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Introduction

The forex market was forever the private domain of hedge funds, global banks, multinational
corporations, and wealthy private investors the world over. But this all changed a few years ago
when the Internet-based technological revolution of online trading spread over to the forex
markets. Today, tens of thousands of individual traders and investors all over the world are
discovering the excitement and challenges of trading in the forex market.

No question about it, forex markets can be one of the fastest and most volatile financial markets to
trade. Money can be made or lost in a matter of seconds or minutes. At the same time, currencies
can display significant trends lasting several days to weeks and even years. Most importantly,
forex markets are always moving, providing an accessible and target-rich trading environment.

In contrast to stock markets, which are more familiar and relatively intuitive to most investors, the
forex market somehow remains more elusive and seemingly complicated to newcomers.

I’ve spent my career in the forex market as a trader at some of the world’s largest financial
institutions. I’ve written Currency Trading For Dummies to pull back the curtain and strip away
the mystique of the currency market.

In this book, I show you how the forex market really works, what moves it, and how you can
actively trade it. [ also provide you with the tools to develop a structured game plan you need to
trade in the forex market and not lose your shirt. I cover

¥ Getting a handle on the forces that drive currency movements
¥ Understanding forex market trading conventions and strategies
¥ Interpreting economic data and official statements

¥ Finding sources of data and market intelligence

¥ Gauging market psychology, sentiment, and positioning

¥ Identifying key traits of individual currency pairs

¥ Utilizing technical analysis to spot trade opportunities

¥ The secrets behind Copy Trading - how to make top traders work for you

L Focusing on risk management to minimize losses and keep more of your gains

About This Book
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If you’re an active trader looking for alternatives to trading stocks or futures, the forex market is
hard to beat. Online trading innovations over the past decade have made it accessible, both
technologically and financially.

But as an individual trader, gaining access to the forex market is only the beginning. Just because
you’ve got the keys to a Formula One race car doesn’t mean you’re ready to compete in a Grand
Prix. First, you have to understand how the car works. Then you have to figure out some of the
tactics and strategies the pros use. And then you have to get behind the wheel and practice,
developing your skills, instincts, and tactics as you go.

To succeed in the forex market, you’re going to have to do the same. This book gives you the no-
nonsense information you need, with the perspective, experience, and insight of two forex market
veterans.

Whether you’re an experienced trader in other markets looking to expand into currencies, or a total
newcomer to trading looking to start out in currencies, this book has what you need. Best of all,
it’s presented in the easy to use For Dummies format. Divided into easy-to-follow parts, this book
can serve as both your reference and troubleshooting guide.

Note: Trading foreign currencies is a challenging and potentially profitable opportunity for
educated and experienced investors. However, before deciding to participate in the forex market,
you should carefully consider your investment objectives, level of experience, and risk appetite.
Most important, don’t invest money you can’t afford to lose. The leveraged nature of forex trading
means that any market movement will have an equally proportional effect on your deposited funds;
this may work against you as well as for you. (To manage exposure, employ risk-reducing
strategies such as stop-loss or limit orders.) Any off-exchange foreign exchange transaction
involves considerable exposure to risk, including, but not limited to, leverage, creditworthiness,
limited regulatory protection, and market volatility that may substantially affect the price or
liquidity of a currency or currency pair. Using an Internet-based trading system also involves
risks, including, but not limited to, the failure of hardware, software, and Internet connection.

Conventions Used in This Book

I keep the conventions to a minimum in this book. Here are the ones I use:

¥ Jtalics are used for emphasis or to highlight new words or phrases.
¥ Boldfaced text indicates key words in bulleted lists or the key steps of action lists.

¥ Monotype font is used to refer to Web addresses and e-mail addresses.

Also, when you see references to eastern time (ET), that means whatever time it is in New York
City. Part of the year, that’s eastern standard time (EST) and part of the year it’s eastern daylight



time (EDT).

What You’re Not to Read

This book is designed to be an easy-access reference guide to currency trading. I cover each
subject in its entirety in individual chapters, and the information doesn’t depend on what comes
before or after. That means you’re able to jump around to the subjects you want to focus on and
skip those you feel comfortable with already or just aren’t interested in.

[ highly recommend that complete beginners to trading in financial markets peruse the whole book
to get a solid idea of all that’s involved. Experienced traders from other markets will probably
want to focus more on the specific conventions and traits of the forex market — but you may also
find the technical and fundamental insights as applied to currencies enlightening for your forays
into trading this market.

No matter your background, you can skip paragraphs marked with the Technical Stuff icon without
giving up an understanding of the primary subject. Also, sidebars supplement the primary text —
you can skip them without missing the main point.

Foolish Assumptions

Making assumptions is always a risky business, but knowing where I’m coming from may help put
you at ease. Obviously, not all these assumptions will apply to you, but at least I’11 have it all out
in the open. In writing this book, I assume that:

¥ You’ve heard about currency trading and you’re looking to find out more about what’s
involved before you try it.

¥ You’re intrigued by the international dimensions of the forex markets and you want to find
out how to profit from currency movements.

¥ You’re seeking to diversify your trading activities or hedge your investments.

¥ You want to discover more about technical analysis and how it can be used to improve
trading results.

¥ You understand that trading currencies carries the risk of losses.

¥ You’re prepared to devote the time and resources necessary to understand what’s
involved in currency trading,

¥ You have the financial resources to pursue margin trading, meaning that you’ll never risk



more than you can afford to lose without affecting your lifestyle.

¥ You aren’t gullible enough to believe the infomercials that promise easy money by trading
currencies.

¥ You understand that there is a big difference between gambling and speculating,

These assumptions should serve as a healthy reality check for you before you decide to jump in to
currency trading actively. A lot of it is similar to being a weekend golfer and being disappointed
when your play doesn’t reach pro-level scores. But when you think about it, why should it? The
pros are out there practicing and playing all day, every day — it’s their full-time job. Most people
can only hope to get a round in on the weekend or get to the driving range for a few hours a week.
Keep your perspective about what’s realistic for you, and you’ll be in a much better position to
profit from actively trading.

How This Book is Organized

I’ve divided Currency Trading For Dummies into five parts. In this section, I lay them all out for
you.

Part I: Trading the World’s Largest Financial Market

This part introduces you to the global forex market and gives you an idea of its size and scope.
You find out who the players are and what their styles and motivations are. I also look at the
impact of other financial markets on currencies. This part is also where I cover the nitty-gritty of
currency trading conventions and tools so you know exactly how and what you’re trading.

Part II: Driving Forces behind Currencies

In this part I look at the major fundamental and economic drivers that influence currency values.
Also, whether 1t’s economic data out of the United Kingdom or a political spat in the land down
under (that’s Australia, mate!), the forex market moves in response to developments from around
the world. I show you how to interpret the data and events like a pro, factoring in market
psychology and positioning, I also draw on my years of experience to offer insights that clue you in
to how major currencies typically trade so you can know what to expect before you take the
plunge.

Part III: Developing a Trading Plan

The military has an old saying: “Proper planning prevents piss-poor performance.” The forex



market is pretty much always open and constantly moving. To swim in this ocean and avoid the
sharks requires an organized and disciplined approach to trading. In this part, I detail different
trading styles, highlight concrete strategies, and provide a game plan for spotting trade
opportunities and being prepared to act on them. I introduce you to my preferred technical analysis
tools and my approach to using them. I also explore risk-management considerations and rules in
depth, because what you don’t know can cost you.

Part IV: Executing a Plan

In this part, I walk you through the various ways of establishing a position in the market, how to
manage the trade while it’s open, and how to close out the position on the most advantageous
terms. | also look at the learning curve of a trader and suggest techniques to move you up your
curve faster.

Part V: The Part of Tens

Here I offer a series of lists of key characteristics of successful traders, trading pitfalls to avoid,
risk management rules to live by, and resources to continue your trading education.

Icons Used in This Book

Throughout this book, you see icons in the margins, highlighting certain paragraphs. Here are the
icons | use and what they mean:

4
@ Theories are fine, but anything marked with a Tip icon tells you what currency traders
really think and respond to. These are the tricks of the trade.
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@' Paragraphs marked with the Remember icon contain the key takeaways from this book and
the essence of each subject’s coverage.
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‘\O/ Achtung, baby! The Warning icon highlights potential errors and misconceptions that can
cost you money, your sanity, or both.
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‘e’ You can skip anything marked by the Technical Stuff icon without missing out on the main
message, but you may find the information useful for a deeper understanding of the subject.



Where to Go from Here

This book is set up so you can jump right in to the topics that are of greatest interest to you. If
you’re an absolute newcomer to trading in general and currencies in particular, I recommend
reading Parts I and II to build a foundation for the other topics. If you have more experience with
trading, use the table of contents and index to find the subject you have questions about right now.
This book is a reference — keep it by your computer, and turn to it whenever you have a question
about currency trading.



Part 1

Trading the World’s Largest Financial
Market
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In this part...

I introduce you to the global currency market with an eye to demystifying it. I begin with an
overview of the currency market and how it’s the ultimate traders’ market. Next, I run you through
a global currency trading day, so you know what to expect. I also examine how currencies and
other financial markets are interconnected. Then I show you who the major players are and look at
their strategies and motivations for trading in the currency market.



Chapter 1
Currency Trading 101

In This Chapter

Looking at currency trading as a business

Getting a sense of what moves currencies
Developing trading strategies to exploit opportunities
Implementing the trading plan

The foreign exchange, or forex, market has exploded onto the scene and is the hot new financial
market. It’s been around for years, but advances in electronic trading have now made it available
to individual traders on a scale unimaginable just a few years ago. But just because currency
trading 1s more accessible doesn’t mean it’s widely understood.

I’ve spent my professional career in the forex market and I can’t think of a better traders’ market.
In my opinion, nothing quite compares to the speed and exhilaration of the forex market or the
intellectual and psychological challenges of trading in it. I’ve always looked at my work as
essentially doing the same thing every day, but no two days are ever the same. Not many people
can say that about their day jobs, and [ wouldn’t trade it for the world, no pun intended.

Defining Currency Trading

At its heart, currency trading is speculation about the value of one currency versus another. The
key words in that last sentence are speculation and currency. I think that looking at currency
trading from those two angles is essential.

On the one hand, currency trading is speculation, pure and simple, just like buying an individual
stock or any other financial security in the hope that it will make a profitable return. On the other
hand, the securities on which you’re speculating are the currencies of various countries. Viewed
separately, that means currency trading is both about the dynamics of market speculation, or
trading, and the factors that affect the value of currencies. Put them together and you’ve got the
largest, most dynamic and exciting financial market in the world.

Throughout this book, I approach currency trading from those two perspectives, looking at them
separately and blending them together to give you the information you need to trade in the forex
market.



Speculating as an enterprise

Let me first tell you what speculating isn’t; speculating is not gambling, and it’s not investing.
Gambling is about playing with money, even when you know the odds are stacked against you.
Investing is about minimizing risk and maximizing return, usually over a long time period (months
or years). Speculating, or active trading (I use the terms interchangeably from here out), is about
taking calculated financial risks to seek a profitable return, usually over a very short time horizon
(minutes, hours, or days). You may be more familiar with speculating or active trading as day
trading, but in the 24-hour-a-day forex market it can very easily turn into overnight trading, too.

Speculating as an enterprise refers to treating your trading as a serious business venture. In my
experience, many newcomers to the forex market enter it too lightly and don’t appreciate the
patience and diligence required to be successful. I hope you’ll take to heart the following
attributes I think define a successful trader in any market:

¥ Dedication (time and energy)

¥ Resources (technological and financial)

¥ Discipline (emotional and financial)

¥ Decisiveness (intellectual and psychological)

¥ Perseverance (risk management and opportunism)

¥ Knowledge (economic, political, and market dynamics)

psEn
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ﬂ" But even if you possess all those traits, there’s no substitute for developing a
comprehensive trading plan (see Chapters 11, 12, and 13, as well as “Developing a Trading
Plan” later in this chapter). You wouldn’t open a business venture without first developing a
business plan (at least I hope not!). So you shouldn’t expect any success in trading if you
don’t develop a realistic trading plan and stick to it. Think of trading as if it were your own
business, and approach it as you would a business enterprise, because that’s what it is.

o

@ Above all, try not to take your trading results too personally. Financial markets are prone to
seemingly irrational movements on a regular basis, and the market doesn’t know or care who
you are or what your trade idea is.

