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Lesson One

Lesson One
Foreign Exchange Operations (1)

I. Texts

1. What is Foreign Exchange ? —Some Definitions

World trade and the cross-border money and capital movements resulting from financial
transactions are the basis of foreign exchange dealings. Take a simple example : if a Swiss exporter sells
a machine to a Japanese buyer, to conclude the transaction the yen which the Japanese businessman has
available will have to be changed into Swiss francs, the currency sought by the supplier of the machine.
Or if Continental banks want to place excess funds in the Eurodollar market rather than in their own
domestic markets, they have to buy dollars against local currency. The observation of the French
economist Gaetan Pirou that foreign exchange deals spring from “the coexistence between the
internationalism of trade and the nationalism of currencies” , thus aptly describes at least the original
motive of this “metier”. Clearly, the day that sees the arrival of a single world currency will also
witness the disappearance of foreign exchange business.

All claims to foreign currency payable abroad, whether consisting of funds held (in foreign
currency) with banks abroad, or bills or cheques, again in foreign currency and payable abroad, are
termed foreign exchange. All these claims play a part in the relations between a bank and its customers.
In the trading of foreign exchange between banks, which is the job of the foreign exchange dealer, only
foreign currency held with banks abroad is concerned. For the purposes of this book, the term “foreign
exchange” applies only to bank balances denominated in foreign currency.

Foreign bank notes are not foreign exchange in the narrower sense. They can be converted into
foreign exchange, however, provided they can be placed without restriction to the credit of an ordinary
commercial account abroad. The exchange regulations of some countries do not allow this conversion of
bank notes into foreign exchange, although the operation in reverse is nearly always permitted.

A currency, whether in foreign exchange or bank notes, is usually called convertible if the person
holding it can convert it, in other words change it, freely into any other currency. A distinction needs
to be made, however, between unrestricted convertibility and the various forms of partial
convertibility. The Swiss franc, for example, is fully convertible whether the holder is resident in
Switzerland or abroad, and regardless of whether it is a matter of current payments or financial
transactions.

Many countries, on the other hand, recognize only external, or non-resident, convertibility. Until
October 1979, for instance, this was still the case with the United Kingdom: if a German exporter,

say, had sterling funds in a British bank, he could (and can) simply instruct the bank to convert his
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pounds into any other currency and remit the proceeds abroad; but a person domiciled in Britain could
not as a general rule export capital except with the consent of the Bank of England.

Exchange regulations may also draw a distinction, as far as convertibility is concerned, between
funds arising from current transactions ( goods and services) and those coming from purely financial
operations, only the latter in general being subject in some degree to a restriction on convertibility. In a
few countries, this distinction between commercial and financial transactions has culminated in the
establishment of two-tier markets. This is the case in Belgium, and it has applied temporarily to France
and ltaly in recent years.

The banks are the natural intermediary between foreign exchange supply and demand. The main
task of a bank’ s foreign exchange department is to enable its commercial or financial customers to
convert assets held in one currency into funds of another currency. This conversion can take the form of
a “spot” transaction or a “forward” operation. Banking activities in the foreign exchange field tend
inevitably to establish a uniform price range for a particular currency throughout the financial centres of
the world. If at a given moment the market rate in one centre deviates too far from the average, a
balance will soon be restored by arbitrage, which is the process of taking advantage of price differences
in different places. It can be seen that the foreign exchange market acts as a very important regulator in
a free monetary system.

Only the big banks and a number of local banks specializing in this kind of business have a foreign
exchange department with qualified dealers. Banks which merely carry out their customers’ instructions
and do no business on their own account do not really require the services of a foreign exchange expert.
For these it will be sufficient to have someone with a general knowledge of the subject because his role
in practice will be that of an intermediary between the customer and a bank professionally in the
market. _

A foreign exchange dealer acquires his professional skill largely through experience. Here we
should point out how important close cooperation is among a team of dealers. The group can work
together smoothly only if each member is able to shed his individuality. We must not forget that,
almost incessantly, all the dealers are doing business simultaneously on different telephones, and when
large transactions are completed the rates may change, whereupon the other dealers must be brought up-
to-date immediately. It is essential for a dealer to have the knack of doing two things at once so that he
can do business on the telephone and at the same time take note of the new prices announced by his
colleagues.

