
FX Spot and 
Forwards

FX Market Overview
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Foreign Exchange (FX) Market

Facilitates the global exchange of currencies

FX transactions are agreements between counterparties 
to purchase one currency against another

At an agreed upon price (the FX rate) At a specific date

Foreign Exchange (FX) Market

Over-the-counter (OTC) MarketLargest Most liquid

Operates 24 hours a day Global nature
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Foreign Exchange (FX) Market
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Conducted every three years by the 
Bank for International Settlements 

Detailed view of turnover and trends in 
the FX and OTC derivatives market

FX transactions involve 
two currencies

Foreign Exchange (FX) Market

0

1,000

2,000

3,000

4,000

5,000

6,000

7,000

8,000

2001 2004 2007 2010 2013 2016 2019 2022

Da
ily

 a
ve

ra
ge

 tu
rn

ov
er

 in
 b

illi
on

 
US

D

Source: BIS, Triennial Central Bank Survey

0
1,000
2,000
3,000
4,000
5,000
6,000
7,000

Da
ily

 a
ve

ra
ge

 tu
rn

ov
er

 b
y 

cu
rre

nc
y 

in
 b

illi
on

 U
SD

Total daily turnover > $7 trillion E.g. EUR/USD 
trade
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Central banks

Asset managers Retail investors

Commercial banks Corporations Hedge funds

They drive:

Market depth Continuous operation&

FX market’s unparalleled liquidity

Why is FX Traded?
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PAYMENT 
FACILITATION

RISK 
MANAGEMENT SPECULATION DIVERSIFICATION

Why is FX Traded?

PAYMENT 
FACILITATION

RISK 
MANAGEMENT SPECULATION DIVERSIFICATION

Making a payment in 
a foreign currency

Common in 
international trade

EXAMPLE

Paying an 
overseas invoice
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RISK 
MANAGEMENT

SPECULATION DIVERSIFICATION

Making a payment in 
a foreign currency

Common in 
international trade

PAYMENT 
FACILITATION

Protect value of 
future payments 

against fluctuation in 
FX rates

FX markets offer 
several products to 
manage/eliminate 

foreign currency risk 

EXAMPLE

EXAMPLE

Paying an 
overseas invoice

EUR payment due 
in two months

SPECULATION DIVERSIFICATIONPAYMENT 
FACILITATION

Protect value of 
future payments 

against fluctuation in 
FX rates

RISK 
MANAGEMENT

Generate profit from 
an expected change 

in FX rates

FX markets offer 
several products to 
manage/eliminate 

foreign currency risk 

EXAMPLE

Making a payment in 
a foreign currency

Common in 
international trade

EXAMPLE

Paying an 
overseas invoice

EXAMPLE

EUR payment due 
in two months

Expected appreciation 
of one currency 
against another
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DIVERSIFICATION
PAYMENT 

FACILITATION
RISK 

MANAGEMENT

Generate profit from 
an expected change 

in FX rates

SPECULATION

Diversify asset 
holdings into other 

currencies

Investors manage
currency exposure 
and diversify their

portfolios to reduce 
risk and optimize 

returns

Making a payment in 
a foreign currency

Common in 
international trade

Protect value of 
future payments 

against fluctuation in 
FX rates

EXAMPLE

Paying an 
overseas invoice

FX markets offer 
several products to 
manage/eliminate 

foreign currency risk 

EXAMPLE

EUR payment due 
in two months

EXAMPLE

Expected appreciation 
of one currency 
against another

FX Product Overview
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Outrights FX Swaps Cross Currency 
(XCCY) SwapsSpot Options

%

%

FX trades settled for ‘immediate’ delivery

Usually two business days (T+2) after the transaction is 
agreed, but there are exceptions 

EUR/USD

Settles T+2

USD/CAD

Settles T+1

Spot Outrights FX Swaps Cross Currency 
(XCCY) Swaps Options

%

%

Outright forwards are agreements to exchange 
currencies at a pre-arranged price on a future date

Today 3 months later

European exporter 
looking to hedge 

the FX risk

Enters into 
an FX 

forward

Agrees to sell U.S. 
dollars and receive 

euros at agreed rate

Payment expected

Currencies are exchanged

Lock in rates today to protect 
against unfavorable 

exchange rate movements
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OutrightsSpot FX Swaps
Cross Currency 
(XCCY) Swaps Options

%

%

Combine an FX spot trade and an FX forward trade

Purchase of a currency 
at the spot rate

Sale of the same currency 
at a forward rate

6-month EUR/USD 
FX swapBuy Euros at today’s spot rate Sell the same Euros 6 months 

later at a fixed forward rate

Commonly used for liquidity management or funding purposes

FX SwapsOutrightsSpot Cross Currency 
(XCCY) Swaps

Options

%

%

Exchange principal amounts in different currencies 
and interest payments over the life of the swap

5Y EUR/USD XCCY swap 

Exchange EUR 
for USD at an 

initial rate

Principal 
amounts 

exchanged 
back at

initial rate

Exchange interest payments in EUR 
for corresponding payments in USD
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Cross Currency 
(XCCY) Swaps