Currencies as the trading vehicle

If you’ve heard anything at all about the forex market, it’s probably that it’s the largest financial
market in the world, at least in terms of daily trading volumes. To be sure, the forex market is



unique in many respects. The volumes are, indeed, huge, which means that liquidity is ever
present. It also operates around the clock, from the opening of Asia/Pacific financial centers on
Monday morning to the close of North American markets on Friday afternoon, giving traders
access to the market any time they need it. (In Chapter 2, I give you a sense of the scale of the forex
market and how it operates on a daily basis. In Chapter 3, I look at who the major forex players
are.)

Few trading restrictions exist — no daily trading limits up or down, no restrictions on position
sizes, and no requirements on selling a currency pair short. (I cover all the mechanics and
conventions of currency trading in Chapter 4.)

=]
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@" Selling a currency pair short means you’re expecting the price to decline. Because of the
way currencies are quoted and because currency rates move up and down all the time, going
short is as common as being long.

Most of the action takes place in the major currency pairs, which pit the U.S. dollar (USD) against
the currencies of the Eurozone (the European countries that have adopted the euro as their
currency), Japan, Great Britain, and Switzerland. There’s also plenty of trading opportunities in
the minor pairs, which see the U.S. dollar traded against the Canadian, Australian, and New
Zealand dollars (frequently called the commodity currencies, covered in Chapter 9).

Other minor pairs include the Scandies, referring to the Scandinavian currencies outside the euro
(Sweden, Norway, Denmark), and major emerging economies like Mexico, South Africa, and
Singapore, to name a few. On top of that, there’s cross-currency trading that directly pits two non-
USD currencies against each other, such as the Swiss franc against the Japanese yen. Altogether,
there are anywhere from 30 to 50 different currency pairs, depending on which forex brokerage
you deal with. (See Chapters 8 and 9 for a look at the fundamental and market factors that affect
the most widely traded currency pairs.)

Most individual traders trade currencies via the Internet through a brokerage firm. Online currency
trading is typically done on a margin basis, which allows individual traders to trade in larger
amounts by leveraging the amount of margin on deposit.

The leverage, or margin trading ratios, available to forex traders ranges from 50:1 to as much as
200:1, meaning a margin deposit of $1,000 could control a position size of $50,000 (at 50:1
leverage) to $200,000 (at 200:1). But trading on margin carries its own rules and requirements
and is the backdrop against which all your trading will take place. Leverage is a two-edged
sword, amplifying gains and losses equally, which makes risk management the key to any
successful trading strategy (see Chapter 13).
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'@/ Before you ever start trading in any market, make sure you’re risking money that you can
afford to lose, what’s commonly called risk capital. Risk management is the key to any



successful trading plan. Without a risk-aware strategy, margin trading can be an extremely
short-lived endeavor. With a proper risk plan in place, you stand a much better chance of
surviving losing trades and making winning ones. (I incorporate risk management throughout
this book, but especially in Chapters 12, 13, and 19.)

Information Affects Currency Rates

Information is what drives every financial market, of course, but the forex market has its own
unique roster of inputs. Many different cross-currents are at play in the currency market at any
given moment — financial crises, central bank interest rate decisions, economic growth data, and
so on. After all, the forex market is setting the value of one currency against another, so at the
minimum, you’re looking at the themes affecting two major international economies. Add in 20 or
more other national economies, and you’ve got a serious amount of information flowing through
the market. But that amount of news flow means that there’s plenty of trading opportunities
popping up regularly. (I focus on identifying trading opportunities in Chapter 12.)

Fundamentals drive the currency market

Fundamentals are the broad grouping of news and information that reflects the macroeconomic
and political fortunes of the countries whose currencies are traded. (I look at those inputs in depth
in Chapters 5, 6 and 7.) Most of the time, when you hear someone talking about the fundamentals
of a currency, he’s referring to the economic fundamentals. Economic fundamentals are based on

¥ Economic data reports
¥ Interest rate levels

¥ Monetary policy

¥ International trade flows

¥ International investment flows

There are also political and geopolitical fundamentals (see Chapter 5). An essential element of
any currency’s value is the faith or confidence that investors place in the value of that currency. If
national events, such as an election or a budget crisis, are seen to be undermining the confidence in
a particular economy, the value of its currency may be negatively affected. The Great Financial
Crisis of 2008-2009 (GFC), which I discuss in greater detail in Chapter 5, revealed the extreme
degree of global market interconnectedness and triggered significant currency market reactions.

Gathering and interpreting all this information is just part of a currency trader’s daily routine,
which is one reason why dedication is put at the top of the list of successful trader attributes (see
“Speculating as an enterprise,” earlier in this chapter; I focus on interpreting news and data in



Chapter 6.)

Unless the technicals are driving the currency market

The term technicals refers to technical analysis, a form of market analysis most commonly
involving chart analysis, trend-line analysis, and mathematical studies of price behavior, such as
momentum or moving averages, to mention just a couple (see Chapter 11).

I don’t know of too many currency traders who don’t follow some form of technical analysis in
their trading. Even the stereotypical seat-of-the-pants, trade-by-your-gut traders are likely to at
least be aware of technical price levels identified by others. If you’ve been an active trader in
other financial markets, chances are you’ve engaged in some technical analysis or at least heard of
it.

A

@ If you’re not aware of technical analysis, but you want to trade actively, I strongly
recommend that you familiarize yourself with some of its basics (see Chapter 11). Don’t be
scared off by the name. Technical analysis is just a tool, like an electric saw — you don’t
need to know the circuitry of the saw to know how to use it, but you do need to know how to
use it properly to avoid injury. (Chapter 20 offers several great reading suggestions to expand
your technical trading knowledge.)

Technical analysis is especially important in the forex market because of the amount of
fundamental information hitting the market at any given time. Currency traders regularly apply
various forms of technical analysis to define and refine their trading strategies, with many people
trading based on technical indicators alone. (See Chapters 14, 15, and 16 for how traders really
use technicals.)

Or it may be something completely different

I’m not trying to be funny here. Honest. What I am trying to do is get across the idea of the many
cross-currents that are at play in the forex market at any given time. Earlier in this chapter, I note
that currency trading is just one form of market speculation, and that speculative trading involves
an inherent market dynamic (see “Defining Currency Trading” earlier in this chapter).

MER
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ﬂ*’ Call it what you like — trader’s instinct, market psychology, sentiment, position adjustment,
or more buyers than sellers. The reality is that the forex market is made up of hundreds of
thousands of traders, each with a different view of the market and each expressing his view
by buying or selling different currencies at various times and price levels.

That means that in addition to understanding the currency-specific fundamentals and familiarizing



yourself with technical analysis, you also need to have an appreciation of the market dynamic (see
Chapter 8). And that’s where trading with a plan comes in (see the following section).

Developing a Trading Plan

If your e-mail inbox 1s anything like mine, you probably get inundated with random penny stock
tips or the next great Chinese stock initial public offering (IPO). (If you’re not, please send me
your spam filter.)

Those are about the only times you’re going to get a message telling you how to trade. The rest of
the time you’re going to be on your own. But isn’t that what trading is all about, anyway?

Don’t get me wrong; I’m not trying to scare you off. I’'m just trying to make it clear that you’re the
only one who knows your risk appetite and your own trading style. And very likely, you may not
have even settled on a trading style yet. You need a style before you can develop your plan.

Finding your trading style FORE )(ﬂifl,l(uutn’-Ru

Before you can develop a trading plan, settling on a trading style is essential. (See Chapter 11 for
more on trading styles.) Different trading styles generally call for variations on trading plans,
though there are plenty of overarching trading rules that apply to all styles.

What do [ mean by a trading style? Basically it boils down to how you approach currency trading
in terms of

¥ Trade timeframe: How long will you hold a position? Are you looking at short-term
trade opportunities (day trading), trying to capture more significant shifts in currency
prices over days or weeks, or something in between?

¥ Currency pair selection: Are you interested in trading in all the different currency pairs,
or are you inclined to specialize in only one or two?

¥ Trade rationale: Are you fundamentally or technically inclined? Are you considering
creating a systematic trading model? Are you a trend follower or a breakout trader?

¥ Risk appetite: How much are you prepared to risk, and what are your return
expectations?
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@ I don’t expect you to have answers to any or all of those questions, and that’s exactly the
point. As you read this book, I hope you’ll be thinking about what trading style you’d like to
pursue. Feel free to experiment with different styles and strategies — that’s why practice


http://forexwinners.ru

accounts, or demo accounts, are useful. (See Chapter 2 for the best way to utilize practice
accounts.)

At the end of the day, though, zeroing in on a trading style that you feel comfortable with and that
you can pursue on a consistent basis helps. Your own individual circumstances (including work,
family, finances, temperament, and discipline) will be the key variables, and you’re the only one
who knows what they are.

Planning the trade

Whatever trading style you ultimately choose to follow, you won’t get very far if you don’t
establish a concrete trading plan and stick to it (see Chapter 10). Trading plans are what keep
small bad trades from becoming big bad trades and what can turn small winners into bigger
winners. More than anything, though, they’re your road map, helping you to navigate the market
after the adrenaline and emotions start pumping, no matter what the market throws your way.
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@" I’m not telling you that trading currencies is any easier than trading any other financial
market. But I can tell you that trading with a plan will greatly improve your chances of being
successful in the forex market over time. Most important, I want to caution you that trading
without a plan is a surefire recipe for disaster. You may survive a few close calls, but a day
of reckoning comes for any trader without a plan — it’s just what happens in markets.

The starting point of any trading plan is to identify a trading opportunity (see Chapter 12). No one
1s going to give you a call or shoot you an e-mail telling you what and when to trade. You have to
devote the effort and gray cells to spotting viable trading opportunities yourself.

Throughout this book, I offer my own observations on how the forex market behaves in many
different respects. I think there are plenty of kernels for spotting trade opportunities in those
observations. (In Chapter 12, in particular, I show you a number of concrete ways to look at the
market with a view to spotting trade opportunities.) Above all, be patient, and wait for the market
to show its hand, which it always does, one way or the other.

Executing the Trading Plan from Start to
Finish

The start of any trade comes when you step into the market and open up a position. How you enter
your position, or how you execute the first step of your trading plan, can be as important as the
trade opportunity itself. (More on getting into a position in Chapter 14.) After all, if you never
enter the position, the trade opportunity will never be exploited. And probably nothing is more



frustrating as a trader than having pinpointed a trade opportunity, having it go the way you
expected, but having nothing to show for it because you never put the trade on.

The effort and resources you invest in researching, monitoring, and analyzing the market come to a
concrete result when you open a trade. You’re now exposed to price fluctuations, and your trading
account will register a profit or loss as a result. But that’s just the beginning of it.

Just because you have a trading plan doesn’t mean the market is necessarily going to play ball.
You need to be actively engaged in managing your position to make the most of it if it’s a winner
and to minimize the damage if the market is not going in your favor (see Chapter 15).
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@" Active trade management is also critical to keeping more of what you make in the market. In
my experience, making money in the forex market is not necessarily the hard part. More often
than not, keeping what you’ve made is the really hard part.

You need to stay on your toes, and keep thinking about and monitoring the market while your trade
is still active. The market will always be moving, sometimes faster than at other times, and new
information will still be coming into the market. In Chapter 15, I look at several different ways you
can monitor the market while your trade is open, as well as how and when you should adjust your
trade strategy depending on events and time.

Exiting each trade is the culmination of the entire process, and you’re either going to be pleased
with a profit or disappointed with a loss. Every trade ends in either a profit or a loss (unless you
get out at the entry price); it’s just the way the market works. While your trade is still active,
however, you’re still in control and you can choose to exit the trade at any time. In Chapter 16, I
look at important tactical considerations to keep in mind when it’s time to close out the trade.

Even after you’ve exited the position, your work is not done. If you’re serious about currency
trading as an enterprise, you need to review your prior trades for what they tell you about your
overall trading style and trade execution. Most important, reviewing your trading results is how
you stay focused and avoid lapses in discipline that could hurt you on your next trade.

Only then 1s it time to move on to the next trading opportunity.



Chapter 2
What Is the Forex Market?

In This Chapter

Getting inside the forex market

Understanding that speculating 1s the name of the game
Trading currencies around the world

Linking other financial markets to currencies

Getting a feel for currency trading with a practice account

The foreign exchange market — most often called the forex market, or simply the FX market — is
the largest and most liquid of all international financial markets. I like to think of it as the Big
Kahuna of financial markets. (See the “Getting liquid without getting soaked” section, later in this
chapter, for my discussion of liquidity.)

