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AGENDA

* WHY DO WE NEED THE FOREX?

* HOW DO ER WORK?

* CAN WE PREDICT ER?

HERE A LINK BETWEEN ER AND IR?
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PURPOSE AND FEATURES

= Usually quotes are in units of domestic per foreign currency:
= appreciation represents a fall in this exchange rate
= (f.i. in EU, from 0.93 €/$ to 0.90 €/%)

= Easier: units of foreign per domestic currency:

® appreciation represents an increase in this exchange rate

" (f.i. in EU, from 1.08 $ /€10 1.11 $/€)



Euro Pairs

EUR/AUD
AUD/EUR
EUR/CZK
CZK/EUR
EUR/HUF
HUF/EUR
EUR/NZD
NZD/EUR
EUR/SEK
SEK/EUR
EUR/SGD
SGD/EUR

Bid
1.62008
061716
2362452
0.04231
387 222
0.00258
1.7358°
0.57594
11.21245
0.08916
1.43362
0.6974°

Ask

1.62032
061723
23.6345%
0.04233
387 524
0.00258
1.7362°
0.57607
11.21596
0.0891%
1.43387
0.69752

PURPOSE AND FEATURES

EUR/CAD
CAD/EUR
EUR/DKK
DKK/EUR
EUR/NOK
NOK/EUR
EUR/PLN
PLN/EUR
EUR/TRY
TRY/EUR
EUR/ZAR
ZAR/EUR

Bid
1.48193
0.67470
7.45136
0.13418
11.3052°%
0.08843
4 65582
021332
20.51152
0.04874
023

on
wn
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0.05113

Ask

1.4821°
0.67480
7.45245
0.13420
11.30882
0.08845
4 68773
0.21341
2051621
0.04873
5873

[ g
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0.05115



PURPOSE AND FEATURES

* Trading currencies and, especially, deposits in foreign currencies

* Demand/supply determine Q and prices are set as ER: cost of purchasing foreign goods,
services and financial assets

* Trading on three markets: spot, forward/future, swap

EURUSD 24.03.23

1,14000
1,13000
1,12000
1,11000
1,10000
1,09000
1,08000
1,07000
1,06000
1,05000

1,04000
Cash Apr 23 May 23 Jun 23 Jul 23 Sep 23 Dec 23 Mar 24 Jun 24 Sep 24 Dec 24 Mar 25 Jun 25 Sep 25 Dec 25 Mar 26 Jun 26 Sep 26 Dec 26 Mar 27 Jun 27 Sep 27 Dec 27 Mar 28




PURPOSE AND FEATURES

* ERs affect economy:

" appreciation makes own goods more expensive and foreign good
cheaper if prices are constant (depreciation the opposite)

= economic and financial integration makes this relevant for the overall
economy, not just for importers/exporters

" ER are (at least partially) linked with IR through returns on assets
* Trading is OTC between dealers, despite words such as Forex /FX
* Trading deals with large (min $-€) deposits in different currencies

* Currently the largest market (around 5-6 TRN USD of daily turnover for
wholesale operations in recent years)

* Extremely liquid and deep worldwide market



PURPOSE AND FEATURES
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2022 Breakdown of other financial
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PURPOSE AND FEATURES

Foreign exchange market turnover by currency and currency pairs'

Net-net basis, daily averages in April, as a percentage of total turmover Graph 4
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THEORIES OF ER: LONG RUN

Theory of purchasing power parity (PPP)

* Law of one price: two countries producing the same good
with negligible transportation costs and barriers should price
them at the same level

* ER between two currencies reflect changes in price levels

* |f price levels rise here, currency depreciates and others
appreciate: always think in relative terms!

* Real ER (rate of exchange between national and foreign
goods) are representative of currency’s relative cheapness
or expensiveness, therefore PPP predicts RER close to 1
across all currencies

* PPP holds in the long run due to its strong hypothesis:
* goods are perfect substitutes,
* all goods can be traded internationally

* transportation/trade barriers are negligible

REER (selected)

AUD ——CAD ——EUR ——JAP

©
o
S
0
o
o

CHF

GBP
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THEORIES OF ER: LONG RUN

Explaining ER: we start from D and S for national /foreign traded goods

Main factors:
* Relative price levels: rising domestic inflation depreciates national currency
* Trade barriers: increasing trade barriers (tariffs/quotas) appreciates national currency
* Demand’s preferences: increasing appetite for domestic goods appreciates national currency

* Productivity: greater productivity in internationally traded goods reduce their relative price and

appreciates national currency

United States Trade Deficit in Billions

100
200 China
-300

-400 Mexico

-500 Vietnam
Germany
Japan
Ireland

600
China

-700 joins WTO
-800
Rest of

800 world

Financial
crisis US / China
trade war

1000
1100

1200
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THEORIES OF ER: SHORT RUN