%

%

FX SwapsOutrightsSpot Options

Offers 
flexibility

Call 
option

3-month

EUR/USD

Fixed strike price
Right to buy euros 
at the strike price

If the market EUR/USD 
exchange rates rise 

above that level

Within the 
next 3 months

Right (not obligation) to exchange 
currencies at a specified price and date
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ISO Codes and Nicknames

ISO Codes

U.S. DollarUSD
EuroEUR
Japanese YenJPY
Pound SterlingGBP
Swiss FrancCHF
Australian DollarAUD
Canadian DollarCAD
New Zealand DollarNZD
South African RandZAR

International Organization for Standardization

Three-letter alphabetic symbols that denote 
different currencies used globally
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NicknamesISO Codes

U.S. DollarUSD
EuroEUR
Japanese YenJPY
Pound SterlingGBP
Swiss FrancCHF
Australian DollarAUD
Canadian DollarCAD
New Zealand DollarNZD
South African RandZAR

NicknameFX pair

AussieAUD/USD

CableGBP/USD

KiwiNZD/USD

LoonieUSD/CAD

SwissieUSD/CHF
Most widely traded and recognized 

currencies in global financial markets

Many currency pairs have nicknames

These make communication more concise and 
are often rooted in history or cultural references

FX Cross Rates
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FX Cross Rates

Exchange rate between 
two currencies

Comparing their respective 
rates against a common 

third currency, typically USD

They exist because many currencies are not traded directly in large volumes

EUR/ZAR EUR/USD USD/ZAR
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EUR/ZAR EUR/USD USD/ZAR

EUR USD

1.0652

/

EUR/ZAR EUR/USD USD/ZAR

EUR USD ZAR/ /

1.0652 19.2013
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1 EUR = 20.4532 ZAR

EUR/ZAR EUR/USD USD/ZAR

1

EUR/ZAR EUR/USD USD/ZAR

EUR USD ZAR/ /

1.0652 19.2013

1.0652 20.4532

Multiply these two rates together…

= x
1.0652 19.2013x=20.4532

Cross rates are 
useful where…

Cross rates often 
reflect indirect pricing…

A direct exchange 
rate is unavailable

You want to understand 
the relationship between 

two currencies without 
the involvement of a third

They are derived from two 
other exchange rates with 
their own bid-offer spread

The bid-offer spread can 
be wider – you are 

effectively crossing the 
spread twice
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FX Spot Quotation

FX Spot Quotation

One currency is bought One currency is sold 

Trading pairs

Microsoft

420
1 share = 420 USD

EUR/USD
1.09

What does 
this mean?

Potential price quote confusion
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A currency quote is the number of units of the quoted currency per one unit of the base currency

$ $
EUR USD

Base currency Quoted currency

Currency you 
are trading

What
determines its

price

Rule

The left-hand currency 
(named first) is always the

base currency 
The right-hand currency is 

the quoted currency 

EURUSD 1.0950-53

Base currency Quoted currency

Bid and ask rates

Clients always lose from difference (or 
spread) between these numbers

Bid Ask

Bid: for selling 1 EUR you receive 1.0950 USD

Ask: for buying 1 EUR you must sell 1.0953 USD

“Big figure” “Pips” or “points”
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EURUSD 1.0950-53

Base currency Quoted currency

“Big figure” “Pips” or “points”

EUR/USD One pip equals 0.0001 USD

USDJPY 149.04-05

USD/JPY One pip equals 0.01 JPY

Strengthening vs. Weakening
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Source: Infront

EUR weakening
USD strengthening

EUR strengthening
USD weakening

Sell 1 EUR 
Receive 1.0950 USD

Buy 1 EUR
Pay 1.0890 USD

Short position Positive profit & loss for the trade

1.0950 - 1.0890 = 0.0060 
USD per EUR Profit
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Source: Infront

EUR weakening
USD strengthening

EUR strengthening
USD weakening

Short position Positive profit & loss for the trade

Examine other 
currency pairs GBP, JPY, AUD

Compare USD against Compare EUR against

GBP, CHF, JPY

$
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Rising USD index

Currency Indices

USD index - the DXY

Measures the value of the U.S. dollar Against a basket of major currencies

£

Broad-based USD strength

EUR indexes

Track the Euro’s performance Against a weighted basket of currencies

Broad EUR strengthRising EUR index

Currency Indices

We better understand whether the movement in EUR/USD was driven by…

Broader USD 
dynamics

Combination 
of both

EUR-specific 
factors

Analyzing these indices

$
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The FX Quote Waterfall

Which currency is the 
base currency?

Which currency is the 
quoted currency?