The forex market 1s the crossroads for international capital, the intersection through which global
commercial and investment flows have to move. International trade flows, such as when a Swiss
electronics company purchases Japanese-made components, were the original basis for the
development of the forex markets.

Today, however, global financial and investment flows dominate trade as the primary
nonspeculative source of forex market volume. Whether it’s an Australian pension fund investing
in U.S. Treasury bonds, or a British insurer allocating assets to the Japanese equity market, or a
German conglomerate purchasing a Canadian manufacturing facility, each cross-border transaction
passes through the forex market at some stage.

More than anything else, the forex market is a trader’s market without equal. It’s a market that’s
open around the clock from Sunday evening ET to Friday 5 p.m. ET, enabling traders to act on
news and events as they happen. It’s a market where half-billion-dollar trades can be executed in a
matter of seconds and may not even move prices noticeably. Try buying or selling a half-billion of
anything in another market, and see how prices react.
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The rise of online currency trading

Online currency trading debuted in the early 1990s when two matching systems were developed
by Reuters and EBS for the institutional “interbank™ forex market. Both systems allowed banks to
enter bids and offers into the system and trade on eligible prices from other banks, based on



prescreened credit limits. The systems would match buyers and sellers, and the prices dealt in
these systems became the benchmarks for currency price data, such as highs and lows.

By the mid to late 1990s major, international banks were developing their own online trading
platforms to allow their institutional clients, like corporations and hedge funds, to trade with them
electronically. Around the same time, new companies launched online trading platforms designed
specifically for individual traders. Over the past decade, the increase in electronic trading has been|
a major driver of growth of the overall forex market.

Remember: Most online currency platforms offer trade sizes in amounts commonly known as /ots,
with a standard-size lot equal to 100,000 base currency units and a minilot equal to 10,000 base
currency units. Some retail brokerages offer trading in micro lots of $1,000 and even odd amounts,
like $250, providing even more flexibility based on an individual’s account size. Online
brokerages offer margin ranging from 25:1 to 200:1 depending on the regulations of the country
you’re in, allowing individual traders to make larger trades based on the amount of margin on
deposit. For example, at 50:1 leverage, a $5,000 margin deposit would enable an individual trader
to control a position as large as $250,000. Retail forex brokerages offer leverage to allow|
individual traders to trade in larger amounts relative to the small size of pips.

Getting Inside the Numbers

Average daily currency trading volumes are now estimated to $4 trillion per day, according to the
2010 BIS survey of forex volumes. That’s a mind-boggling number, isn’t it? $4,000,000,000,000
— that’s a lot of zeros, no matter how you slice it. To give you some perspective on that size, it’s
about 15 to 20 times the size of daily trading volume on all the world’s stock markets combined.

That $4-trillion-a-day number, which you may’ve seen in the financial press or other books on
currency trading, actually overstates the size of what the forex market 1s all about — spot currency
trading.

Trading for spot

Spot refers to the price where you can buy or sell currencies now, as in “on the spot.” If you’re
familiar with stock trading, the price you can trade at is essentially a spot price. Technically, the
term refers to the nearest settlement date on which a transaction can be made and is primarily
meant to differentiate spot, or cash, trading from futures trading, or trading for some future
delivery date. The spot currency market is normally traded for settlement in two business days.

The Bank for International Settlements (BIS), the international supervisory body for banks around
the world, surveys forex market volumes every three years. The April 2010 BIS survey (the most



recent available) revealed daily spot-trading volume of $1.5 trillion, which was up from $1
trillion since the 2007 survey. Spot trading volume accounted for 37 percent of total forex market
volume. The rest of the volume that makes up the $4 trillion figure is comprised of swap and
outright forward currency trading (trades made for settlement dates other than spot) and currency
options.

Speculating in the currency market

Although commercial and financial transactions in the currency markets represent huge nominal
sums, they still pale in comparison to amounts based on speculation. By far the vast majority of
currency trading volume is based on speculation — traders buying and selling for short-term gains
based on minute-to-minute, hour-to-hour, and day-to-day price fluctuations.

Estimates are that upwards of 90 percent of daily trading volume is derived from speculation
(meaning, commercial or investment-based FX trades account for less than 10 percent of daily
global volume). The depth and breadth of the speculative market means that the liquidity of the
overall forex market is unparalleled among global financial markets.

The bulk of spot currency trading, more than 75 percent by volume, takes place in the so-called
“major currencies,” which represent the world’s largest and most developed economies. Trading
in the major currencies is largely free from government regulation and takes place outside the
authority of any national or international body.

Additionally, activity in the forex market frequently functions on a regional “currency bloc” basis,
where the bulk of trading takes place between the USD bloc, JPY bloc, and EUR bloc,
representing the three largest global economic regions.

Trading in the currencies of smaller, less-developed economies, such as Thailand or Chile, is
often referred to as emerging market or exotic currency trading, and may involve currencies with
local restrictions on convertibility or limited liquidity, both of which limit access and inhibit the
development of an active market.

Getting liquid without getting soaked

Liquidity refers to the level of market interest — the level of buying and selling volume —
available at any given moment for a particular asset or security. The higher the liquidity, or the
deeper the market, the faster and easier it is to buy or sell a security.

Py
@" From a trading perspective, liquidity is a critical consideration because it determines how

quickly prices move between trades and over time. A highly liquid market like forex can see
large trading volumes transacted with relatively minor price changes. An illiquid, or thin,



market will tend to see prices move more rapidly on relatively lower trading volumes. A
market that only trades during certain hours (futures contracts, for example) also represents a
less liquid, thinner market.

4
@ I refer to liquidity, liquidity considerations, and market interest throughout this book
because they’re among the most important factors affecting how prices move, or price action.
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@*’ It’s important to understand that, although the forex market offers exceptionally high
liquidity on an overall basis, liquidity levels vary throughout the global trading day and
across various currency pairs. For individual traders, though, variations in liquidity are more
of a strategic consideration rather than a tactical issue. For example, if a large hedge fund
needs to make a trade worth several hundred million dollars, it needs to be concerned about
the tactical levels of liquidity, such as how much its trade is likely to move market prices
depending on when the trade is executed. For individuals, who generally trade in smaller
sizes, the amounts are not an issue, but the ebb and flow of liquidity are an important strategic
factor in knowing when and how prices are likely to move.

The next section shows how liquidity and market interest changes throughout the global trading day
with an eye to what it means for trading in particular currency pairs. (I explain individual currency
pairs in greater detail in Chapters 8 and 9.)

Around the World in a Trading Day

The forex market is open and active 24 hours a day, from the start of business hours on Monday
morning in the Asia-Pacific time zone straight through to the Friday close of business hours in
New York. At any given moment, depending on the time zone, dozens of global financial centers
— such as Sydney, Tokyo, or London — are open, and currency trading desks in those financial
centers are active in the market.

In addition to the major global financial centers, many financial institutions operate 24-hour-a-day
currency trading desks, providing an ever-present source of market interest. It may be a U.S. hedge
fund in Boston that needs to monitor currencies around the clock, or it may be a major international
bank with a concentrated global trading operation in Singapore.

The opening of the trading week

There is no officially designated starting time to the trading day or week, but for all intents the
market action kicks off when Wellington, New Zealand, the first financial center west of the
international dateline, opens on Monday morning local time. Depending on where you live, it



roughly corresponds to early Sunday afternoon in North America, Sunday evening in Europe, and
very early Monday morning in Asia.
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@" The Sunday open represents the starting point where currency markets resume trading after
the Friday close of trading in North America (5 p.m. eastern time [ET]). This is the first
chance for the forex market to react to news and events that may have happened over the
weekend. Prices may have closed New York trading at one level, but depending on the
circumstances, they may start trading at different levels at the Sunday open. The risk that
currency prices open at different levels on Sunday versus their close on Friday is referred to
as the weekend gap risk or the Sunday open gap risk. A gap is a change in price levels
where no prices are tradable in between.
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‘5‘/ As a strategic trading consideration, individual traders need to be aware of the weekend
gap risk and know what events are scheduled over the weekend. There’s no fixed set of
potential events and there’s never any way of ruling out what may transpire, such as a terror
attack or a natural disaster. You just need to be aware that the risk exists, and factor it into
your trading strategy.

Of typical scheduled weekend events, the most common are G7 or G20 meetings (see Chapter 3
for more on the G7/G20) and national elections or referenda. Just be sure you’re aware of any
major events that are scheduled.

On most Sunday opens, prices generally pick up where they left off on Friday afternoon. The
opening price spreads in the interbank market will be much wider than normal, because only
Wellington and 24-hour trading desks are active at the time. Opening price spreads of 10 to 30
points in the major currency pairs are not uncommon in the initial hours of trading. When banks in
Sydney, Tokyo, Singapore, and Hong Kong enter the market over the next few hours, liquidity
begins to improve and price spreads begin to narrow to more normal levels.
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@*’ Because of the wider price spreads in the initial hours of the Sunday open, most online
trading platforms do not begin trading until 5 p.m. ET on Sundays, when sufficient liquidity
enables the platforms to offer their normal price quotes. Make sure you’re aware of your
broker’s trading policies with regard to the Sunday open, especially in terms of order
executions.

Trading in the Asia-Pacific session

Currency trading volumes in the Asia-Pacific session account for about 22 percent of total daily
global volume, according to the 2010 BIS survey. The principal financial trading centers are



Wellington, New Zealand; Sydney, Australia; Tokyo, Japan; Hong Kong, and Singapore.

In terms of the most actively traded currency pairs, that means news and data reports from New
Zealand, Australia, and Japan are going to be hitting the market during this session. New Zealand
and Australian data reports are typically released in the early morning, local time, which
corresponds to late afternoon/early evening in North America. Japanese data 1s typically released
just before 9 a.m. Tokyo time, which equates to roughly 7 or 8§ p.m. ET. Some Japanese data
reports and events also take place in the Tokyo afternoon, which equates to roughly midnight to 4
a.m. ET.

The overall trading direction for the NZD, AUD, and JPY can be set for the entire session
depending on what news and data reports are released and what they indicate. For example, an
unexpected interest rate hike in NZ can see an outsized reaction in the NZD against other major
currencies.

Also during Asia/Pacific trading, late speakers from the United States, such as Federal Reserve
officials speaking on the West Coast of the United States, may offer remarks on the U.S. economy
or the direction of U.S. interest rates that affect the value of the U.S. dollar against other major
currencies.
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@ With the rapid growth of China over the last decade, Chinese news and data have become
critical drivers of global markets. China is now the second largest national economy after the
United States and overtook Germany as the world’s leading exporter in 2010. Chinese data or
policy changes that indicate growth there can fuel short-term rallies in everything from stock
markets to commodities, with supportive implications for commodity currencies like AUD,
CAD, and NZD (see Chapter 9 for more on the commodity currencies). On the other hand,
Chinese data that point to slowing growth, or policy changes intended to fight inflation, for
example, that may curb growth, can send global stock and commodity markets into a tail-spin.
China also holds more than $2.6 trillion in currency reserves, with more than half allocated
to U.S. Treasury debt, so any news of shifts in China’s currency reserve management policies
can trigger strong shifts in major currencies, especially the USD.

For individual traders, overall liquidity in the major currency pairs is more than sufficient, with
generally orderly price movements. In some less liquid, non-regional currencies, like GBP/USD
or USD/CAD, price movements may be more erratic or nonexistent, depending on the

environment. With no Canadian news out for the next 12 hours, for example, there may be little
reason or interest to move that pair. But if a large market participant needs to make a transaction in
that pair, the price movement could be larger than normal.

Trading in the European/London session

About midway through the Asian trading day, European financial centers begin to open up and the



market gets into full swing. European financial centers and London account for more than 55
percent of total daily global trading volume, with London alone accounting for more than one-third
of total daily global volume, according to the 2010 BIS survey.

The European session overlaps with half of the Asian trading day and half of the North American
trading session, which means that market interest and liquidity is at its absolute peak during this
session.

News and data events from the Eurozone (and individual countries like Germany and France),
Switzerland, and the United Kingdom are typically released in the early-morning hours of the
European session. As a result, some of the biggest moves and most active trading take place in the
European currencies (EUR, GBP, and CHF) and the euro cross-currency pairs (EUR/CHF and
EUR/GBP).
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@ Because of the larger size of the European/London session volume, market moves that
started earlier in Asia can become much more pronounced after Europe/London gets started.
For example, an unexpected decline in a Chinese leading index earlier in the day may see
global stock markets and commodities decline only slightly in response. But after the big
money in Europe/London gets to work, market-price declines could become much more
severe.

