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Chapter 14:

The foreign
exchange market

© VAN SCHAIK PUBLISHERS

Study outcomes
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When you have studied this chapter you should be able to

• describe the structural organisation of the spot financial markets

• describe the essence of the foreign exchange market

• explain the basis of the foreign exchange market: the exchange of 
deposits

• explain the basic concepts of the foreign exchange market: what 
an exchange rate is, rate quotation convention, two‐way prices, 
spreads, cross‐rates, etc.

• describe the foreign exchange derivatives

• elucidate the role of the banks in the foreign exchange market

• appreciate the importance of exchange rates.
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Introduction
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Overview
• The foreign exchange market in a nutshell

• Organisational structure of the forex market

• Monetary unit

• Foreign exchange and bank deposits

• International spot rate quotation conventions

• Two‐way spot prices

• Spread

• Cross‐rates

• Foreign exchange risk: appreciation and depreciation

• Forex derivatives instruments

• Participants

• Why exchange rates are important

• Published foreign exchange market information

The foreign exchange market in a nutshell
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Figure 14.1 Financial markets (Textbook page 426)
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Table 14.1 Demand for and supply of forex (Textbook page 426)
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The foreign exchange market in a nutshell

Organisational structure of the forex market

Figure 14.2  Organisational structure of the forex market (Textbook page 428)
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Figure 14.3  Spot and forward settlement (derivatives markets) 
(Textbook page 429)
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Organisational structure of the forex market

Monetary unit

Figure 14.4  Steps in a forex/investment transaction (Textbook page 433)
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Foreign exchange and bank deposits
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Foreign exchange and bank deposits
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Figure 14.4  Steps in a forex/investment transaction (Textbook page 433)
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Foreign exchange and bank deposits

International spot rate quotation conventions
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Two‐way spot prices

Table 14.2 Spot exchange rates against the USD (Textbook page 435)
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Spread

Figure 14.5  Bid and offer prices and spread (Textbook page 436)
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Cross‐rates

Table 14.3 Currency cross‐rates (Textbook page 437)
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Foreign exchange risk: appreciation and 
depreciation
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Forex derivatives instruments

Introduction
Figure 14.6  Derivative instruments of the forex market (Textbook page 443)
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Currency forwards
• Introduction

Figure 14.7 Example of spot and forward rates (Textbook page 444)
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Forex derivatives instruments
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• Outright forwards

– Pricing of outright forward contracts

– Forward premiums and discounts
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Forex derivatives instruments

Currency forwards

• Forex swaps

Table 14.4 Cash flows (1) (Textbook page 448)
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Forex derivatives instruments

Currency forwards
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Table 14.5 Cash flows (2) (Textbook page 449)
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Forex derivatives instruments

Currency forwards
Forex swaps

Table 14.6 Cash flows (3) (Textbook page 449)

– Utilising the forex swap market with the purpose of managing 
forex reserves
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Forex derivatives instruments

Currency forwards
Forex swaps
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• Influencing ZAR liquidity in the banking system

•
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Forex derivatives instruments

Currency forwards
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Forex derivatives instruments

Currency forwards
Influencing ZAR liquidity in the banking system
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• Time options

• Forward‐forwards

Figure 14.8  Forward‐forward deal (Textbook page 452)

60 days
60 days

30 days

Timeline

T–
30

Outright forward
= to purchase
USD after 60

days

Now =
T+0

Swap = sell USD
30 days forward
and repurchase

USD after 90
days

T+3
0

Cash flow =
+ USD (T+30

deal)
– USD (T+0

deal)
= 0

T+9
0

Cash flow =
+ USD (T+0

deal)

© VAN SCHAIK PUBLISHERS

Forex derivatives instruments

Currency forwards

Currency futures, options and swaps

• Introduction

• Futures

Figure 14.9  Participants in futures deal (Textbook page 453)
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Forex derivatives instruments
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Participants
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Why exchange rates are important
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Published foreign exchange market 
information
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