Professional foreign exchange dealing requires advanced technical equipment. Business is done by
telephone (with many direct lines to important names) and teleprinter, depending on distance and
convenience. At many modem banks, the foreign exchange department uses the Reuters dealing
system, which combines the functions of a teleprinter with those of a television screen. Spot and
forward rates of the most important currencies and money market rates are displayed on a number of rate
boards, remote-controlled by the chief dealers. Current quotations can then not only be used by the
bank’ s own dealers but also transmitted electronically to other banks. Electronic data-processing
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equipment is employed to keep track instantly of the exchange positions, and for the administrative
handling of the business done. Cross rates are worked out with the help of electronic desk-top
calculators.

In line with the growth of international trade and the liberalization of capital movements, the
volume of foreign exchange business grew tremendously in the course of the Sixties and the early
Seventies. Under floating, with its sharp rate fluctuations, the volume grew further but excessive
speculation also entered the market, and resulted in some spectacular bank failures in 1974. Thanks to
restrictions imposed by monetary authorities in a number of countries and tightened regulations within
the banks themselves, international foreign exchange activities have since been scaled back to a more
normal level.

Source . “ Foreign Exchange and Money Market Operation” by Swiss Bank Corporation.

2. Spot Foreign Exchange

The distinction between spot foreign exchange and banknote trading

Trading in foreign banknotes is a familiar part of banking business. Foreign tourists, in particular,
frequently need to change banknotes from one currency into another. Banks throughout the world
provide this service. But it is not the same as foreign exchange dealing. A bank’s foreign exchange
department does not buy and sell wads of banknotes and sacks of coins. The assets it deals in are
account balances denominated in foreign currencies. When a foreign exchange transaction is made, the
result is a book transfer from one account to another. Foreign exchange trading and banknote trading are
distinct types of operation.

Foreign exchange transactions involve lower costs than banknote trading. This is because account
balances in foreign currencies can be transferred relatively easily and cheaply by means of modern
electronic systems. In banknote trading, physical currency has to be sent from place to place. This
involves substantial outlays on transport, insurance, supervision and storage.

Despite the greater expense, banknote trading has the advantage that it enables people to buy and
sell physical currency outside the currency area concerned. The main differences between banknote
trading and foreign exchange trading are summarised in the following table;

Foreign exchange Banknotes

Method of By telephone of By telephone or at the

transaction written order counter ( retail business)

Delivery Credit to account Delivery of banknotes at the counter or by
(electronic transfer) security  despatch,  messenger  service,

airfreight etc.
Verification On screen Counting of banknotes
Safekeeping Interest-bearing deposit Physical storage in vault, no interest

in foreign currency account
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Banknote trading
Retail business Wholesale ( interbank ) business
e |, - 'l?ransfer L
in SFr
) Credit Swiss or
Swiss foreign bank or
customer Suisse US Federal
Dollar banknotes, Dollar banknotes, Reserve
expense of transport
€ operating cashie- [« - insurancey e
rs” department | Storage , control

Foreign exchange trading

Retail business Wholesale( interbank ) business
Debit entry Transfer
™ _inSFr | ] ] __inSFr_ [
Swiss Credit Other bank
customer Suisse or customer
Credit entry Transfer
«— inUS$ e < in US$ [«

Banknote rates and transfer rates

The banknote rate is the price for the purchase or sale of foreign banknotes. It is often referred to
as the tourist rate.

Example

Before setting off for a holiday in the United States, a Swiss tourist buys 500 US dollars in cash to

the debit of his checking account.