Asian trading centers begin to wind down in the late-morning hours of the European session, and
North American financial centers come in a few hours later, around 7 a.m. ET.

Trading in the North American session

Because of the overlap of North American and European trading sessions, the trading volumes are
much more significant. Some of the biggest and most meaningful directional price movements take
place during this crossover period, roughly between 7 a.m. and noon ET. On its own, however, the
North American trading session accounts for roughly the same share of global trading volume as
the Asia-Pacific market, or just under 20 percent of global daily trading volume.

The North American morning is when key U.S. economic data is released, and the forex market
makes many of its most significant decisions on the value of the U.S. dollar. Most U.S. data reports
are released at 8:30 a.m. ET, with others coming out later (between 9 and 10 a.m. ET). Canadian
data reports are also released in the morning, usually between 7 and 9 a.m. ET. There are also a
few U.S. economic reports that variously come out at noon or 2 p.m. ET, livening up the New
York afternoon market. (See Chapter 7 for more details on individual economic data reports.)

London and the European financial centers begin to wind down their daily trading operations
around noon eastern time (ET) each day. The London, or European close, as it’s known, can
frequently generate a volatile flurry of activity. A directional move that occurred earlier in



European trading or the New York session may be reversed if enough traders decide to take profit
(selling out or exiting long positions) or cover shorts (buying back short positions). Or the
directional move may extend farther, as traders betting against the earlier directional move throw
in the towel and decide to go with the primary move. There’s no set recipe for how the European
close plays out, but significant flurries of activity frequently occur around this time.
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@" On most days, market liquidity and interest fall off significantly in the New York afternoon,
which can make for challenging trading conditions. On quiet days, the generally lower market
interest typically leads to stagnating price action. On more active days, where prices may
have moved more significantly, the lower liquidity can spark additional outsized price
movements, as fewer traders scramble to get similarly fewer prices and liquidity. Just as
with the London close, there’s never a set way in which a New York afternoon market move
will play out, so traders just need to be aware that lower liquidity conditions tend to prevail,
and adapt accordingly.
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‘5‘/ Lower liquidity and the potential for increased volatility are most evident in the least-liquid
major-currency pairs, especially USD/CHF and GBP/USD and their crosses, like EUR/GBP
or EUR/CHF.

North American trading interest and volume generally continue to wind down as the trading day
moves toward the 5 p.m. New York close, which also sees the change in value dates take place.
(See Chapter 4 for more on rollovers and value dates.) But during the late New York afternoon,
Wellington and Sydney have reopened and a new trading day has begun.

Key daily times and events

In addition to the ebb and flow of liquidity and market interest during the global currency trading
day, you need to be aware of the following daily events, which tend to occur around the same
times each day.

Expiring options

Currency options are typically set to expire either at the Tokyo expiry (3 p.m. Tokyo time) or the
New York expiry (10 a.m. ET). The New York option expiry is the more significant one because it
tends to capture both European and North American option market interest. When an option
expires, the underlying option ceases to exist. Any hedging in the spot market that was done based
on the option being alive suddenly needs to be unwound, which can trigger significant price
changes in the hours leading up to and just after the option expiry time.
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@*’ The amount and variety of currency option interest is just too large to suggest any single
way that spot prices will always react around the expiry (there may not even be any
significant option interest expiring on many days), but you should be aware that option-
related interest is most in evidence around the daily expiries.

Setting the rate at currency fixings

There are several daily currency fixings in various financial centers, but the two most important
are the 8:55 a.m. Tokyo time and the 4 p.m. London time fixings. A currency fixing 1s a set time
each day when the prices of currencies for commercial and financial transactions are set, or fixed.
(See Chapter 3 for more on fixings.)
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@ From a trading standpoint, these fixings may see a flurry of trading in a particular currency
pair in the hour or two before the fixing that abruptly ends just after the fixing time. A sharp
rally in a specific currency pair on fixing-related buying, for example, may suddenly come to
an end at the fixing time and see the price quickly drop back to where it was before.
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@ Month-end and quarter-end fixings usually see the biggest volumes as they include asset
managers’ portfolio hedging or rebalancing flows. Significant monthly gains/declines in
national stock markets can mean a particular currency may need to be sold/bought to maintain
hedging ratios. For example, if the U.S. S&P 500 gains 5 percent in a month, the USD value
of foreign asset managers’ U.S. stock portfolio will have increased. To maintain a steady
hedge ratio, they will need to sell USD against their home currency.

Squaring up on the currency futures markets

The Chicago Mercantile Exchange (CME), one of the largest futures markets in the world, offers
currency futures through its International Monetary Market (IMM) subsidiary exchange. Daily
currency-futures trading closes each day on the IMM at 2 p.m. central time (CT), whichis 3 p.m.
ET. Many futures traders like to square up or close any open positions at the end of each trading
session to limit their overnight exposure or for margin requirements.
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@*’ The 30 to 45 minutes leading up to the IMM closing occasionally generates a flurry of
activity that spills over into the spot market. Because the amount of liquidity in the spot
currency market is at its lowest in the New York afternoon, sharp movements in the futures
markets can drive the spot market around this time. There’s no reliable way to tell if or how
the IMM close will trigger a move in the New York afternoon spot market, so you just need
to be aware of it and know that it can distort prices in the short term.



The U.S. dollar index

The U.S. dollar index is a futures contract listed on the Intercontinental Exchange, or ICE, futures
exchange in the United States. The dollar index is an average of the value of the U.S. dollar against
a basket of six other major currencies, but it’s heavily weighted toward European currencies: The
European currency share of the basket — Eurozone, United Kingdom, Sweden, and Switzerland —
totals 77.3 percent.

22
@*’ The U.S. dollar index is great parallel universe to the spot U.S. dollar currency pairs. As a
currency trader, be sure to follow the U.S. dollar index, especially its technical
developments. (See Chapter 11 for more on technical analysis.) When the market outlook for
the U.S. dollar is uncertain or mixed against other major currencies, the U.S. dollar index can
frequently provide a clearer picture. If the U.S. dollar index breaks key technical levels,
many currency traders react in the major spot currency pairs, building on the break of the U.S.
dollar index. The flows can go either way — sharp moves in spot currency pairs may spur
similar moves in the U.S. dollar index, or breakouts in the dollar index may provoke sharp
adjustments in the spot U.S. dollar pairs — so look to the U.S. dollar index as another key
indicator of the overall direction of the U.S. dollar.

Currencies and Other Financial Markets

As much as I like to think of the forex market as the be all and end all of financial trading markets,
it doesn’t exist in a vacuum. You may even have heard of some these other markets: gold, oil,
stocks, and bonds.

Risk on or risk off?

Generally speaking, currency markets overlap with other major asset markets based on the global
investment environment, with risk sentiment as the key barometer. Risk sentiment refers to
investors’ moods and the level of risk appetites they’re displaying: Are investors seeking risk, or
are they seeking safety? When times are good, risk assets (such as stocks and commodities) tend to
appreciate as growth and demand expectations are positive. When times are bad or uncertainty is
high, risk assets tend to suffer, and more defensive assets (like government bonds, gold, or the
USD) are sought after.

The currency market corollary breaks down by individual major currencies, with the USD, JPY,
and CHF typically viewed as the safe haven currencies and most others viewed as risk
currencies. Of course, the overlap between FX and other major assets classes will also be
determined by what’s happening to other key drivers of individual currencies, such as interest



rates or growth expectations.

@" The U.S. dollar has a special place among major currencies because it’s the primary
currency for international trade, and the U.S. government bond market is the largest in the
world. When there is a USD-driven movement, say the USD i1s weakening in a dramatic
fashion due to Fed policy, the spillover effects to other markets can be quite strong, such as
driving commodity prices far higher than what demand would suggest. The flip side is that
when major uncertainty develops or really bad things happen (think Eurozone debt crisis), the
USD tends to strengthen as investors seek safety in U.S. Treasuries.
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@ Be very careful about getting caught up in the supposed correlations between the forex
market and other financial markets. Even when a high degree of correlation is found
(meaning, the two markets move in tandem or inversely to each other), it’s probably over the
long term (months or years) and offers little information about how the two markets will
correlate in the short term (minutes, hours, and days).
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@*’ Always keep in mind that all the various financial markets are markets in their own right
and function according to their own internal dynamics based on data, news, positioning, and
sentiment. Will markets occasionally overlap and display varying degrees of correlation? Of
course, and it’s always important to be aware of what’s going on in other financial markets.
But it’s also essential to view each market in its own perspective and to trade each market
individually.

With that rather lengthy disclaimer in mind, let’s look at some of the other key financial markets
and see what conclusions we can draw for currency trading. (See Chapter 9 for an idea of
correlations.)

Gold

Gold (XAU) is commonly viewed as a hedge against inflation, an alternative to the U.S. dollar,
and as a store of value in times of economic or political uncertainty. In recent years, gold has also
been viewed as an alternative to major fiat currencies, with gold strengthening as both the USD
and EUR came under pressure. Over the long term, gold’s relationship is mostly inverse to the
USD, with a weaker USD generally accompanying a higher gold price, and a stronger USD coming
with a lower gold price. However, in the short run, each market has its own dynamics and
liquidity, which makes short-term trading relationships more difficult to gauge.
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@" Overall, the gold market is significantly smaller than the forex market, so if I were a gold



trader, I’d sooner keep an eye on what’s happening to the dollar, rather than the other way
around. This is referred to as an asymmetric bias, where a weakening USD tends to trigger
larger gold gains, while falling gold may not lend much support to the USD, and a sharply
stronger USD may see outsized gold losses.
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@ You can trade gold directly against other major currencies (like XAU/EUR, XAU/GBP or
XAU/JPY), allowing you to more directly pinpoint a trade to exploit a potential currency’s
strength or weakness.

&

‘Of Despite the mania around gold in recent years, it does not possess any magical properties
that ensure it will always rise in value. Always treat gold for what it really is: a speculative
commodity that can rise and fall based on supply and demand. On gold’s merits as a hedge
against inflation, I would note that gold would need to be around $2,200 per ounce to match
its inflation-adjusted high from 198081, meaning if you owned gold since then, you’d have

lost money.
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Oil

Crude oil 1s the largest of the global commodity markets and a finely balanced one at that. That
means even minor supply disruptions can send oil prices jumping higher, whereas excess supply
(seen in weekly inventory data) can send prices dropping quickly. Production disruptions from
turmoil in the Middle East/North Africa in early 2011 led to a sharp rise in oil prices, but gains
were prone to abrupt setbacks as fears periodically subsided. Oil demand is also a good indicator
of the global growth outlook, where upbeat views may inspire higher oil prices and vice versa.

Oil is usually priced in USD so there is a tendency for oil prices to trade inversely to the value of
the USD. This is especially apparent when the USD is in a weakening phase. But the real reason
oil and the USD are inversely correlated is that Middle East oil producers receive oil revenue in
USD, but their import purchases are mostly in EUR. If the USD weakens, their EUR purchasing
power declines, so they raise long-term oil prices to compensate.

Currencies of oil producing countries like Canada and Norway tend to strengthen alongside oil
prices, based on the improved outlook for domestic economic performance, but there’s no
guarantee that will always happen.

@/ The best way to look at oil is as an inflation input and as a limiting factor on overall
economic growth. The higher the price of oil, the higher inflation is likely to be and the
slower an economy is likely to grow. The lower the price of oil, the lower inflationary
pressures are likely (but not necessarily) to be. Because the United States is a heavily energy-
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dependent economy and also intensely consumer-driven, the United States typically stands to
lose the most from higher oil prices and to gain the most from lower oil prices. I like to factor
changes in the price of oil into my inflation and growth expectations, and then draw
conclusions about the course of the USD from them. Above all, oil is just one input among
many.

Stocks

Stocks are microeconomic securities, rising and falling in response to individual corporate results
and prospects, whereas currencies are essentially macroeconomic securities, fluctuating in
response to wider-ranging economic and political developments. As such, there is little intuitive
reason that stock markets should be related to currencies.

In recent years, however, risk sentiment (see the “Risk on or risk off?”’ section, earlier in this
section) has taken on greater significance in global markets, increasingly driving asset classes
from stocks and commodities to currencies and precious metals.

