
THE FOREIGN EXCHANGE MARKET

What is Foreign Exchange and Where is the Market?
*foreign exchange refers to bank deposits denominated in foreign currency and banknotes

*global market with 24-hour trading

*no physical location, telephone and electronic trading

World’s largest financial market
*estimated daily turnover = $1.88 trillion


spot transactions = 35% of total


forwards and swaps = 65%

*$ still dominates the market


USD/EUR about 28% of spot trades


JPY/USD about 17%  “      “       “

*London biggest market, followed by New York and Tokyo

Exchange Rates
*the price of 1 money in terms of another money
*Wall Street Journal quotes

*a point in time

*wholesale banking

*mid price (spread differs over time and currencies)

Example of quote
*Taka at Sumitomo Bank calls Ingrid at JP Morgan/Chase Bank and requests a quote on the yen

*Ingrid quotes 125.50-.60 -- she is a market maker
*Taka has a few seconds to buy, sell or decline to trade

1. Inventory control effect

*traders go home square each night

*if long or short in a currency, adjust quote to reduce exposure

EXAMPLE: Ingrid has agreed to buy $100,000,000 of yen today and sell $160,000,000

*if the current quote is JPY/USD 125.50-.60, how should she adjust her quote to square her position?

*she wants to buy additional yen relative to additional sales

(note: buying $ is selling ¥ and selling $ is buying ¥)

2. Asymmetric information effect

*quotes change because traders fear they are quoting prices to someone who knows more than they do about current market conditions

*even without any public news, traders transmit news in the act of trading

*If Ingrid at Chase posts a quote of 125.00-.10 and is called by Taka at Sumitomo who wants to “hit her ask” and have her buy his yen for her dollars, she may wonder if Taka knows something she doesn’t

*what private information could Taka have?


order flow his bank receives from customers


early information regarding soon-to-be-public news

*Taka’s dollar buy may cause Ingrid to revise her price (widen her spread to slow down trading) if she is concerned she lacks equal information

*traders have authorized intradaily position limits

*if you quote what you believe is a bad price and someone trades, you worry that others offered even worse prices than you

*quickly trade to “undo” your position, but may not get good prices, may need several trades to reach desired position, and may incur a loss

*worst case is in illiquid times when it is tough to find a counterparty

Cross Exchange RatesPRIVATE 

If the USD/GBP = 1.50 and the USD/EUR = 1.10, then the GBP/EUR = (1.10)/(1.50) = 0.73

Cross rates are generally inferred from dollar rates

Arbitrage
A riskless profit opportunity

Ensures that quotes from all traders are transactions costs close 
Example
*A trader at JP Morgan/Chase quotes USD/EUR = 1.2050-1.2060

*A trader at Citibank quotes USD/EUR = 1.2040-1.2055

How do you profit from these quotes?

*What if a trader at Credit Swiss quotes USD/EUR = 1.2040-1.2045?

Triangular Arbitrage
*JP Morgan/Chase quotes USD/EUR 1.0000-1.0010

*Lloyds quotes USD/GBP 1.5500-25

*Deutsche Bank quotes EUR/GBP 1.5430-1.5440

Can you profit, if so, how do you profit from these quotes?

compute cross rates from MG and Lloyds quotes:

($/£)/($/€) = 1.5500/1.0000 = 1.5500

($/£)/($/€) = 1.5525/1.0010 = 1.5509

compare with DB quotes and see that pounds relatively cheap at DB so buy pounds there

$1 ( € at Morgan/Chase: $1 = €0.9990  (1/1.0010)

€ ( £ at DB: €0.9990 = £.6470  (0.9990/1.5440)

£ ( $ at Lloyds: £.6470 = $1.00285  (.6470*1.5500)

profit of $.00285 per $, or $2,850 per $1 million

Effects of the arbitrage operation?
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