A currency quote is given as the number of units of the 
quoted currency per one unit of the base currency

We can’t know all currency 
pair conventions offhand

There are a few rules 
that will help
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The FX Quote Waterfall

1 EUR is always the 
base currency

2 GBP, AUD then NZD are the base 
against any currency except for EUR

3 USD is the base against any currency 
except for EUR, GBP, AUD and NZD 

4 If none of the above currencies are part of the 
pair, the stronger currency tends to be the base

FX Spot Drivers
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Key Factors that Drive FX Spot Rates

Purchasing 
Power Parity 

(PPP)
Political 
Stability

Monetary 
Policy

Economic 
Developments

Inflation 
Differentials

Interest Rate 
Differentials

Key Factors that Drive FX Spot Rates

Purchasing 
Power Parity 

(PPP)
Political 
Stability

Monetary 
Policy

Economic 
Developments

Inflation 
Differentials

Interest Rate 
Differentials

Difference in interest rates between two economies

Higher interest rates Strengthen that currency relative to others
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Currencies tend 
to appreciate 

over time

Key Factors that Drive FX Spot Rates

Purchasing 
Power Parity 

(PPP)
Political 
Stability

Monetary 
Policy

Economic 
Developments

Inflation 
Differentials

Interest Rate 
Differentials

Differences in inflation rates drive currency movements

Lower 
inflation
countries

They maintain 
purchasing 

power

Key Factors that Drive FX Spot Rates

Purchasing 
Power Parity 

(PPP)
Political 
Stability

Monetary 
Policy

Economic 
Developments

Inflation 
Differentials

Interest Rate 
Differentials

GDP growth Employment data Trade balances

Provide insights into an economy’s health
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Key Factors that Drive FX Spot Rates

Purchasing 
Power Parity 

(PPP)
Political 
Stability

Monetary 
Policy

Economic 
Developments

Inflation 
Differentials

Interest Rate 
Differentials

Actions Guidance

Rate hikes Rate cuts Quantitative easing

Shift expectations and influence currency values

Key Factors that Drive FX Spot Rates

Purchasing 
Power Parity 

(PPP)
Political 
Stability

Monetary 
Policy

Economic 
Developments

Inflation 
Differentials

Interest Rate 
Differentials

Political stabilityPolitical uncertainty

Deter investment

Weaken a currency

Currencies act as safe havens

USD, CHF, JPY strengthen during 
periods of global uncertainty 

© 2025 Financial Edge Training 25



Key Factors that Drive FX Spot Rates

Purchasing 
Power Parity 

(PPP)
Political 
Stability

Monetary 
Policy

Economic 
Developments

Inflation 
Differentials

Interest Rate 
Differentials

Currency values should 
adjust to equalize the 
cost of goods between 

countries

Useful benchmark for 
evaluating whether a 

currency is overvalued 
or undervalued

$ $

Purchasing 
Power Parity 

(PPP)
Political 
Stability

Monetary 
Policy

Economic 
Developments

Inflation 
Differentials

Interest Rate 
Differentials
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Purchasing 
Power Parity 

(PPP)
Political 
Stability

Monetary 
Policy

Economic 
Developments

Inflation 
Differentials

Interest Rate 
Differentials
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Interest rate differentials 
don’t act in isolation

Short-term divergences 
can occur

e.g. geopolitical events 
or sudden changes in 

monetary policy

Carry Trade
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Carry Trade
A common strategy in FX markets

Investor borrows money in a 
currency with a low interest rate

Invests in another currency that yields 
a higher interest rate with the funds

Borrow JPY

JPY interest 0.5%

Invest AUD

AUD interest 4%

Convert JPY into AUD

Earns interest rate differential
4% - 0.5% = 3.5% (profit)

Convert JPY into AUD

Earns interest rate differential
4% - 0.5% = 3.5% (profit)

AUD/JPY spot rate = 100

Borrow 100m JPY Invest 1m AUD

40,000 AUD interest 4% x AUD 1m 500,000 JPY interest0.5% x JPY 100m 

5,000 AUD interest500,000         100  

40,000 – 5,000 = 35,000 AUD profit

3.5m JPY if converted back to JPY
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$ $

$

Convert JPY into AUD

Borrow 100m JPY Invest 1m AUD

40,000 AUD interest500,000 JPY interest

1 AUD = fewer JPY

AUD weakens against JPY

Give up more AUD 
to receive 100m 

JPY

Potential loss

If invested currency 
depreciates

Exchange 
rate losses

Could offset any interest 
rate differential gains

$ $

$

During global 
financial stress

Rely on interest rate differentials 
and stable exchange rates

If invested currency 
depreciates

Exchange 
rate losses

Could offset any interest 
rate differential gains

Investors unwind 
carry trades

Currency value changes, 
amplifying losses

Highly rewarding, but require 
careful risk management
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Herstatt Risk and Continuous 
Linked Settlement (CLS)

Amplify Herstatt risk 
in FX markets

Time zone 
differences

Herstatt Risk (settlement risk)

One party will pay the currency it sold but not receive the currency it bought

Currencies are settled in 
their respective domestic 

markets, operating on 
different business hours
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June 26, 1974
Bankhaus Herstatt