The paths of stocks and currencies typically intersect in two main ways. When risk is on, stocks
and risk currencies tend to rise, whereas safe haven assets like government bonds, USD, and JPY
tend to weaken. A good example of this is carry trades, where higher yielding currencies are
bought and lower yielding currencies are sold, for example buying AUD/JPY. As long as risk
sentiment stays positive, stocks and carry trades tend to appreciate. But if bad news hits and
investor sentiment turns sour, stocks and carry trades usually sell-off and the USD and JPY may
see a rebound as shorts are covered (this typically sees USD/JPY decline).

The other main crossroad between stocks and FX is more closely based on the value of the USD.
When the USD is weakening, U.S. stocks tend to benefit as the outlook for U.S. multinational
corporations’ profits will improve on more valuable foreign revenue. If the USD is weakening on
the prospect of easy Fed monetary policy, stocks may also benefit on the lower interest rate
outlook. At the same time, non-U.S. stocks may be more attractive to U.S.-based investors on
rising currency values.

‘\O/ But if the outlook for more accommodative Fed monetary policy is due to a deteriorating
economic outlook in the U.S., then risk sentiment 1s likely to be suffering and the USD may

actually benefit as stocks and commodities are sold and USD-shorts are bought back. As you
can see, circumstances do matter for how stocks and FX will interact.

Bonds

Fixed income or bond markets have a more intuitive connection to the forex market because
they’re both heavily influenced by interest rate expectations. However, short-term market



dynamics of supply and demand interrupt most attempts to establish a viable link between the two
markets on a short-term basis. Sometimes the forex market reacts first and fastest, depending on
shifts in interest rate expectations. At other times, the bond market more accurately reflects
changes in interest rate expectations, with the forex market later playing catch-up.

w Overall, as currency traders, you definitely need to keep an eye on the yields of the
benchmark government bonds of the major-currency countries to better monitor the
expectations of the interest rate market. Changes in yield spreads, the difference between two
countries’ interest rates, exert a major influence on forex markets. (See Chapter 5 for more on
interest rates and currencies.)
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@ U.S. Treasury yields tend to have a strong positive relationship with the direction of
USD/JPY. Japanese asset managers hold massive amounts of U.S. Treasury debt, and they
actively hedge the currency exposure. When U.S. yields rise, prices fall and the USD value of
U.S. debt holdings declines, meaning Japanese hedgers need to buy back USD they sold
earlier. The opposite happens when U.S. yields fall and bond prices rise. The effect is that
USD/JPY will frequently follow U.S. Treasury yields. (See more about trading USD/JPY in
Chapter 8.)

Getting Started with a Practice Account

For newcomers to currency trading, the best way to get a handle on what currency trading is all
about 1s to open a practice account at any of the online forex brokers. Most online forex brokers
offer practice accounts to allow you to experience the real-life price action of the forex market.
Practice accounts are funded with “virtual” money, so you’re able to make trades with no real
money at stake and gain experience in how margin trading works.

Interpreting your results realistically
Trading in a practice account is the 21st-century form of paper trading. Paper trading is writing
down trades on paper based on real-time market prices, but not having any real money at risk.
Practice accounts are a souped-up version of paper trading — you only have to click and deal, and|
the trading platform does all the recording for you.

Whether you’re trading in an online forex practice account or paper trading on stock quotes from
the morning newspaper, be sure to keep in mind that your results aren’t real because you never had
any real money at stake.

Think of it this way: If you make a handshake bet with a friend on a football game, you’re probably
not going to be too concerned with whether you win or lose. You may not even watch the game. But




if you bet $50 or $100 on the game, you’re probably going to be watching the whole game and|
cheering and yelling while you do. The difference: Your emotions come alive when real money is
on the line.

Practice accounts are a great way to experience the forex market up close and personal. They’re
also an excellent way to test-drive all the features and functionality of a broker’s platform.
However, the one thing you can’t simulate is the emotions of trading with real money. To get the
most out of your practice-account experience, you have to treat your practice account as if it were
real money, as much as you can.

Practice accounts give you a great chance to experience the minute-to-minute price movements of
the forex market. You’ll be able to see how prices change at different times of the day, as well as
how various currency pairs may differ from each other. Be sure to check out the action when major
news and economic data is released, so you can get a sense of how the forex market reacts to new
information.

In addition to witnessing how the forex market really moves, you can

L Start trading in real market conditions without any fear of losing money.
¥ Experiment with different trading strategies to see how they work.

¥ Gain experience using different orders and managing open positions.

¥ Improve your understanding of how margin trading and leverage work.

¥ Start analyzing charts and following technical indicators.

o

@ Using a practice account while you read this book is a great way to experience many of the
ideas and concepts I introduce. If a picture is worth a thousand words, then a real-time
currency trading platform with constantly changing prices, market updates, and charting tools,
has to be worth a book. I like to think I’m pretty good at explaining how currency trading
works, but nothing beats being able to see it for yourself.
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@ I recommend that you open practice accounts with a few different forex brokers, because
each trading platform has varying capabilities and functionalities. In addition, different
brokers have different trading policies, charting packages, and research offerings. Also, try to
get a feel for the level of customer support you’ll receive as a client.



Chapter 3
Who Trades Currencies? Meet the Players

In This Chapter

Understanding where currency rates come from
Stepping onto a trading floor

Hedging and investing through the forex market
Understanding that speculating 1s the name of the game

Managing foreign currency reserves

The forex market is regularly referred to as the largest financial market in the world based on
trading volumes. But this massive market was unknown and unavailable to most individual traders
and investors until the late 1990s.

That leaves a lot of people in the dark when it comes to exactly what the currency market is: how
it’s organized, who’s trading it, and why. In this chapter, I discuss how the FX market is structured
and who the major players are. Along the way, I clue you in to how they go about their business
and what it means for your trading in the currency market.

If you believe that information is the lifeblood of financial market trading, which I certainly do, I
think you’ll appreciate this guide to the movers and shakers of the currency market. When you have
a better understanding of who’s active in the FX market, you’ll be able to make better sense of
what you see and hear in the market.

The Interbank Market Is “The Market”

When people talk about the forex market, they’re usually referring to the interbank market,
whether they realize it or not. The interbank market is where the really big money changes hands.
Minimum trade sizes are one million of the base currency, such as €1 million of EUR/USD or $1
million of USD/JPY. Much larger trades of between $10 million and $100 million are routine and
can go through the market in a matter of seconds. Even larger trades and orders are a regular
feature of the market.

For the individual trading FX online, the prices you see on your trading platform are based on the
prices being traded in the interbank market.

The sheer size of the interbank market is what helps make it such a great trading market because



investors of every size are able to act in the market, usually without significantly affecting prices.
It’s one market where I would say size really doesn’t matter. I’ve seen spot traders be right with
million-dollar trades, and sophisticated hedge funds be wrong with half-billion-dollar positions.
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@" Daily trading volumes are enormous by any measure, dwarfing global stock trading volumes
many times over. The most recent Bank of International Settlement (BIS) report, released in
2010, estimated daily FX trading volumes of nearly $4 trillion.

Getting inside the interbank market

So what is the interbank market, and where did it come from? The forex market originally evolved
to facilitate trade and commerce between nations. The leading international commercial banks,
which financed international trade through letters of credit and bankers’ acceptances, were the
natural financial institutions to act as the currency exchange intermediary. They also had the
foreign branch network on the ground in each country to facilitate the currency transfers needed to
settle FX transactions.

The result over years was the development of an informal interbank market for currency trading.
As the prefix suggests, the interbank market is “between banks,” with each trade representing an
agreement between the banks to exchange the agreed amounts of currency at the specified rate on a
fixed date. The interbank market is alternatively referred to as the cash market or the spot market
to differentiate it from the currency futures market, which is the only other organized market for
currency trading.

Currency futures markets operate alongside the interbank market, but they are definitely the tail
being wagged by the dog of the spot market. As a market, currency futures are generally limited by
exchange-based trading hours and lower liquidity than is available in the spot market.

The interbank market developed without any significant governmental oversight, and it remains
largely unregulated to this day. In most cases, there 1s no regulatory authority for spot currency
trading apart from local or national banking regulations. Interbank trading essentially evolved
based on credit lines between international banks and trading conventions that developed over
time.

The big commercial banks used to rule the roost when it came to currency trading, whereas
investment banks remained focused more on stocks and bonds. But the banking industry has
undergone a tremendous consolidation over the last 20 years, as bank merger after bank merger
has seen famous names subsumed into massive financial conglomerates. Today it’s hard to even
think of the major banks as either commercial banks or investment banks, such has been the
expansion of their trading operations.

While banks formed the core of the interbank market for decades, nonbank financial institutions,



like hedge/pension/mutual funds, steadily increased their activity in the forex market. The
proliferation of electronic trading technology in recent years has only increased the market
presence of these firms. And in 2010, for the first time ever, the BIS survey of FX trading volume
showed nonbank financial firms surpassed traditional banks’ FX trading volume. Nonbanks FX
trading volumes surged 42 percent from 2007 levels of $1.3 trillion to $1.9 trillion in 2010. Still,
the interbank market continues to serve as the primary liquidity provider to the broader forex
market. There are just more nonbank players adding to the overall pool of liquidity.

Bank to bank and beyond

The interbank market is a network of international banks operating in financial centers around the
world. The banks maintain trading operations to facilitate trading for their own accounts, called
proprietary trading, or just prop trading for short, and to provide currency trading services for
their customers. Banks’ customers can range from corporations and government agencies to hedge
funds and wealthy private individuals.

Trading in the interbank market

The interbank market is an over-the-counter (OTC) market, which means that each trade is an
agreement between the two counterparties to the trade. There are no exchanges or guarantors for
the trades, just each bank’s balance sheet and the promise to make payment.

The bulk of spot trading in the interbank market is transacted through electronic matching services,
such as EBS and Reuters Dealing. Electronic matching services allow traders to enter their bids
and offers into the market, hit bids (sell at the market), and pay offers (buy at the market). Price
spreads vary by currency pair and change throughout the day depending on market interest and
volatility.

The matching systems have prescreened credit limits, and a bank will only see prices available to
it from approved counterparties. Pricing is anonymous before a deal, meaning you can’t tell which
bank is offering or bidding, but the counterparties’ names are made known immediately after a

deal goes through.

The major international FX trading banks have all deployed electronic trading platforms that
function via the Internet, enabling their customers to bypass banks’ trading desks and deal directly
in the market, potentially accessing more advantageous prices. Electronic trading also facilitates
algorithmic or system trading, which has also contributed to the recent surge in trading volumes.
Concrete numbers are hard to come by, but conservative estimates put the amount of algorithmic
trading at around 25 to 30 percent of total daily volume.

Stepping onto a currency trading floor

Interbank trading rooms are staffed by a variety of different market professionals and each has a



different role to play. The typical currency trading room has

¥ Flow traders: Sometimes called execution traders, these are the market-makers, showing
two-way prices at which to buy and sell, for the bank’s customers. If the customer makes a
trade, the execution trader then has to cover the resulting deal in the interbank market,
hopefully at a profit. These traders are also responsible for watching and executing
customer orders in the market. These are the traders who are generating most of the
electronic prices and price action.

¥ Proprietary traders: These traders are focused on speculative trading for the bank’s own
account. Their strategies can run the gamut from short-term day trading to longer-term
macroeconomic bets.

¥ Forward traders: Forward traders are active in the forward currency market, which
refers to trades made beyond the normal spot value date. The forward market is
essentially an interest rate differential market, where the interest rates of the various
currencies are traded. These traders provide the bank’s customers with pricing for non-
spot deals or currency swap agreements. They also manage the bank’s interest rate
exposure in the various currencies.

¥ Options traders: Options traders manage the bank’s portfolio, or book, of outstanding
currency options. They hedge the portfolio in the spot market, speculate for the bank’s
own account with option strategies, and provide pricing to the bank’s customers on
requested option strategies.

Hedgers and Financial Investors

The forex market sits at the crossroads of global trade and international finance and investing.
Whether it’s a U.S. conglomerate managing its foreign affiliates’ balance sheets or a German
mutual fund launching an international stock fund, they all have to go through the forex market at
some point.

Participants in the forex market generally fall into one of two categories: financial transactors and
speculators. Financial transactors are active in the forex market as part of their overall business
but not necessarily for currency reasons. For instance, an electric utility operator in the United
States may need EUR to buy a German-made turbine for a new generator. Speculators are in it
purely for the money.

