Foreign Exchange Market
Types of Transactions
There are different types of FOREIGN EXCHANGE transactions: 

I. Spot transactions: This type of transaction accounts for almost a third of all FOREIGN EXCHANGE market transactions. Two parties agree on an exchange rate and trade currencies at that rate. 

	Spot Transaction: How it works 

· A trader calls another trader and asks for a price of a currency, say British pounds. 

This expresses only a potential interest in a deal, without the caller saying whether he wants to buy or sell.

· The second trader provides the first trader with prices for both buying and selling (two-way price). 

· When the traders agree to do business, one will send pounds and the other will send dollars. 

By convention the payment is actually made two days later, but next day settlements are used as well.


Although spot transactions are popular, they leave the currency buyer exposed to some potentially dangerous financial risks. Exchange rate fluctuations can effectively raise or lower prices and can be a financial planning ordeal for companies and individuals.

	Exchange Risks in Spot Transactions
Suppose a U.S. company orders machine tools from a company in Japan. 

· Tools will be ready in six months and will cost 120 million yen. 

· At the time of the order, the yen is trading at 120 to a dollar. 

· U.S. company budgets $1 million in Japanese yen to be paid when it receives the tools (120,000,00 yen ¸ 120 yen per dollar = $1,000,000) 

There is no guarantee that the rate will remain the same six months later.
Suppose the rate drops to 100 yen per dollar:

· Cost in U.S. dollars would increase (120,000,000 ¸ 100 = $1,200,000) by $200,000. 

Conversely, if the rate goes up to 140 yen to a dollar:

· Cost in U.S. dollars would decrease (120,000,000 ¸ 140 = $857,142.86) by over $142,000 


One alternative for a company is to pay for the foreign good right away to avoid the exchange rate risk. But no one wants to part with money any sooner than necessary—if the company does pay the money in advance, it loses six months’ interest and risks losing out on a favorable change in exchange rates.

II. Forward transaction: One way to deal with the FOREIGN EXCHANGE risk is to engage in a forward transaction. In this transaction, money does not actually change hands until some agreed upon future date. A buyer and seller agree on an exchange rate for any date in the future and the transaction occurs on that date, regardless of what the market rates are then. The date can be a few days, months or years in the future. 

· Futures: Foreign currency futures are forward transactions with standard contract sizes and maturity dates — for example, 500,000 British pounds for next November at an agreed rate. These contracts are traded on a separate exchange set up for that purpose. 

· Swap: The most common type of forward transaction is the currency swap. In a swap, two parties exchange currencies for a certain length of time and agree to reverse the transaction at a later date. 

In all of these transactions, market rates might change. However, the buyer and seller are locked into a contract at a fixed price that cannot be affected by any changes in the market rates. These tools allow the market participants to plan more safely, since they know in advance what their FOREIGN EXCHANGE will cost. It also allows them to avoid an immediate outlay of cash.

	Swap Transaction: How it works
Suppose a U.S. company needs 15 million Japanese yen for a three-month investment in Japan.

· It may agree to a rate of 150 yen to a dollar and swap $100,000 with a company willing to swap 15 million yen for three months 

· After three months, the U.S. company returns the 15 million yen to the other company and gets back $100,000, with adjustments made for interest rate differentials 

	


III. Options: To address the lack of flexibility in forward transactions, the foreign currency option was developed. An option is similar to a forward transaction. It gives its owner the right to buy or sell a specified amount of foreign currency at a specified price at any time up to a specified expiration date. 

For a price, a market participant can buy the right, but not the obligation, to buy or sell a currency at a fixed price on or before an agreed upon future date. The agreed upon price is called the strike price.

Depending on which—the option rate or the current market rate—is more favorable, the owner may exercise the option or let the option lapse, choosing instead to buy/sell currency in the market. This type of transaction allows the owner more flexibility than a swap or futures contract. 

	Option to buy currency
	
	Call option

	Option to sell currency
	
	Put option
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	Option: How it works
Suppose a trader purchases a six-month call on one million euros at 0.88 U.S. dollars to a euro.

· During the six months the trader can either purchase the euros at the 0.88 rate, or purchase them at the market rate 

· Option can be sold and resold many times before the expiration date 

· Options serve as an insurance policy against the market moving in an unfavorable direction 