Herstatt Bank 

Declared insolvent
during German 
business hours

Counterparties

U.S. banking day had 
not yet begun

Before closure

Payments received

Corresponding payments

not delivered

USD settlements 
occur during US 
business hours

USD/JPY Trade

07:47
New York

12:47
London

13:47
Paris

20:47
Tokyo

JPY settlements 
occur during

Japanese business 
hours

Delivery prevented e.g. bankruptcy

One party is exposed to loss
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USD settlements 
occur during US 
business hours

USD/JPY Trade

07:47
New York

12:47
London

13:47
Paris

20:47
Tokyo

JPY settlements 
occur during

Japanese business 
hours

Delivery prevented e.g. bankruptcy

One party is exposed to loss

If one payment fails, the corresponding payment is withheld

CLS (Continuous Linked Settlement)

Global clearing and settlement system To reduce FX settlement risk

Payment Versus Payment (PvP) Both sides of an FX transaction 
are settled simultaneously

Preventing a loss to the counterparty
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Counterparty BCounterparty A

CLS

Intermediary
Payments released simultaneously 

once both sides are received

SettlementSettlement

-

Eliminates the risk of one 
party fulfilling its obligation 

while the other fails

Eligible currencies Participant restrictions Trade types
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Eligible currencies Participant restrictions Trade types

Trading volume Market demand Regulatory approval

CLS provides settlement services for a select number of currencies

Not all currencies eligible Be aware of settlement risks when trading 
less liquid or exotic currency pairs

Eligible currencies Participant restrictions Trade types

Financial 
institution

CLS

Major bank

CLS
Non-members can 

still access CLS 
services indirectly 
through member 

banks
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Eligible currencies Participant restrictions Trade types

Spot Forward Swap

SimultaneousSecure

CLS primarily settles these FX transactions…

CLS has become a 
cornerstone of the FX 

market infrastructure

Enhancing the safety 
and efficiency of global 
currency transactions

Remain vigilant about 
settlement risks

Especially with non-CLS-
eligible currency pairs
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FX Forwards

FX Forwards (“outrights”)

Agreement to buy/sell the currency at a price agreed today, 
with settlement at an agreed upon date after the spot date

Forward dateSettlement date

Forward priceAgreed-upon price
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6M EUR/USD forward 

The forward period 
starts from the spot date

T Spot + 6 
months

Spot 
(T+2)

Trade 
date

Spot 
date

Forward 
date

Forward transaction 
agreed (including 

forward price)
Forward 

transaction settled

Friday, 
March 15th

Tuesday, 
March 19th

Thursday, 
September 19th

FX forwards are highly liquid for so-called straight dates (1, 2, 3, 6, 9 and 12 months forward)

Machinery

$100 million (in 3 months)

European 
exporter U.S. company

Transactional 
FX Risks

FX risk

If USD weakens against EUR 
over the next 3 months

Receive less EUR when $100 
million is converted back to EUR
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Machinery

$100 million (in 3 months)

European 
exporter U.S. company

Transactional 
FX Risks

To mitigate, exporter 
enters into a 3-month 

EUR/USD forward 
contract

Locks in an
exchange rate for 
the USD payment

Payment value fixed 
regardless of any 

USD/EUR exchange 
rate movements

Anticipating a strengthening 
USD or weakening EUR

Capitalize on their 
expectations

Speculative Tools

Investors might use forwards to bet on expected currency movements
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FX Forward Quotation

FX Forward Quotation
FX forwards are quoted in forward points, reflecting the 

difference between the spot FX rate and the outright forward rate
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USDJPYGBPUSDEURUSD
AskBidAskBidAskBidTenor
149.05149.041.26231.26211.09531.0950Spot
-16.27-16.320.530.503.253.211W
-32.36-32.481.051.016.276.192W
-48.6-48.691.601.549.349.243W
-69.68-69.782.462.3613.4713.371M
-146.75-146.956.656.4530.8230.622M
-218.95-219.29.208.9045.3545.153M
-285.98-286.3811.4011.1058.7058.304M
-360.54-361.1914.0013.6075.1074.605M
-425.41-426.2615.7015.2089.6089.106M

Scaling factor

Reflects how we apply the forward points to the exchange rate, depending on the currency pair

EUR/USD One pip = 1/10,000th of 1 USD

USD/JPY One pip = 1/100th of 1 JPY

Scaling factor = 10,000

Scaling factor = 100

USDJPYGBPUSDEURUSD
AskBidAskBidAskBidTenor
149.05149.041.26231.26211.09531.0950Spot
-16.27-16.320.530.503.253.211W
-32.36-32.481.051.016.276.192W
-48.6-48.691.601.549.349.243W
-69.68-69.782.462.3613.4713.371M
-146.75-146.956.656.4530.8230.622M
-218.95-219.29.208.9045.3545.153M
-285.98-286.3811.4011.1058.7058.304M
-360.54-361.1914.0013.6075.1074.605M
-425.41-426.2615.7015.2089.6089.106M