The lion’s share of forex market turnover comes from speculators. BIS data suggest that nearly 90
percent of daily FX trading volume is based solely on speculation. I look at the types and roles of
speculators in the “Speculators” section of this chapter, but here I want to introduce the players
who are active in the forex markets for nonspeculative reasons.



Financial transactors are important to the forex market for several reasons:

¥ Their transactions can be extremely sizeable, typically hundreds of million or billions.
¥ Their deals are frequently one-time events.

¥ They are generally not price sensitive or profit maximizing,
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@" Add up those reasons and you’re looking at potentially very large, one-off trading flows that
are not really concerned with where the current market is trading or which way it’s headed.
They enter the market to do their deal and then they’re gone, which can introduce an element
of market inefficiency that can allow traders to take advantage of counter-trend movements.

Hedging your bets

Hedgers come in all shapes and sizes, but don’t confuse them with hedge funds. (Despite the
name, a hedge fund is typically 100 percent speculative in its investments.)

Hedging is about eliminating or reducing risk. In financial markets, hedging refers to a transaction
designed to insure against an adverse price move in some underlying asset. In the forex market,
hedgers are looking to insure themselves against an adverse price movement in a specific currency
rate.

Hedging for international trade purposes

One of the more traditional reasons for hedging in the forex market is to facilitate international
trade. Let’s say you’re a widget maker in Germany and you just won a large order from a UK-
based manufacturer to supply it with a large quantity of widgets. To make your bid more attractive,
you agreed to be paid in British pounds (GBP).

But because your production cost base is denominated in euros (EUR), you face the exchange rate
risk that GBP will weaken against the EUR. That would make the amount of GBP in the contract
worth fewer EUR back home, reducing or even eliminating your profit margin on the deal. To
insure, or hedge, against that possibility, you would seek to sell GBP against EUR in the forex
market. If the pound weakened against the euro, the value of your market hedge would rise,
compensating you for the lower value of the GBP you’ll receive. If the pound strengthens against
the euro, your loss on the hedge is offset by gains in the currency conversions. (Each pound would
be worth more euros.)

Trade hedgers follow a variety of hedging strategies and can utilize several different currency
hedging instruments. Currency options can be used to eliminate downside currency risk and
sometimes allow the hedger to participate in advantageous price movements. Currency forward



transactions essentially lock in a currency price for a future date, based on the current spot rate
and the interest rate differentials between the two currencies.

Trade-related hedging regularly comes into the spot market in two main forms:

L At several of the daily currency fixings: The largest is the London afternoon fixing,
which takes place each day at 4 p.m. local time, which corresponds to 11 a.m. eastern
time (ET). The Tokyo fixing takes place each day at 8:55 a.m. Tokyo time, which
corresponds to 6:55 p.m. eastern time (ET). A fixing is a process sponsored by an
exchange or central bank where commercial hedgers submit orders to buy or sell
currencies in advance. The orders are then filled at the prevailing spot rate (the rate is
fixed) at the time of the fixing.
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@/ The difference between the amount of buying and selling orders typically results in
a net amount that needs to be bought or sold in the market prior to the fixing time. On some
days, this can see large amounts (several hundred million dollars to a billion dollars, or
more) being bought or sold in the hour or so leading up to the fixing time. After the fix, that
market interest has been satisfied and disappears. Month-end and quarter-end fixings
typically see the largest amounts.

«r
@ Short-term traders need to closely follow live market commentaries to see when
there is a substantial buying or selling interest for a fixing.

¥ Mostly in USD/JPY, where Japanese exporters typically have large amounts of
USD/JPY to sell: Japanese exporters typically receive dollars for their exports, which
must then be converted into JPY (sell USD/buy JPY). The Japanese export community
tends to be closely knit and their orders are likely to appear together in large amounts at
similar levels. Again, real-time market commentaries are the most likely source for
individual traders to hear about Japanese exporter selling interest.

Hedging for currency options

The currency option market is a massive counterpart to the spot market and can heavily influence
day-to-day spot trading. Currency option traders are typically trading a portfolio of option
positions. To maximize their returns, options traders regularly engage in delta hedging and gamma
trading. Without getting into a major options discussion here, option portfolios generate a
synthetic, or hypothetical, spot position based on spot price movements.

To maximize the return on their options portfolios, they regularly trade the synthetic spot position
as though it were a real spot position. Trading the synthetic positions generated by options is
called delta hedging or gamma trading.
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@ Option hedgers are frequently found selling at technical resistance levels or buying on
support levels. When a currency pair stays in a range, it can do quite nicely. But when range
breakouts occur, options traders frequently need to rush to cover those range bets, adding to
the force of the directional breakout. Keep an eye out for reports of option-related buying and
selling as technical levels are tested.

@, Another daily feature of the spot market is the 10 a.m. ET option expiry, also known as the
New York cut, when options due to expire that day cease to exist. Any related hedging that
was done for the option then needs to be unwound, though this is likely to have been done
prior to the expiry if the option is well out of the money. Traders need to follow market
commentaries to see if large option interest is set to expire on any given day and generally
anticipate a flurry of option-related buying/selling that may suddenly reverse course after the
10 a.m. expiry.

Global investment flows

One of the reasons forex markets remain as lightly regulated as they are is that no developed nation
wants to impose restrictions on the flow of global capital. International capital is the lifeblood of
the developed economies and the principal factor behind the rapid rise of developing economies
like China, Brazil, Russia, and India. The forex market is central to the smooth functioning of
international debt and equity markets, allowing investors to easily obtain the currency of the nation
they want to invest in.

Financial investors are the other main group of nonspeculative players in the forex market. As far
as the forex market is concerned, financial investors are mostly just passing through on their way
to another investment. More often than not, financial investors look at currencies as an afterthought
because they’re more focused on the ultimate investment target, be it Japanese equities, German
government bonds, or French real estate.

Crossing borders with mergers and acquisitions

Mergers and acquisitions (M&A) activity is becoming increasingly international and shows no
sign of abating. International firms are now involved in a global race to gain and expand market
share, and cross-border acquisitions are frequently the easiest and fastest way to do that.
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@" When a company seeks to buy a foreign business, there can be a substantial foreign
exchange implication from the trade. When large M&A deals are announced, note the
answers to the following two questions:



¥ Which countries and which currencies are involved? If a French electrical utility buys
an Austrian power company, there are no currency implications because both countries
use the euro (EUR). But if a Swiss pharmaceutical company announces a takeover of a
Dutch chemical firm, the Swiss company may need to buy EUR and sell Swiss francs
(CHF) to pay for the deal.

“ How much of the transaction will be in cash? Again, 1f it’s an all stock deal, then there
are no forex market implications. But if the cash portion is large, forex markets will take
note and begin to speculate on the currency pair involved.

Speculators

Speculators are market participants who are involved in the market for one reason only — to make
money off directional price movements. In contrast to hedgers, who have some form of existing
currency market risk, speculators have no currency risk until they enter the market. Hedgers enter
the market to neutralize or reduce risk. Speculators embrace risk taking as a means of profiting
from long-term or short-term price movements.

Speculators (specs for short) are what really make a market efficient. They add liquidity to the
market by bringing their views and, most important, their capital into the market. That liquidity is
what smoothes out price movements, keeps trading spreads narrow, and allows a market to
expand.

In the forex market, speculators are running the show. The latest BIS survey indicates that nearly
90 percent of daily trading volume is speculative in nature. If you’re trading currencies for your
own account, welcome to the club. If you’re trading currencies to hedge a financial risk, you can
thank the specs for giving you a liquid market and reducing your transaction costs.

Speculators come in all types and sizes and pursue all different manner of trading strategies. In this
section, I take a look at some of the main types of speculators to give you an idea of who they are
and how they go about their business. Along the way, you may pick up some ideas to improve your
own approach to the market. At the minimum, I hope this information will allow you to better
understand market commentaries about who’s buying and who’s selling.

Hedge funds

Hedge funds are a type of leveraged fund, which refers to any number of different forms of
speculative asset management funds that borrow money for speculation based on real assets under
management. For instance, a hedge fund with $100 million under management can leverage those
assets (through margin agreements with their trading counterparties) to give them trading limits of
anywhere from $500 million to $2 billion. Hedge funds are subject to the same type of margin



requirements as you or me, just with a whole lot more zeroes involved.

The other main type of leveraged fund is known as a Commodity Trading Advisor (CTA). A CTA
is principally active in the futures markets. But because the forex market operates around the
clock, CTAs frequently trade spot FX as well.

The major difference between the two types of leveraged funds comes down to regulation and
oversight. CTAs are regulated by the Commodity Futures Trading Commission (CFTC), the same
governmental body that regulates retail FX firms. As a result, CTAs are subject to a raft of
regulatory and reporting requirements. Hedge funds, on the other hand, remain largely unregulated.
What’s important is that they all pursue similarly aggressive trading strategies in the forex market,
treating currencies as a separate asset class, like stock or commodities.
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@ In the forex market, leveraged funds can hold positions anywhere from a few hours to days
or weeks. When you hear that leveraged names are buying or selling, it’s an indication of
short-term speculative interest that can provide clues as to where prices are going in the near
future.

Speculating with algorithms, models, and systems

Many leveraged funds have opted for a quantitative approach to trading financial markets. A
quantitative approach is one that uses mathematical formulas and models to come up with buy and
sell decisions. Algorithms refer to the proprietary quantitative formulas used to generate the
trading decisions. Data goes in, trading signals come out, and what’s inside the system, no one
knows. Such quantitative funds are interchangeably referred to as algorithmic, model, or systems
funds. Concrete numbers are hard to come by, but conventional estimates are that between 25 and
30 percent of daily FX volume is generated by algorithmic trading systems.

Some models are based on statistical relationships between various currencies, commodities, and
fixed income securities. Others are based on macroeconomic data, such as relative growth rates,
inflation rates, and geopolitical risk models. Still others are based on technical indicators and
price studies of the underlying currency pair. These are frequently referred to as rules-based
trading systems, because the system will employ defined rules to enter and exit trades.
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@ Retail FX traders are also increasingly utilizing algorithmic trading systems. Many trading
platforms allow you to easily develop your own trading systems based on any number of
inputs, such as moving average or momentum oscillator crossovers. These systems can be set
up to automatically enter and exit trades, or they might require you to approve each trade
signal, depending on your level of discretion (see “Trading with discretion” later in this
chapter). Some traders opt for off-the-shelf trading systems that have been developed by third
parties. One of the more popular platforms for system traders is the MetaTrader software,



provided by Metaquotes, and many retail FX brokers offer the MetaTrader platform in
addition to their proprietary trading platforms. (I look at system trading in greater detail in
Chapter 10.)

‘\O/ [ would caution that using a trading system offers no guarantees of success, no matter what
back-testing or historical results would suggest.

Trading with discretion

The opposite of an algorithmic trading system is a discretionary trading fund. The discretion, in
this case, refers to the fund manager’s judgment and overall market view. The fund manager may
follow a technical or rules-based approach but prefer to have a human make the final decision on
whether a trade is initiated. A more refined version of this approach accepts the trade signals but
leaves the execution up to the discretionary fund manager’s trading staff, who try to maximize
position entry/exit based on short-term market dynamics.

Still another variation of discretionary funds is those that base their trading strategies on
macroeconomic and political analysis, known as global-macro funds. This type of discretionary
fund manager is typically playing with a longer-time horizon in mind. The fund may be betting on a
peak in an interest rate cycle or the prospect that an economy will slip into recession. Shorter-term
variations on this theme may take positions based on a specific event risk, such as the outcome of
the next central bank meeting or national election.

Day traders, big and small

This 1s where you and I fit into the big picture of the forex market. If the vast majority of currency
trading volume is speculative in nature, then most of that speculation is short-term in nature. Short-
term can be minute-to-minute or hour-to-hour, but rarely is it longer than a day or two. From the
interbank traders who are scalping EUR/USD (high frequency in-and-out trading for few pips) to
the online trader looking for the next move in USD/JPY, short-term day traders are the backbone
of the market.

Intraday trading was always the primary source of interbank market liquidity, providing fluid
prices and an outlet for any institutional flows that hit the market. Day traders tend to be focused
on the next 20 to 30 pips in the market, which makes them the source of most short-term price
fluctuations.

