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5 What Is Foreign Exchange?

hanced the traders's confidence in their ability to both generate profits and
properly handle the exchange risks. Therefore, trading sophistication lead
toward volume increase.

Developments in Telecommunications

ln the 1970s and early 1980s, fbreign exchange was mostly conducted via
telephone. and to a much lesser extent on the telex machine. Both mediums
are slou and error-prone. The introduction of automated dealing systems in
the second half of the 1980s completery artered the way foreign exchange
uas conducted. The dealing systems are on-line computer systems which
link market players on one-on-one basis. They are reliable and much faster.
allow'ing traders to conduct four simultaneous trades, rather than one, or a
maximum of two on the phone. They are also safer, as players are able to
see the deals which they execute. Finally, the dealing systems have manr
other f-eatures which facilitate trading which will be presenred in detail in
Chapter -i. The dealing systems had a major rore in expanding the foreign
exchange business due to their reliability, speed and saf'ety. Although it mar
be difficult to recall the days before the fax machines were introduced, it i:
onlv fair to mention their share into helping fbreign exchange. In an indus-
try where the speed of transfer of accurate infbrmation is paramount, faxes
are currently commonplace.

Computer (Hardware and Software) Development
computers have a significant role at many stages of conducting foreign ex-
change. In addition to the dealing systems, matching systemi simultane-
ously connect all players around the world, electronically duplicating the
brokers market.

The new front end-back office systems provide full accounting cover-
age. ticket writing, back office processing and risk management implemen-
tation at a fraction of the cost.

Unlike the limited rechnical anarysis of the early l9g0s, advancec
software now makes it possible to generate all types of charts, augmen:
thern with sophisticated technical studies and put them at the traders' finger-
tips on a continuous basis at a rather limited cost.

Also, currency options can hardly be traded professionally without the
aid of computers, because complex strategies require the help of advancec
software fbr pricing.
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Chapt "r2
Historical DeveloPment of

Foreign Exchange

Forei_un exchange is a relatively new inclr.rstry. having started only in 1973'

However. it occurecl in irncient tirnes. its coins started to be exchanged

alrong traders. This chapter cleals with the nlore recent developnrents which

,hrpe,J lirrergn exchange into the vibrant and cottlple x nlarket of today.

A Historical PersPective

F0reign exchange as we know it. began in earncst in 1973. Money. though.

goe, Lack a long time. over.1500 years. when thc Egyptiirns coined the first

r-1ctal ntc,ney. and the Babylonians wrtlte the t'irst bills and receipts' The in-

cipient lbreign exchange r.narkets can be traced back to the ancient Middle

E,ast. u|erc lropey changers initiatecl the excharlge o1'coins. Later' during

the \{icldle Age s. as the nttmber tlf travelers increased. people realized that

ntetal coins ntay bc inrprrctical. Due t() highway robberies and the sheer

$eight 0f the coins. tirreign exchange started to take shape. International

,.,.,.,i.1.,rnt bankers clevised bills of exchangc. u'hich were transf-erable third

part), pavnrents rvhich alkrwecl tlexibility and growth in foreign exchange

clealings.
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Chapt "r7
Price Structure and Foreign

Exchange Terminology

This chapter presents the typical terminology in foreign exchange, from
bids and offers in different instruments to the leave orders left by colpora-
tions and in the interbank market. Whereas the definitions of bids and off'ers
are very basic and generally known in the spot market, they may change in
the case of other instruments. These diff'erences will be explained.

Spot Market

A spot cleal takes place between two parties who deliver a certain amount of
diff-erent currencies to each other, based on an agreed exchange rate, within
two business days of the deal date. The exception is the Canadian dollar, in
which the spot delivery is executed within one business day.

Let's take an example in the spot market. A bank quotes the
USD/CHF at 1.4955160 on a monitor. In this case. the bank's bid is 1.4955
(left side), which means that the bank is interested in buying USD/CHF ar

this price. The bank's oflbr is 1.4960 (right side), which means that the
bank is interested in selling USD/CHF at this price. The difference between
the bid and offer is called spreatl. In our example, the spread between