Direction of adjustment

Positive forward points Negative forward points

Add them to the spot rate Subtract them from the spot rate
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USDJPYGBPUSDEURUSD
AskBidAskBidAskBidTenor
149.05149.041.26231.26211.09531.0950Spot
-16.27-16.320.530.503.253.211W
-32.36-32.481.051.016.276.192W
-48.6-48.691.601.549.349.243W
-69.68-69.782.462.3613.4713.371M
-146.75-146.956.656.4530.8230.622M
-218.95-219.29.208.9045.3545.153M
-285.98-286.3811.4011.1058.7058.304M
-360.54-361.1914.0013.6075.1074.605M
-425.41-426.2615.7015.2089.6089.106M

Scaling factor Direction of adjustment

6M EUR/USD forward bid price

USDJPYGBPUSDEURUSD
AskBidAskBidAskBidTenor
149.05149.041.26231.26211.09531.0950Spot
-16.27-16.320.530.503.253.211W
-32.36-32.481.051.016.276.192W
-48.6-48.691.601.549.349.243W
-69.68-69.782.462.3613.4713.371M
-146.75-146.956.656.4530.8230.622M
-218.95-219.29.208.9045.3545.153M
-285.98-286.3811.4011.1058.7058.304M
-360.54-361.1914.0013.6075.1074.605M
-425.41-426.2615.7015.2089.6089.106M

Scaling factor Direction of adjustment

6M EUR/USD forward bid price

89.10 =10,000 0.00891

EUR/USD Scaling factor = 10,000
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USDJPYGBPUSDEURUSD
AskBidAskBidAskBidTenor
149.05149.041.26231.26211.09531.0950Spot
-16.27-16.320.530.503.253.211W
-32.36-32.481.051.016.276.192W
-48.6-48.691.601.549.349.243W
-69.68-69.782.462.3613.4713.371M
-146.75-146.956.656.4530.8230.622M
-218.95-219.29.208.9045.3545.153M
-285.98-286.3811.4011.1058.7058.304M
-360.54-361.1914.0013.6075.1074.605M
-425.41-426.2615.7015.2089.6089.106M

Scaling factor Direction of adjustment

6M EUR/USD forward bid price

89.10 =10,000 0.00891

EUR/USD Scaling factor = 10,000 Positive forward points

1.0950 =0.00891 1.10391+

USDJPYGBPUSDEURUSD
AskBidAskBidAskBidTenor
149.05149.041.26231.26211.09531.0950Spot
-16.27-16.320.530.503.253.211W
-32.36-32.481.051.016.276.192W
-48.6-48.691.601.549.349.243W
-69.68-69.782.462.3613.4713.371M
-146.75-146.956.656.4530.8230.622M
-218.95-219.29.208.9045.3545.153M
-285.98-286.3811.4011.1058.7058.304M
-360.54-361.1914.0013.6075.1074.605M
-425.41-426.2615.7015.2089.6089.106M

Scaling factor Direction of adjustment

6M USD/JPY forward bid price
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USDJPYGBPUSDEURUSD
AskBidAskBidAskBidTenor
149.05149.041.26231.26211.09531.0950Spot
-16.27-16.320.530.503.253.211W
-32.36-32.481.051.016.276.192W
-48.6-48.691.601.549.349.243W
-69.68-69.782.462.3613.4713.371M
-146.75-146.956.656.4530.8230.622M
-218.95-219.29.208.9045.3545.153M
-285.98-286.3811.4011.1058.7058.304M
-360.54-361.1914.0013.6075.1074.605M
-425.41-426.2615.7015.2089.6089.106M

Scaling factor Direction of adjustment

6M USD/JPY forward bid price

USD/JPY Scaling factor = 100

426.26 =100 4.2626

USDJPYGBPUSDEURUSD
AskBidAskBidAskBidTenor
149.05149.041.26231.26211.09531.0950Spot
-16.27-16.320.530.503.253.211W
-32.36-32.481.051.016.276.192W
-48.6-48.691.601.549.349.243W
-69.68-69.782.462.3613.4713.371M
-146.75-146.956.656.4530.8230.622M
-218.95-219.29.208.9045.3545.153M
-285.98-286.3811.4011.1058.7058.304M
-360.54-361.1914.0013.6075.1074.605M
-425.41-426.2615.7015.2089.6089.106M

Scaling factor Direction of adjustment

6M USD/JPY forward bid price

USD/JPY Scaling factor = 100

426.26 =100 4.2626

Negative forward points

149.04 =4.2626 144.78-
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USDJPYGBPUSDEURUSD
AskBidAskBidAskBidTenor
149.05149.041.26231.26211.09531.0950Spot
-16.27-16.320.530.503.253.211W
-32.36-32.481.051.016.276.192W
-48.6-48.691.601.549.349.243W
-69.68-69.782.462.3613.4713.371M
-146.75-146.956.656.4530.8230.622M
-218.95-219.29.208.9045.3545.153M
-285.98-286.3811.4011.1058.7058.304M
-360.54-361.1914.0013.6075.1074.605M
-425.41-426.2615.7015.2089.6089.106M

Direction of adjustment

Bid-ask spread always wider for the forward rate than the spot rate

Bid forward points < ask Bid forward points > ask

Add them to the spot rate Subtract them from the spot rate

Bid > ask
Subtract

What Determines FX Forward 
Points? – Part 1
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What Determines FX Forward Prices?