Banknote rates on 2 October 1990

Buy Sell
100 DM 81.75 84.75
100 FFr 24.00 25. 50
100 Lira 0. 1070 0.1150
100 A Sch 11.55 12.05
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gR
Buy Sell
1£ 2.37 2.52
1 US$ 1.25 1.33

etc.

On this date, the bank was offering to buy US dollar banknotes at SFr 1. 25 per dollar and to sell
them at SFr 1. 33 per dollar. So the tourist has to pay 665 Swiss francs for his 500 US dollars.
The transfer rate is the price for the purchase or sale of account balances denominated in foreign

currencies.

Example

Transfer rates on 2 October 1990

Buy Sell
100 DM 82.35 83.15
100 FFr 24. 35 25. 05
100 Lira 0. 1093 0.1118
100 A Sch 11. 74 11. 85
1£ 2. 4075 2. 4575
1 US$ 1. 2700 1. 3000

etc.

If the Swiss tourist had bought travellers’ cheques instead of banknotes, the sum debited to his
account would have been SFr 650.

In Switzerland, banknote and foreign exchange transactions are free of commission. The banks’
costs therefore have to be met entirely out of the spread between buying and selling rates. As these
examples illustrate, spreads in banknote business have to be larger than in foreign exchange business in
order to cover the higher costs involved.

Source ;“ A guide to Foreign Exchange and the Money Markets” by Credit Suisse.

II. Dialogue

Miss Andrews: Moming, Mrs. Grant. How are you? Do you know Anne Whitehead? She and I
are driving to Nice. How much lolly can we take?

Mrs. Grant: According to this new travel regulation, you can each take £ 300 in traveller’s
cheques and foreign notes, and £ 25 in sterling as well. But Freda dear, you’ 1l need more than money

to get you to Nice in that heap; you’ll need a miracle!
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Miss Andrews: Well, I know it’ s not quite a Rolls.

Mrs. Grant: Remember to take plenty of your money in franc notes. If the car finally breaks down

and you have to catch a bus, I doubt whether the French conductor will want to get his fare in

traveller’ s cheques. How much do you think she should take in notes, Mr. Bruno?

Mr. Bruno: I haven’t seen the car yet. What’ s wrong with it?

Source ; “British Banking” by James Firth.

Words and Expressions

dealings(n. ) (pl. )
Continental banks
yen(n. )
observation(n. )
spring(». ) from
coexistence(n. )
aptly(ad. )
motive(n. )
metier(n. ) (P1E)
world currency '
bank notes
convertibility(n. )
partial convertibility
British bank
Britain( n. )

Bank of England
current transaction
two-tier
Belgium(n. )
ltaly(n. )

financial transaction
culminate(v. )
financial customer
spot transaction
forward operation
inevitable (a. )
deviate(v. ) from
dealer(n. )
shed(v. )
incessantly( ad. )
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whereupon(ad. )
knack(n. )
teleprinter(n. )
Reuters dealing system
chief dealers

keep track of. ..
desk-top

Ccross rate

capital movement
tremendously( ad. )
floating(n. )
speculation(n. )
spectacular( a. )
spot foreign exchange
wad(n.)

sack(n. )

banknote trading
vault( n. )

lolly(n. ) (SEH)
Nice(n. }
miracle(n. )
heap(n. ) (%)
plenty(n. )
conductor(n. )
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GHAMIMLTE™

(AP AML" BB RE 0] LA H 2 — R SLHIRREE)

(2) BB HSMORIEINE 77 M Z E R IC R A3, FREFR L3, 2002 4F LAHT E P 4R
FTHEER R SME B (AN ) A 70 8 g Kot MR DY A7 2 0h B EE L RIRT e Bp ik E
PR BR BRF B G R IR S B P T B R e 4 L H T BTN B A oG
6 BKTT 5 SRR RS T HEF L BEE Ir L O A RS B R 28 %, 20024 T H 1 H
5 EE T v R EEEE AR AR S ZR AR L BE PG BECF LR R R BB A 2L R S
A BIR A6 HE R B HISE >4 T v R I SO — AR,

