencies' central banks are operational. If either of the central banks is not operational on that day, settlement will take place on the next available business day when both central banks are open. In this case, it would be Tuesday, again assuming both central banks are operational. 

It is also important to note that exceptions exist for certain countries, especially in Islamic nations, where weekends may fall on different days of the week. These differences can affect settlement dates. There are globally accepted standards and conventions to record and communicate currency trading. One important standard is that each currency is identified by a unique three letter code, known as the ISO currency code. 

ISO codes

When trading currencies, foreign exchange quotations contain a 3 letter ISO-code per currency. ISO stands for International Standardization Organization. The table shows examples of these ISO currency codes. 
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An FX quote example for the euro against dollar is written as EUR/USD. In an FX quotation the exchange rate represents the value of the base currency in terms of the quoted currency. The first ISO currency code always represents the base currency. 
The base currency is also referred to as the primary or trade currency, while the quoted currency may also be called the secondary, counter or price currency. In this eBook, all currency pairs will be presented as one unit of the base currency expressed in units of the quoted currency. 

FX quotations conventions

For FX quotations, there are international conventions regarding which currency is the base currency and which is the quoted currency. According these conventions, for direct quotations, the most dominant base currency is the euro, followed by the Pound Sterling, the Australian Dollar and the New Zealand Dollar. The US Dollar then dominates as the base currency in virtually all other currency pairs, including against the Japanese Yen, the Canadian Dollar, and the Swiss Franc. 

An example of a direct quotation is EUR/USD 1.15, which means that €1 is equivalent to $1.15. 

If the quote is not following the convention, for instance if the US dollar is quoted as the base currency against the euro, this is considered an indirect exchange rate. To convert a direct quote of EUR/USD 1.15 to an indirect quotation USD/EUR, €1 is divided by $1.15, resulting in €0.8696 per USD. Before proceeding with currency trading, let’s look at an example of an FX spot transaction.


Example of a FX spot transaction

On trade date T, parties A and B enter into an FX spot transaction in which party A agrees to sell €10 million by buying U.S. dollars from party B at a spot rate of EUR/USD 1.15. The transaction settles on the spot date, which is two business days after the trade date. Accordingly, on the settlement date, party A will receive $11,500,000 in their bank account, while party B receives €10 million on the same day, as illustrated in this diagram.
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FX Trading quotes, spreads, pips, big figure

On the professional currency market, traders quote both a buying and a selling price. This is known as a two-way FX spot rate. The spread is the difference between the buy and sell price. 

Currency traders have a fairly precise understanding of the current market exchange rate. As a result, when quoting prices to each other, it is not necessary to provide all the digits of the exchange rate. Typically, they quote only the last two digits, which are referred to as the points or pips of an exchange rate.

For the euro against the dollar, one pip equals $0.0001. The remaining digits are called the big figure. 

Suppose a trader’s two-way FX spot rate for the euro against the dollar is: buy €1 at $1.1152 and sell €1 at $1.1153. If asked for a quote, the trader would respond with “52–53.” In this quote, the big figure is $1.11. 
The most commonly traded currency pair is the euro against the dollar, with an average daily trading volume of nearly $600 billion. Owing to the high volumes traded in the professional interbank market, spreads are typically narrower than one pip.

Cross rates

Not all currencies can be traded directly. Exchange rates between currency pairs that are not directly traded are known as cross rates. These cross rates are calculated using the FX spot rates of the directly traded currency pairs. 

For example, Mexican pesos (MXN) are commonly traded against U.S. dollars, but much less frequently against euros. Therefore, there is a direct market for exchanging dollars for Mexican pesos, but not for euros against pesos. To complete a foreign exchange (FX) spot transaction involving Mexican pesos and euros, two separate spot transactions are required. The first involves exchanging euros for dollars, and the second involves exchanging those dollars for pesos. As a result, the exchange rate for euros to pesos is derived from two FX rates: the euro-to-dollar rate and the dollar-to-peso rate. 

Suppose the following FX spot rates are: 

	USD/MXN 19 and 


EUR/USD 1.1000

The cross rate for EUR/MXN is calculated by multiplying $1.10 by 19 pesos, resulting in a rate of 20.9 Mexican pesos per euro, so EUR/MXN 20.9

In practice, two-way pricing must be taken into account when calculating cross rates. However, this topic is beyond the scope of this eBook. Let’s wrap up this chapter part with a quick summary.


Summary FX market standards and conventions

The FX spot market is the largest financial market in the world, with trillions of dollars traded daily. Trade settlement depends on both currencies’ central banks being open. 

Most spot transactions settle two business days after the Trade date (T+2). Each currency is identified by a three-letter ISO code, for example, EUR for the euro and USD for the U.S. dollar. FX rates are quoted by expressing one unit of a base currency in units of a quoted currency. 

In a direct quote, the euro is the dominant base currency, followed by the British pound, Australian dollar, and New Zealand dollar. In most other pairs, the U.S. dollar is the base currency. In global currency markets, professional traders typically use direct quotes. 

For example EUR/USD 1.15 means that €1 trades for $1.15. The reverse is an indirect quote, for example USD/EUR 0.8696 means that $1 trades for €0.8696.

Professional traders normally quote both buy and sell prices, known as a two-way quote. The spread is the difference between these two prices. Rates are often quoted without the big figure, using only the last two digits, called pips. When a currency pair is not actively traded, its cross rate can be derived by combining 2 traded currency pairs. 

For example, an euro-to-Mexican-peso rate (EUR/MXN) can be calculated from the euro-to-dollar rate
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