The forward rate is not a prediction of the spot FX rate

Forward prices are driven by…

Supply Demand

The no-arbitrage principle 

Forward price calculations are rooted in…

Financial outcome Risk profile

If there are two or more ways to achieve the same: 

OR

The prices of these alternatives must be identical 

What Determines FX Forward Prices?

The forward rate is not a prediction of the spot FX rate

The no-arbitrage principle 

Forward price calculations are rooted in…

Financial outcome Risk profile

If there are two or more ways to achieve the same: 

OR

The prices of these alternatives must be identical 

Market participants

Market A

Market B

Buy

Sell

Risk-free 
profit

© 2025 Financial Edge Training 45



Investor Wants to lock in the purchase price for 
100 million EUR vs. USD 6 months forward

Alternative 1

Alternative 2

Call a market maker and ask for a 
6-month EUR/USD forward quoteMost convenient Most usedAlternative 1

Alternative 2

Investor Wants to lock in the purchase price for 
100 million EUR vs. USD 6 months forward

Today 6 months later

Agree to trade a fixed amount of 
USD for a fixed amount of EUR 

in 6 months’ time

Currencies are exchanged

Short USD, long EUR

This rate should be 
identical to the alternative 
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Alternative 1

Alternative 2

Investor Wants to lock in the purchase price for 
100 million EUR vs. USD 6 months forward

Replicate the forward trade manually

Today 6 months later

USD

EUR

Pay 109.5m

Receive 100m

Spot price = 1.0950

Alternative 1

Alternative 2

Investor Wants to lock in the purchase price for 
100 million EUR vs. USD 6 months forward

Replicate the forward trade manually

Today 6 months later

USD

EUR

Pay 109.5m

Receive 100m

Spot price = 1.0950

Borrow 109.5m

Invest 100m

Short USD

Incur 
interest

Earn 
interest

Long EUR

Both methods = in 6 months, the investor is long EUR and is short USD
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Alternative 1

Alternative 2

Investor Wants to lock in the purchase price for 
100 million EUR vs. USD 6 months forward

Replicate the forward trade manually

Today 6 months later

USD

EUR

5.3950%

3.7549%

Forward period = 
182 days

Actual/360 day 
count conventionSpot price = 1.0950

Borrow 109.5m 1 ൅ 5.3950% ∗ 182360 =x Short 112.4866m

Invest 100m 1 ൅ 3.7549% ∗ 182360 =x Long 101.8983m

Forward price 112.4866 / 101.8983 = 1.10391

Alternative 1

Alternative 2

Based on simplifying assumptions…

Identical interest 
rates for 

borrowing and 
investing money

No restrictions on 
borrowing or 
investment

Absence of 
transaction 

costs

Forward pricesForward prices might deviate from the 
theoretical level as they reflect market reality
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The Interest Rate Parity Formula

The forward FX rate equals the spot FX rate, adjusted by 
the interest rate differential between the two currencies

FX forward rate ൌ FX spot rate   x  1 ൅ 𝑖୯୳୭୲ୣୢ x daysbasis1 ൅ iୠୟୱୣ x daysbasis
USD

EUR

360 days

What Determines FX Forward 
Points? – Part 2

Interest Rate Parity Intuition
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Interest rate 
differential

Direction of 
adjustment

FX hedged 
carry trade

Forward rate 
drivers

FX forward rate ൌ FX spot rate   x  1 ൅ 𝑖୯୳୭୲ୣୢ x daysbasis1 ൅ iୠୟୱୣ x daysbasis
Identical interest rates

Formula fraction = 1

There’s no difference between
spot and forward prices

Different interest rates

Spot and forward rates diverge

The greater the differential, the 
larger the gap between the prices

Interest rate 
differential

Direction of 
adjustment

FX hedged 
carry trade

Forward rate 
drivers

𝐸𝑈𝑅𝑈𝑆𝐷଺௠ ிௐ஽ ൌ 1.0950  x  ଵାହ.ଷଽହ଴%∗భఴమయలబଵାଷ.଻ହସଽ%∗భఴమయలబ = 1.10391 

Currency 
depreciates on 
a forward basis

Higher interest rate 
(quoted currency)

Currency 
appreciates on 
a forward basis

Lower interest rate 
(quoted currency)

6 months

USD higher interest = USD depreciation on a forward basis
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Interest rate 
differential

Direction of 
adjustment

FX hedged 
carry trade

Forward rate 
drivers

There should be no profit on an FX hedged carry trade

Low-yielding currency High yielding currency

Borrowing Investing

Repayment Earnings

Exchange rate risk 
If the low-yielding currency 

strengthens in the meantime

Exchange rate loss 
Could wipe out your interest rate 

gain or leave you with a loss

Interest rate 
differential

Direction of 
adjustment

FX hedged 
carry trade

Forward rate 
drivers

There should be no profit on an FX hedged carry trade

Exchange rate risk 
If the low-yielding currency 

strengthens in the meantime

Exchange rate loss 
Could wipe out your interest rate 

gain or leave you with a loss

No risk, no return
An FX hedged carry trade 

shouldn’t generate a profit
FX forward

Lock in the exchange rate today
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Interest rate 
differential