2. financial transaction £ B (X 5) . 7R TG MK LK LR EFREA G HER, 0
SRS AR % T 30 3 S5 85 B A 1% TR BE A B 3 (BN B2 3K TR B S S 2L AT, BS BT
BEMfiE LA E)AMELE R ETALL, XHEXEHRZHEM L F., (Dictionary of
Banking) 3% transaction M) B E R “ B H K E H 2 MK WE EE X F BB, it E K
transaction 45N EA BHERFUKBRELS

3. foreign exchange dealings {Z ML KL HIMLL S dealings FIFFE 4 ia] R AT R K LWL
SHER, EAREREE TLEEE B XK rading 7EMEF B X 43, ERITIMIL %4, dealings
SJBIERZE”, 4 1TH dealings room ( #ML) 32 55 % , foreign exchange dealer SN 5 R %, i
trading %M “ " 57, 0 trading company ( % 5 24 7] ) , trading currency (5 #% i) , HBH T
trading of futures( {4325 ) , trading of foreign exchange #MI X5,

4. the yen which the Japanese businessman has available will have to be changed into Swiss francs
H AR A T A B0 H K A SR R k8. (R & E i 5% 1 87 (6 1 franc” BB 47 LL A
B B B BB | 75 AR AR BE B A0 R 5 2 BB | 7 HE I 1 B AR 4 b 3t Rl A BB . 2002 47 A 1
HJG, Bl = &% ARG R)

5. the currency sought by the supplier of the machine X 4] 45 3% & Swiss francs f[RIfi &, sought
B seek {3t 4 , X A HE AT RAE “ LA LA AT ER MR T .

6. Continental banks KR (KIS1T. X B AR KM ARG IERTT (P RLEERE) JANEERE R,
BAA FGHEE A2 Al R AR S ENRT. h T RERA R =R 5K KRR
(B AR ) R, AR AR 48 S E 76 M A BX N 4R 17 3 i Continental banks,

7. foreign exchange deals JME3ES)

8. all claims to foreign currency payable abroad, whether consisting of funds held (in foreign
currency) with bank abroad, or bills or cheques, again in foreign currency and payable abroad, are
termed foreign exchange. B4 B3R 7 ESh 3 A 4ME 1 T IAUH , A E RIE B SMRITIFA I 5
HYES, HR SR 5 T FR HAE RS LA IR ESE R HNSML . (Dictionary of Banking)
¥} foreign exchange f# £ 2y “ instruments used for international payments, i. e. currency, check,
drafts and bill of exchange. ”

9. play a part(in) & 5.

10. trading of foreign exchange #MI- L3 ( RIMLE S )

11. foreign exchange dealer JMLA25) R (FERITZ M FSMCR LM TEAR)

12. in the narrower sense FE 3¢ X A&
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13. provided they can be placed without restriction to the credit of an ordinary commercial account
abroad B2 i /M T LU 52 BR i b A2 BOTE 160 S0 38 ol 15 R B P B8 5 13

14. . .. although the operation in reverse is nearly always permitted. . . REHH K J7 [ 1 &8 JL-F
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B ATHRLE R e 25 A L AR, B4, IR BERITERIT N ABEIIMCESE LS+ R
TREFIRHE AESNLEE PR ZEILIL RN L, RIFIMERA AES —WRIMCK LR
B HMSTEIMBR — E F-2E 205 78 BUK FAMC ( URRBIL S Xk, 38 ATERUG SN K o
Bl AL R ARSI SR, HX MR RSMS — AR A L,

15. . .. if the person holding it. .. 10 R FH ML RSP A X B holding 2 Bl £ 53 1748 ¥
person,. . . in other words change it, #t 5§ Z T3 --- o IXH convert i change [A]— & 3,

16. unrestricted convertibility and the various forms of partial convertibility JCIR il 9 0] 56,344 ( Bp
S Al R MEMARE XM iktt, REMARTA 197 FCEXRALFTH
TRl A i AR EXSEA T B SR R A RESE B B SLI S 5% Tl 3 AS BB SN,

17. current payment ZI§ZF I H I F M3 AT, £HF W B QEH MM F 008 0B 0 A EH
MAME R FEE.