When you’re looking at the market, look in the mirror and imagine several thousand similar faces
looking back, all trying to capture the same currency trading gains that you’re shooting for. It helps
to imagine this so you know you’re not alone and also so you know who you’re up against.

The rise of online currency trading has thrust individual retail traders into the mainstream of the



forex market. Daily retail FX trading volumes have increased from around $10 billion in 2001 to
$125 billion in 2009, according to a study by Aite Group, a financial market consultancy, and are
estimated to be around 10 percent of daily spot volume. By the way, that’s a compound annual
growth rate of 37 percent.

Governments and Central Banks

National governments are routinely active in the forex market, but typically not to realign or shift
the values of the major currencies. (I discuss those currency policies in greater depth in Chapter
5.

Instead, national governments are active in the forex market for routine funding of government
operations, making transfer payments, and managing foreign currency reserves. The first two
functions generally have little impact on the day-to-day forex market, so I won’t bore you with the
details. But the last one has taken on increased prominence in recent years, and all indications are
that it will continue to play a major role in the years ahead.

Currency reserve management

Currency reserve management refers to how national governments develop and invest their
foreign currency reserves. Foreign currency reserves are accumulated through international trade.
Countries with large trade surpluses will accumulate reserves of foreign currency over time.
Trade surpluses arise when a nation exports more than it imports. Because it is receiving more
foreign currency for its exports than it is spending to buy imports, foreign currency balances
accumulate.

The USD has historically been the primary currency for international reserve holdings of most
countries. International Monetary Fund (IMF) data from early 2010 showed that the USD
accounted for about 62 percent of global currency reserve holdings, with EUR (27 percent), GBP
and JPY (both 3 to 4 percent) as the next most widely held currencies.

In recent years, however, the United States has run up massive trade and current account deficits
with the rest of the world. The flip side has been the accumulation of large trade surpluses in other
countries, most clearly in Asia. The U.S. deficits essentially amount to the United States
borrowing money from the countries with trade surpluses, while those other countries buy IOUs in
the form of U.S. Treasury debt securities.

The problem is one of perception and also of prudent portfolio management.

¥ The perception problem stems from the continuing growth of U.S. deficits, which
equates to your continually borrowing money from a bank. At a certain point, no matter



how good your credit is, the bank will stop lending you money because you’ve already
borrowed so much in the first place. In the case of the United States, no one is sure exactly
where that point is, but let’s just say we don’t want to find out.

¥ The portfolio-management problem arises from the need to diversify assets in the
name of prudence. This point has taken on added importance since the U.S. dollar began
to weaken more significantly against other major currencies starting in 2002. Not only had
emerging market governments allowed their foreign currency reserves to reach massive
levels and kept the proportion of USDs in them very high, but now the U.S. dollar was
starting to weaken as well.

The result has been an effort by many national governments to begin to diversify their reserves
away from the USD and into other major currencies. The euro, the Japanese yen, and, to a lesser
extent, the British pound have been the principal beneficiaries of this shift. But before you think the
sky is falling, the USD remains the primary reserve currency globally and most reserve
diversification efforts are focused on new reserves being generated.

The sovereign debt crisis plaguing Eurozone countries in the aftermath of the Great Financial
Crisis 0f 2008—09 (GFC) has also cast the EUR in a less-than-flattering light. As of spring 2011,
European officials appear to have forestalled the worst of the crisis, but Eurozone debt concerns
will likely color the EUR’s outlook for years to come.
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ﬂ" Currency reserve management has taken on a market prominence in recent years that never
existed before. Market talk of reserve managers buying or selling has become almost a daily
occurrence. The impact of this in the market varies, but it can frequently lead to multiday
highs and lows being maintained in the face of an otherwise compelling trend. At other times,
such as in the case of the Eurozone debt crisis, reserve managers may go with the market flow
and add strength to the unfolding trend.
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Traders need to closely follow real-time market commentaries for signs of reserve
management activity. You should also be aware of developments involving long-term
outlooks for major currencies, like an expansion in U.S. trade deficits or the risk of a default
in the Eurozone, as key drivers of currency reserve managers’ decisions.

The Bank for International Settlements

The Bank for International Settlements (BIS) is the central bank for central banks. Located in
Basel, Switzerland, the BIS also acts as the quasigovernment regulator of the international banking
system. It was the BIS, in consultation with major national governments, that established the
capital adequacy requirements for banks (known as Basel I, II, and, coming soon in the wake of the
Great Financial Crisis, Basel III), which are intended to underpin the international banking system.



As the bank to national governments and central banks, the BIS frequently acts as the market
intermediary of those nations seeking to diversify their currency reserves. By going through the
BIS, those countries can remain relatively anonymous and prevent speculation from driving the
market against them.
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@ Market talk of the BIS being active in the market is frequently interpreted as significant
reserve management interest to buy or sell. Keep an eye out for market rumors of the BIS, but
also keep in mind that the BIS performs more routine and smaller trade execution on behalf of
its clients.

The G-7 and the G-20

The Group of Seven, or G7, is composed of the seven largest developed economies in the world:
Canada, France, Germany, Italy, Japan, the United Kingdom, and the United States. Together they
account for a little over half of global GDP, down from nearly two-thirds in 2000. The fall in their
relative share of global GDP is the result of economic weakness following the GFC and the
coincident outperformance of major emerging economies in the subsequent recovery.

The G7 used to be the primary venue for the major global powers to express their collective will
on currency values and the need for any adjustments, and past G7 statements frequently triggered
major realignments. In 2008, the G7 ostensibly ceded control over currency matters to a larger
grouping of economies, the G-20, in recognition of globalization and the rise of economies like
Brazil, Russia, India, and China.

However, following the devastating earthquake/tsunami in Japan in March 2011, and an
unwelcome surge higher in the JPY, which would further destabilize the Japanese economy, the
G7 convened an emergency meeting. In support of the Japanese government, the G7 opted for
concerted intervention to prevent a further rise in the JPY (see Chapter 5 for more on
intervention).
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@, The reemergence of the G7 in the forex markets was in response to an historic crisis in
Japan. But it also underscored the G7’s ability to act quickly, whereas the more cumbersome
G20 might not have been able to reach agreement. The G7 still remains a potent force, and
traders would be well advised to pay attention to the quarterly gatherings of G7 finance
ministers and central bank chiefs and indications that currencies may be on the agenda.

The G-20 consists of the G-7 plus Australia, Turkey, Russia, Saudi Arabia, Indonesia, India, South
Korea, China, Brazil, Argentina, Mexico, and South Africa, as well as representation from the
European Union. Together those economies represent about 85 percent of global GDP and two-
thirds of global population.



The G-20 is new as a global forum and its two-year track record suggests it will be less of a
pivotal force for currency markets than the G7 was. The reason is that they operate on consensus,
and 1t’s much more difficult to get 20 members to agree on the need for currency adjustments. The
problem is highlighted when G-20 member China is seen to be actively intervening to prevent its
currency from strengthening. Still, G-20 meetings and statements bear watching because the group
would be a much more formidable force in markets should they ever seek major currency
adjustments.



Chapter 4
The Mechanics of Currency Trading

In This Chapter

Understanding currency pairs
Calculating profit and loss
Executing a trade

Using different types of orders

The forex market has its own set of trading conventions, like how prices are quoted and orders
executed, just like any other financial market. Then there’s the forex lingo and some FX-specific
transactions. If you’re new to currency trading, the mechanics and terminology may take some
getting used to. But at the end of the day, you’ll see that most currency trade conventions are pretty
straightforward.

In this chapter, I take you through the basic mechanics of forex trading, starting with how currency
prices are quoted, what it means to buy and sell, and how leverage works in margin trading. I also
show how to execute trades and how your trading results translate into dollars and cents. Last but
not least, I run through the various types of orders forex traders use to implement a trading strategy
and how orders work in the real world.

Buying and Selling Simultaneously

The biggest mental hurdle facing newcomers to currencies, especially traders familiar with other
markets, 1s getting their head around the idea that each currency trade consists of a simultaneous
purchase and sale. In the stock market, for instance, if you buy 100 shares of Google, it’s pretty
clear that you now own 100 shares and hope to see the price go up. When you want to exit that
position, you simply sell what you bought earlier. Easy, right?

But in currencies, the purchase of one currency involves the simultaneous sale of another currency.
This is the exchange in foreign exchange. To put it another way, if you’re looking for the dollar to
go higher, the question is “Higher against what?”” The answer has to be another currency. In
relative terms, if the dollar goes up against another currency, it also means that the other currency
has gone down against the dollar. To think of it in stock-market terms, when you buy a stock,
you’re selling cash, and when you sell a stock, you’re buying cash.



Currencies come in pairs

To make matters easier, forex markets refer to trading currencies by pairs, with names that
combine the two different currencies being traded against each other, or exchanged for one
another. Additionally, forex markets have given most currency pairs nicknames or abbreviations,
which reference the pair and not necessarily the individual currencies involved.

The U.S. dollar is the central currency against which other currencies are traded. In its most recent
triennial survey of the global foreign exchange market in 2010, the Bank for International
Settlements (BIS) found that the U.S. dollar was on one side of about 85 percent of all reported
forex market transactions.

The U.S. dollar’s central role in the forex markets stems from a few basic factors:

¥ The U.S. economy is the largest national economy in the world.
¥ The U.S. dollar is the primary international reserve currency.

¥ The U.S. dollar is the medium of exchange for many cross-border transactions. For
example, oil is priced in U.S. dollars. So even if you’re a Japanese oil importer buying
crude from Saudi Arabia, you’re going to pay in U.S. dollars.

¥ The United States has the largest and most liquid government debt markets in the world.

¥ The United States is a global military superpower, with a stable political system.

The U.S. dollar remains the primary reserve currency, but recent years have increasingly seen
calls for an alternative to a single global reserve currency. The euro is frequently cited as a
potential replacement for the greenback, and some are calling for a basket of currencies to serve
as the global reserve standard. The U.S. dollar’s role as the primary reserve currency is likely to
diminish in coming years, but it will be a very long-term process, likely spanning decades. As
long as the United States has the largest government bond market, which is what international
reserve managers ultimately seek to invest in, the U.S. dollar should remain the primary reserve
currency.

Major currency pairs

The major currency pairs all involve the U.S. dollar on one side of the deal. The designations of
the major currencies are expressed using International Standardization Organization (ISO) codes
for each currency. Table 4-1 lists the most frequently traded currency pairs, what they’re called in
conventional terms, and what nicknames the market has given them.



Table 4-1 The Major U.S. Dollar Currency Pairs

ISO Currency Countries Long Name Nickname

Pair

EUR/USD Eurozone*/United Euro-dollar N/A
States

USD/JPY United States/Japan Dollar-yen N/A

GBP/USD United Kingdom/ Sterling-dollar Sterling or
United States Cable

USD/CHF United States/ Dollar-Swiss Swissy
Switzerland

USD/CAD United States/ Dollar-Canada Loonie
Canada

AUD/USD Australia/United Australian- Aussie or 0z
States dollar

NZD/USD New Zealand/United New Zealand- Kiwi
States dollar

Major cross-currency pairs

Although the vast majority of currency trading takes place in the dollar pairs, cross-currency pairs
serve as an alternative to always trading the U.S. dollar. A cross-currency pair, or cross or
crosses for short, is any currency pair that does not include the U.S. dollar. Cross rates are
derived from the respective USD pairs but are quoted independently and usually with a narrower
spread than you could get by trading in the dollar pairs directly. (The spread refers to the
difference between the bid and offer, or the price at which you can sell and buy and spreads are
applied in most financial markets.)
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@" Crosses enable traders to more directly target trades to specific individual currencies to
take advantage of news or events. For example, your analysis may suggest that the Japanese
yen has the worst prospects of all the major currencies going forward, based on interest rates
or the economic outlook. To take advantage of this, you’d be looking to sell JPY, but against
which other currency? You consider the USD, potentially buying USD/JPY (buying
USD/selling JPY), but then you conclude that the USD’s prospects are not much better than
the JPY’s. Further research on your part may point to another currency that has a much better
outlook (such as high or rising interest rates or signs of a strengthening economy), say the
Australian dollar (AUD). In this example, you would then be looking to buy the AUD/JPY
cross (buying AUD/selling JPY) to target your view that AUD has the best prospects among
major currencies and the JPY the worst.
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@ Cross trades can be especially effective when major cross-border mergers and acquisitions
(M&A) are announced. If a U.K. conglomerate is buying a Canadian utility company, the UK
company 1s going to need to sell GBP and buy CAD to fund the purchase. The key to trading
on M&A activity is to note the cash portion of the deal. If the deal is all stock, then you don’t
need to exchange currencies to come up with the foreign cash.