Direction of 
adjustment

FX hedged 
carry trade

Forward rate 
drivers

There should be no profit on an FX hedged carry trade

The forward rate must adjust to offset the interest rate differential

Lower-yielding currency
APPRECIATE

Higher-yielding currency
DEPRECIATE

Interest rate 
differential

Direction of 
adjustment

FX hedged 
carry trade

Forward rate 
drivers

𝐸𝑈𝑅𝑈𝑆𝐷଺௠ ிௐ஽ ൌ 1.0950  x  ଵାହ.ଷଽହ଴%∗భఴమయలబଵାଷ.଻ହସଽ%∗భఴమయలబ = 1.10391 

Spot rate Quoted currency 
interest rate

Base currency 
interest rate

FX forwards expose you to market risks 
related to all three factors involved
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FX Forward – Market Risk 

𝐸𝑈𝑅𝑈𝑆𝐷଺௠ ிௐ஽ ൌ 1.0950  x  ଵାହ.ଷଽହ଴%∗భఴమయలబଵାଷ.଻ହସଽ%∗భఴమయలబ = 1.10391 

Interest rate parity formula

FX spot rate exposure Interest rate exposure

Rate = 1.10391

6-month forward basis

100m EUR against USD

You hold no other positions

Market Risk
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FX spot rate exposure Interest rate exposure

Rate = 1.10391

6-month forward basis

100m EUR against USD

You hold no other positions

Market Risk

Locked in the rate at which currencies 
will exchange in 6 months

Could buy the same 100m EUR 
in exchange for fewer USD at 

the new spot rate

Mark-to-market loss

The EUR to weaken (USD to strengthen)

To see the price of our asset decline

Don’t want…

FX spot rate exposure Interest rate exposure

Market Risk

Buying EUR Investing EUR Borrowing USD

Are we long or short EUR and USD interest rates?

Rates fixed for 6 months
USD interest 
rates to fall

EUR interest 
rates to rise

Don’t want…

Locked-in rate = 
less attractive

Locked-in rate = 
more expensive
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FX spot rate exposure Interest rate exposure

Market Risk

Long EUR vs. USD
Long position - EUR interest rates

Short position - USD interest rates

Non-deliverable Forwards 
(NDFs)
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Non-deliverable Forwards (NDFs)

Foreign exchange derivatives designed to help hedge or speculate on currencies that are…

Not freely 
convertible

Subject to 
exchange controls

Prevent the use of standard FX forwards

Restrictions and regulations 
imposed by certain countries
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Limits on currency 
convertibility

Capital controls 
preventing the free 

movement of money 

Regulatory barriers 
limiting participation in 

global forex markets

Forward contract not 
feasible

NDFs offer a way to work 
around these limitations
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CHINESE YUAN (CNY) INDIAN RUPEE (INR) KOREAN WON (KRW) BRAZILLIAN REAL (BRL)

Standard forward 
currency contract

NDF currency 
derivatives contract

Settled entirely in a 
major convertible 
currency e.g. USD

Physical delivery 
of the underlying 

currencies 

Settlement amount
Based on the difference between 
the contracted NDF rate and the 
prevailing spot rate at the time 

of settlement
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NDF currency 
derivatives contract

NDF 
CONTRACT1

WHO USES 
NDFs?2

NDF 
SETTLEMENT3

NDF currency 
derivatives contract

NDF 
CONTRACT1

WHO USES 
NDFs?2

NDF 
SETTLEMENT3

Enter 1-month NDF

Today
Fixing 
date Settlement

NDF rate and spot 
rate compared

Difference is 
settled in USD

Determines profit 
or loss in 1 month
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NDF currency 
derivatives contract

NDF 
CONTRACT1

WHO USES 
NDFs?2

NDF 
SETTLEMENT3

Corporations

Hedging Speculation

Hedge FX risks tied to 
restricted currencies

Company operating in Brazil 

Use an NDF to hedge 
exposure to the Brazilian 

Real (BRL) to manage 
exchange rate fluctuations

Speculators

Bet on currency 
movements without 

physical delivery 

Navigate markets that 
would otherwise be 

inaccessible

Ensures liquiditySimplifies the 
transaction

NDF currency 
derivatives contract

NDF 
CONTRACT1

WHO USES 
NDFs?2

NDF 
SETTLEMENT3

Settlement happens 
in a major currency

Most commonly 
in USD
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Ensures liquidity Simplifies the 
transaction

NDF currency 
derivatives contract

NDF 
CONTRACT1

WHO USES 
NDFs?2

NDF 
SETTLEMENT3

Settlement happens 
in a major currency

Most commonly 
in USD

Non-deliverable Forwards 
(NDFs) Scenario
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NDF Scenario