18. if a German exporter, say, had. .., say fEX BRGAEA L FIR" NER , FRHTERIE )
S EAT 4], %5 F let us say. .. ; he could(and can)... i could N EHIHES, Fn B LM,
IR ar R Sl ok gL

19. sterling 1 pound #2443 E 9 5¢ i 4L, I FK pound sterling i@ FHI M AF5-RE Ait
52 GBP, YIRS m AL R —REFT 12 14,1 KLFF 20 MEL  BECRH+
HOLH

20. United Kingdom R4 XK AFIAAIE /R ZBKE L H, BRENERLK,

21. Britain ARFIRR, REAE 22 BUR LIRS 22 88K, BT E,

22. Bank of England 3&4% ~4R7T, 2B B R 4847, England 235 [F 1) F E &5, — B E 48
i L HBURL, BEZ SR E,

23. remit the proceeds. . . #EMAZIFIC . . ., proceeds 35 M AT KR35 15 shi A, I8¢
FHT FERIT 5 RET T 5o

24. export capital B A4t , AKX B F R G M55 S0 ih o Ba e T L, SRR 7E 1979 4F 10 A6
X9 A AR A BB HI A

25, current transactions 2 ¥ 35 , MRS EWH

26. two-tier market &35 U JGIC #( two-tier exchange rate) §i3%, WICILEEE T EK—Fp,
— M E KRBT, @ AR5 WL EANE LR, BaINCHHNER
MG RGE, A FEP TR SWICEMN G EFHE, DRAHERS MBOR. BT EE
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FEI5H 2.8 TTARM) , MTHEH 5 (non-trade ) MIPF AT T ICRM A 1 Em 5k 1.8 TARM @
IO J& F 30 R L DUGIE R

27. financial customers ER% /', X BIF R IE—AH TR MR BAT JFHRA A EHEK
N BREAR MEAF BEFES.

FEITIMNCE BB —M TRE P RIMLE A AR, B AR # S 0%
S A& RI(HEETT) A SN (I X I0) 5715 00 T 4ol 7Y LAZSFEHR e R4 T 3L STMN AT, DAL 2k
FIuHR Xt ETTIC R B SR

28. spot transaction BI#IZZ 5 , 464 2 B LR RAH ALV B T B TR &Sk
%o

29. forward operation FEHIZE 5y (HAE) , BARIE Y H WL E BIMR (0 40 X)) TR H FHE
B HBA( 4 40 R ) ZHIFEHIR S .

30. merely carry out their customer’ s instructions {{ 4T HZE PR 8 (R1T) . FEHEITL SR
EP XX RAIMCEER AR FAMOEE, BHRAT AR B % 5 B AT RBSMIEE a6 A M0
K BT IR AR 55 BUBOR — & 19 T4 TR BUF 82 SR T RECE SE 2 B B 22 40

31. cross rate EHILE, PAHBHAR R H(WETHNHELT) S H—-KH(WART) ML
AR BER N ZWF 6t T ZE(ETT3H ) WIS,

32. floating 231, iX B 5 i 2 F SC K HLH .

33. spot foreign exchange B, R IKAESMLHIFML .