D and S again, but on assets in national and foreign currencies:
* Supply (domestic assets) can be considered given in the short run

* Demand decreases as currency appreciates (keeping future expected ER constant), since
lower current ER with constant expected future ER means higher returns on national assets

ER (foreign/€) € Factors influencing demand:

A s * IR: if national assets provide + returns compared
to foreign ones, demand + and ER appreciate
(national VS foreign IR)

* Expected ER: if the future expected ER + (because

ER"

uolypaaddp

of expected — national price levels, + trade
barriers, — import, + export, + productivity), returns

on national assets +, demand + and ER +

11



IR VS ER

* IR can change because of real IR or expected inflation
changes: different impact on ER

* if real IR increase, returns increase: more demand of
national assets, appreciation

* if expected inflation, returns decrease: less demand

of national assets, depreciation

FRED v — 1-Year Real Interest Rate (left)

— Market Yield on U.S. Treasury Securities at 1-Year Constant Maturity, Quoted on an Investment Basis (left)
— Real Broad Effective Exchange Rate for United States (right)

Percent

001=020Z *3py|

Effective
Exchange Rate
(index: March
1973 = 100}
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INTEREST PARITY CONDITION

Domestic assets earn i and foreign assets i’

(no capital gains): comparison requires conversion

Capital 1.1$ 1.1$ 1€ 1€
Conversion 1€ 1.1$
Imagine:

* 1.1 $/€is the spot ER, 1.15 is the future ER FEEEOCIg: 14074 1.155% 1.155% 42

e John (US) has 1.1$, Maria (IT) has 1€ |:> Conversion 1.173% 1.004€

* ltalian returns are 2%, US returns are 5% Return 6.6% 5% 0.4% 2%

X : 5 A t 1 Et ) - > .¢ E,—E
Returns in F currency consider ER expectations, while RP (F) = i° + Relative R°(F) =i° —i" + 1t
E

comparison includes them relatively to F return

Returns in D currency and relative returns in terms of D e e e _
7 RF(D) =i - E1 =Bt pel RF(D) = i® —(i %J:iD—iu%:ReLRD(F)
t

t

currency get to the same result E,

If assets are substitutes, demand increases where returns
e

are expected higher, so for a given amount of assets, |:> D .F t+1 N
expected returns should be equal (interest parity = = E,; E iD 1

condition): domestic currency appreciates (A+E) if we
expect appreciation or A+ i or A— if



1. What happened to € and $ during the financial crisis (2007-2008)2
Why is the Euro so “strong” despite the EU-crisis in 20112 Why is it weaker now?

Euro / Dollaro, M, FXCM € - Chius.1.12938 -0.00769 (-0.68%)

I 1.60000

- 1.50000

- 1.40000

I 1.30000

I 1.20000




EXAMPLES

1. CARRY TRADE

15

On your trading desk you note the following:
*  Your capital allowance for the day is 1.000.000 USD
* Three different banks are quoting 1,12 CHF/EUR, 0,89 EUR/USD, 1,02 USD/CHF

What can you do? What if many do?

Strategy A:
1) From USD to CHF: 980.392
EUR 2) From CHF to EUR: 875.350
1,12 0,89 3) From EUR to USD: 983.540

Performance: -1.6%

v Strategy B:

102 1) From USD to EUR: 890.000
! 2) From EUR to CHF: 996.800 2
3) From CHF to USD: 1.016.736

Performance: +1.7% \/
Nt \J , St /
J %



s central bank head Erdogan fires deputy governor of Turkey's central bank

\—/ Turkey's lira plunges after Erdogan fires i
S

Turkey Pauses Interest Rate Cuts After Surge in Inflation

Turkey's Erdogan Fires Central Bank Officials, Fueling

Economic Uncertainty

Infiation in Turkey is getting out of contro

EXAMPLES

2. PLAYING IR
AND INFLATION

Erdogan fires stalistics agency chiefl amid inflation spike

Turkish Central Bank Policy Rate vs Inflation
T e A e Grafico TRYUSD

- f _‘5 ¥ TrudingView
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EXAMPLES o

3. CURRENCY AND
SOLVENCY

1/_TradingView.—— i

1998 2001 2003 2005 2007 2009 201 2013 2015 2017 2019 20 2023

12H 1D 1w ™ 1Y 2y 5Y 107

2.445.830

1.530.310

980.314

"‘_'I 430314

set2022  oft2022 ott2022 nov2022 dic2022 dic2022 gen2023 feb2023  mar2023

_.——-'____._.___
) 1 ] I I I I
mar 2022  apr2022 mag2022 qgiu 2022 lug 2022 Jug 2022 ago 2022




EXAMPLES

>

Click on the projected screen to start the question
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