Concerned about potential 
depreciation of INR vs. USD

U.S. company Operations in India

Today 6 months later

50m Indian rupees (INR) 

Enter into an NDF contract

NDF
Enter into an NDF contract

Contract date: April 20th

Settlement date: October 20th

NDF rate: 1 USD = 69 INR

Contracted INR: 50,000,000

Spot rate USD/INR: 74

1 What is the settlement payment, and will the 
company need to pay or receive the difference?

2 What is the effective exchange rate when the 
INR is converted?
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NDF
Enter into an NDF contract

Contract date: April 20th

Settlement date: October 20th

NDF rate: 1 USD = 69 INR

Contracted INR: 50,000,000

Spot rate USD/INR: 74

1 What is the settlement payment, and will the 
company need to pay or receive the difference?

2 What is the effective exchange rate when the 
INR is converted?

50,000,000 69 = 724,637.68

CONTRACTED 
INR NDF RATE USD VALUE 

(NDF RATE)

NDF
Enter into an NDF contract

Contract date: April 20th

Settlement date: October 20th

NDF rate: 1 USD = 69 INR

Contracted INR: 50,000,000

Spot rate USD/INR: 74

1 What is the settlement payment, and will the 
company need to pay or receive the difference?

2 What is the effective exchange rate when the 
INR is converted?

50,000,000 74 = 675,675.68

CONTRACTED 
INR

PREVAILING 
SPOT RATE

USD VALUE 
(SPOT RATE)

724,637.68

USD VALUE 
(NDF RATE)
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NDF
Enter into an NDF contract

Contract date: April 20th

Settlement date: October 20th

NDF rate: 1 USD = 69 INR

Contracted INR: 50,000,000

Spot rate USD/INR: 74

1 What is the settlement payment, and will the 
company need to pay or receive the difference?

2 What is the effective exchange rate when the 
INR is converted?

50,000,000 74 =
CONTRACTED 

INR
PREVAILING 
SPOT RATE

675,675.68

USD VALUE 
(SPOT RATE)

724,637.68

USD VALUE 
(NDF RATE)

NDF
Enter into an NDF contract

Contract date: April 20th

Settlement date: October 20th

NDF rate: 1 USD = 69 INR

Contracted INR: 50,000,000

Spot rate USD/INR: 74

1 What is the settlement payment, and will the 
company need to pay or receive the difference?

2 What is the effective exchange rate when the 
INR is converted?

675,675.68

USD VALUE 
(SPOT RATE)

- = 48,962.01

SETTLEMENT 
PAYMENT

724,637.68

USD VALUE 
(NDF RATE)

INR weakened

Company receives the difference
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NDF
Enter into an NDF contract

Contract date: April 20th

Settlement date: October 20th

NDF rate: 1 USD = 69 INR

Contracted INR: 50,000,000

Spot rate USD/INR: 74

1 What is the settlement payment, and will the 
company need to pay or receive the difference?

2 What is the effective exchange rate when the 
INR is converted?

675,675.68 48,962.01 = 724,637.69

USD PAYMENT 
(SPOT RATE)

SETTLEMENT 
PAYMENT

TOTAL USD 
VALUE

+

50,000,000 724,637.69 = 69

CONTRACTED 
INR

TOTAL USD 
VALUE

INR/USD
EXCHANGE RATE

Non-deliverable Forwards 
(NDFs) Key Characteristics
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Risk management Cash settlement Over-the-counter 
(OTC) Market risk Liquidity

Risk management Cash settlement Over-the-counter 
(OTC) Market risk Liquidity

NDF

Manage FX risk without 
violating these regulations

NDFs are an effective tool for hedging FX risks in restricted markets

A company operates in a country with restrictions on currency convertibility…
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Risk management Cash settlement Over-the-counter 
(OTC) Market risk Liquidity

NDFs settle the 
gain or loss in 

cash

Typically, in a major 
currency e.g. USD

Reduce logistical 
challenges and 

associated costs

Risk management Cash settlement Over-the-counter 
(OTC) Market risk Liquidity

Align the terms of the 
NDF with precise 

hedging or speculative 
requirementsSettlement date

Notional amount

NDFs can be tailored to meet specific needs

Counterparty risk

The risk that the other 
party in the contract 
may default on their 

obligations
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Risk management Cash settlement Over-the-counter 
(OTC) Market risk Liquidity

Many currencies traded via NDFs are from emerging markets, where volatility is higher

Economic 
conditions

Political 
instability

Shifts in foreign 
investment flow

Adds another layer of risk 

NDF users must stay vigilant 
about these factors

Risk management Cash settlement Over-the-counter 
(OTC) Market risk Liquidity

Trading activity
Counterparties

Bid-ask spreadLower level of trading 
activity compared to 

major currency forward 
markets

Harder to find 
counterparties for large 

transactions without 
affecting market prices

Tends to be wider and 
can vary significantly 

depending on the 
currency pair
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