34. book transfer i EVL R ( RI%%) , BIFREE K , BAGTEAE 10— 1% T K P s IRT it B340 55 — R
kS B, R F P BERTEMETEARTL, KB ERE , EX BRI E LR X
FTRETHK P, R HCXE P EZATH HTK S . BRMTER— &k 17 # 7/ ic miric s 7
FR KRR 5 , RE R E R R

35. physical currency has to be sent from place to place Z2{k %% i ( Bi4b) Do AGE X E& 4L, —
BOESE, SMPARBLE R4 E LISMY E R FGEE A, R ESATAMCE R W E R, ST R
B HSMP AR IA B % E RS, WA TR B, 5 T RIEER, AUAGE A RATHOR MO L A ROE B )
FHRAZMAE . ANBREEELBITIRENIMERENEEEFRNERT FEE &
PrintEic iz E A TA R 1T T A A BAMTIK /3, 2 E AR AT B AT 38 s e A0 4T B 3l
BBE, AITHRBA

36. spread between buying and selling rates 3T K Z 4, TER T REOW 5 spread B[
MR,

37. you’ Il need a miracle! {RFEZEA I FF! miracle ;X BREWHRWEY, WEFET,

38. I doubt whether the French conductor will want to get his fare in traveller’ s cheques. R EE1k
EMEEARTERRZARTSIEREER, ‘

30, Swiss Bank Corporation S-H4817 , 647534102 AT AURA-L Ay SH4RAT AR 3 = A7
WER1T. BATHOLT 1872 &, JR 4 B % /R4 47 ( Basler Bankverein) , 1897 A Brfi 4817, 1998
AT 5H -85 54847 (Union Bank of Switzerland) & 3, MUFR B+ B &40 47 ( United Bank of
Switzerland ¥k UBSAG) , #ZE 2001 -5 LS HRITH B4 5 6645 {2£ 50, BT L5 —
KEBIT, BATIRERRMY, ARTEILEM LA RRLE,
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41. Credit Suisse F L E 17, A F + = KB W4R1T 2 —, ik 4 ¥ Credit Suisse First
Boston ( i+ {5 $¥54 — W L BURAT) , 1 5 3 I6)& T Credit Suisse Group 1% —4R17 Swiss Volksbank
W4 & Credit Suisse,

Ill. Reading Materials

Historical Review

Although the business of changing money is probably as old as money itself, foreign exchange
dealings in their present form go back little further than 1880. It was then that there emerged, after a
process of development lasting more than a hundred years, a monetary system using gold alone as its
reference value, instead of gold and silver ( bimetallism). The new monetary system gradually
superseded the “Latin Monetary Union” founded in 1865 by four countries, of which Switzerland was
one, on the basis of bimetallic currencies.

Confidence in the new system grew as it was adopted throughout the world, and this led to the
practice of settling international payments by debiting or crediting a foreign account rather than by an
actual transfer of specie or precious metal. With the introduction of the telegraph, telephone and
teleprinter the technical means were at hand for the establishment of international exchange dealing on a
professional basis.

The Gold Standard (1880 ~1914)

The monetary system which gained acceptance in about 1880 and lasted until the outbreak of the
First World War, is known as the Gold Standard. Its main feature was a system of fixed exchange rates
whose parities were set in relation to gold. There were two main types of Gold Standard; the Gold
Specie Standard and the Gold Bullion Standard.

Gold Specie Standard

Under the Gold Specie Standard, gold performed a dual function. It was the internationally
recognized means of payment for the settlement of debits and credits on international account, and at
the same time gold coins were the one accepted medium of exchange and payment in the domestic
market. For gold to perform these functions four conditions had to be met:

1. The central bank must guarantee to buy or sell gold in unrestricted amounts at a fixed price.

2. Anyone must be free to melt down goid and put it to a different use.

3. A holder of gold must be entitled to have coin struck from bullion at the state mint, whatever
the amount.

4. The import and export of gold must be unrestricted.

The fulfilment of these conditions ensured that the face value and the metallic value of the coinage
were always the same. It is self-evident that under the Gold Specie Standard liquidity was determined
by the rate of gold production and by the amount of gold needed, for industrial uses.