The most actively traded crosses focus on the three major non-USD currencies (namely EUR, JPY,
and GBP) and are referred to as euro crosses, yen crosses, and sterling crosses. The remaining
currencies (CHF, AUD, CAD, and NZD) are also traded in cross pairs. Tables 4-2, 4-3, and 4-4
highlight the key cross pairs in the euro, yen, and sterling groupings, respectively, along with their
market names. (Nicknames never quite caught on for the crosses.) Table 4-5 lists other cross-
currency pairs.

Table 4-2 Euro Crosses

ISO Currency Pair|Countries Market Name
EUR/CHF Eurozone/Switzerland Euro-Swiss
EUR/GBP Eurozone/United KingdomEuro-sterling
EUR/CAD Eurozone/Canada Euro-Canada
EUR/AUD Eurozone/Australia Euro-Aussie
EUR/NZD Eurozone/New Zealand  Euro-Kiwi

Table 4-3 Yen Crosses

ISO Currency Pair|Countries Market Name
EUR/JPY Eurozone/Japan Euro-yen
GBP/JPY United Kingdom/Japan Sterling-yen
CHF/JPY Switzerland/Japan Swiss-yen
AUD/JPY Australia/Japan Aussie-yen
NZD/JPY New Zealand/Japan  Kiwi-yen
CAD/JPY Canada/Japan Canada-yen

Table 4-4 Sterling Crosses

ISO Currency Pair|Countries Market Name
GBP/CHF United Kingdony/Switzerland = Sterling-Swiss
GBP/CAD United Kingdomy/Canada Sterling-Canadian
GBP/AUD United Kingdom/Australia ~ Sterling-Aussie
GBP/NZD United Kingdom/New Zealand Sterling-Kiwi

Table 4-5 Other Crosses



ISO Currency Pair|Countries Market Name
AUD/CHF Australia/Switzerland Aussie-Swiss
AUD/CAD Australia/Canada Aussie-Canada
AUD/NZD Australia/New Zealand Aussie-Kiwi
CAD/CHF Canada/Switzerland ~ Canada-Swiss

Base currencies and counter currencies
When you look at currency pairs, you may notice that the currencies are combined in a seemingly
strange order. For instance, if sterling-yen (GBP/JPY) is a yen cross, then why isn’t it referred to
as “yen-sterling” and written “JPY/GBP”? The answer is that these quoting conventions evolved|
over the years to reflect traditionally strong currencies versus traditionally weak currencies, with
the strong currency coming first.

It also reflects the market quoting convention where the first currency in the pair is known as the
base currency. The base currency is what you’re buying or selling when you buy or sell the pair.
It’s also the notional, or face, amount of the trade. So if you buy 100,000 EUR/JPY, you’ve just
bought 100,000 euros and sold the equivalent amount in Japanese yen. If you sell 100,000
GBP/CHF, you just sold 100,000 British pounds and bought the equivalent amount of Swiss francs.

The second currency in the pair is called the counter currency, or the secondary currency. Hey,
who said this stuff was complicated? Most important for you as an FX trader, the counter currency
is the denomination of the price fluctuations and, ultimately, what your profit and losses will be
denominated in. If you buy GBP/JPY, it goes up, and you take a profit, your gains are not in pounds,
but in yen. (I run through the math of calculating profit and loss later in this chapter.)

The long and the short of it

Forex markets use the same terms to express market positioning as most other financial markets
do. But because currency trading involves simultaneous buying and selling, being clear on the
terms helps — especially if you’re totally new to financial market trading.

Going long

No, I’'m not talking about running out deep for a football pass. A long position, or simply a long,
refers to a market position in which you’ve bought a security. In FX, it refers to having bought a
currency pair, meaning you’ve bought the base currency and sold the counter currency. When
you’re long, you’re looking for prices to move higher, so you can sell at a higher price than where
you bought. When you want to close a long position, you have to sell what you bought. If you’re
buying at multiple price levels, you’re adding to longs and getting longer.



Getting short

A short position, or simply a short, refers to a market position in which you’ve sold a security
that you never owned. In the stock market, selling a stock short requires borrowing the stock (and
paying a fee to the lending brokerage) so you can sell it. In forex markets, it means you’ve sold a
currency pair, meaning you’ve sold the base currency and bought the counter currency. So you’re
still making an exchange, just in the opposite order and according to currency-pair quoting terms.
When you’ve sold a currency pair, it’s called going short or getting short, and it means you’re
looking for the pair’s price to move lower so you can buy it back at a profit. If you sell at various
price levels, you’re adding to shorts and getting shorter.

4

@ In most other markets, short selling either comes with restrictions or is considered too
risky for most individual traders. In currency trading, going short is as common as going long.
“Selling high and buying low” is a standard currency trading strategy.

@" Currency pair rates reflect relative values between two currencies and not an absolute price
of a single stock or commodity. Because currencies can fall or rise relative to each other,
both in medium- and long-term trends and minute-to-minute fluctuations, currency pair prices
are as likely to be going down at any moment as they are up. To take advantage of such
moves, forex traders routinely use short positions to exploit falling currency prices. Traders
from other markets may at first feel uncomfortable with short selling, but it’s just something
you have to get your head around.

Squaring up

If you have no position in the market, it’s called being square or flat. If you have an open position
and you want to close it, it’s called squaring up. If you’re short, you need to buy to square up. If
you’re long, you need to sell to go flat. The only time you have no market exposure or financial
risk is when you’re square.

Profit and Loss

Profit and loss (P&L) is how traders measure success and failure. You don’t want to be looking at
the forex market as some academic or thrill-seeking exercise. Real money is made and lost every
minute of every day. If you’re going to trade currencies actively, you need to get up close and
personal with P&L.

A clear understanding of how P&L works is especially critical to online margin trading, where
your P&L directly affects the amount of margin you have to work with. (I introduce online margin



trading in Chapter 2.) Changes in your margin balance will determine how much you can trade and
how long you can trade if prices move against you.

Leverage amplifies risk and reward

Online margin trading is usually based on leverage, where the brokerage effectively lets you
borrow more money than you have deposited as collateral. Leverage refers to the ratio of that loan
to your collateral. A leverage ratio of 50:1, for example, means that your collateral can be
leveraged 50 times. More concretely, if you open an account with $1,000, you could trade a
position size as large as $50,000. At 100:1, that same $1,000 margin deposit could control a
position size of $100,000. But those calculations miss the point.

22
@*’ The real point of leverage 1s what it does to your trading results: It amplifies any gains or
losses equally. If your trade is profitable, great. You just made more than you otherwise
could have. But if your trade misses, the result is a larger loss than you may be willing or
able to tolerate. Above all, don’t be deluded into trying to maximize position size. Stay
focused on your P&L targets when devising a trade strategy and what those results mean for
your margin balance. (Margin/leverage considerations for trade strategies are discussed in
greater depth in Chapter 13.)
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@ Many newcomers to the currency market seek out the highest leverage ratios available,
sometimes opening accounts offshore in questionable jurisdictions. Use leverage sparingly;
that 50:1 1s more than ample to trade actively, yet prudently.

Margin balances and liquidations

When you open an online currency trading account, you’ll need to pony up cash as collateral to
support the margin requirements established by your broker. That initial margin deposit becomes
your opening margin balance and 1s the basis on which all your subsequent trades are
collateralized. Unlike futures markets or margin-based equity trading, online forex brokerages do
not issue margin calls (requests for more collateral to support open positions). Instead, they
establish ratios of margin balances to open positions that must be maintained at all times.

If your account’s margin balance falls below the required ratio, even for just a few seconds, your
broker probably has the right to close out your positions without any notice to you. In most cases,
that only happens when an account has losing positions. If your broker liquidates your positions,
that usually means your losses are locked in and your margin balance just got smaller.
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\‘/ Be sure you completely understand your broker’s margin requirements and liquidation
policies. Requirements may differ depending on account size and whether you’re trading
standard lot sizes (100,000 currency units) or minilot sizes (10,000 currency units). Some
brokers’ liquidation policies allow for all positions to be liquidated if you fall below margin
requirements. Others close out the biggest losing positions or portions of losing positions
until the required ratio is satisfied again. You can find the details in the fine print of the
account opening contract that you sign. Always read the fine print to be sure you understand
your broker’s margin and trading policies.

Unrealized and realized profit and loss

ﬂ" Most online forex brokers provide real-time mark-to-market calculations showing your
margin balance. Mark-to-market is the calculation that shows your unrealized P&L based on
where you could close your open positions in the market at that instant. Depending on your
broker’s trading platform, if you’re long, the calculation will typically be based on where
you could sell at that moment. If you’re short, the price used will be where you can buy at that
moment. Your margin balance is the sum of your initial margin deposit, your unrealized P&L,
and your realized P&L.

Realized P&L is what you get when you close out a trade position, or a portion of a trade position.
If you close out the full position and go flat, whatever you made or lost leaves the unrealized P&L
calculation and goes into your margin balance. If you only close a portion of your open positions,
only that part of the trade’s P&L 1s realized and goes into the margin balance. Your unrealized
P&L will continue to fluctuate based on the remaining open positions and so will your total margin
balance.

If you’ve got a winning position open, your unrealized P&L will be positive and your margin
balance will increase. If the market is moving against your positions, your unrealized P&L will be
negative and your margin balance will be reduced. FX prices are constantly changing, so your
mark-to-market unrealized P&L and total margin balance will also be constantly changing.

Calculating profit and loss with pips

Profit-and-loss calculations are pretty straightforward in terms of math — it’s all based on
position size and the number of pips you make or lose. A pip is the smallest increment of price
fluctuation in currency prices. Pips can also be referred to as points; I use the two terms
interchangeably.
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"4/ [t’s unclear where the term pip came from. Some say it’s an abbreviation for percentage in

point, but it could also be the FX answer to bond traders’ bips, which refers to bps, or basis

points (meaning 17100 of 1 percent).

Just a couple paragraphs earlier, I mentioned that the pip is the smallest increment of currency
price fluctuations. Not so fast. Even the venerable pip has been broken down into decimals or
fractionals. Decimals or fractionals refer to one-tenth of a pip. The good news for traders is that
typically means narrower trading spreads. Instead of trading on a whole pip spread of 3 pips, you
might see a spread of 2.6 or 2.2 pips, which can lead to lower transaction costs over time.

For now, though, to get a handle on P&L calculations, you’re better off sticking with whole pips.
Take a look at a few currency pairs to get an idea of what a pip is. (I leave out the decimalized pip
version for simplicity sake for the rest of this chapter.) Most currency pairs are quoted using five
digits. The placement of the decimal point depends on whether it’s a JPY currency pair — if it is,
there are two digits behind the decimal point. For all other currency pairs, there are four digits
behind the decimal point. In all cases, that last itty-bitty digit is the pip.

Here are some major currency pairs and crosses, with the pip underlined:

¥ EUR/USD: 1.3053
¥ USD/CHF: 1.0567
¥ USD/JPY: 84.23

¥ GBP/USD: 1.5085
¥ EUR/JPY: 110.65

Focus on the EUR/USD price first. Looking at EUR/USD, if the price moves from 1.3053 to
1.3073, it’s just gone up by 20 pips. If it goes from 1.3053 down to 1.3003, it’s just gone down by
50 pips. Pips provide an easy way to calculate the P&L. To turn that pip movement into a P&L
calculation, all you need to know is the size of the position. For a 100,000 EUR/USD position, the
20-pip move equates to $200 (EUR 100,000 x 0.0020 = $200). For a 50,000 EUR/USD position,
the 50-point move translates into $250 (EUR 50,000 x 0.0050 = $250).

Whether the amounts are positive or negative depends on whether you were long or short for each
move. If you were short for the move higher, that’s a - (minus sign) in front of the $200; if you
were long, it’s a + (plus sign). EUR/USD is easy to calculate, especially for USD-based traders,
because the P&L accrues in dollars.
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@/ If you take USD/CHF, you’ve got another calculation to make before you can make sense of
it. That’s because the P&L is going to be denominated in Swiss francs (CHF), because CHF



is the counter currency. If USD/CHF drops from 1.0567 to 1.0527 and you’re short USD
100,000 for the move lower, you’ve just caught a 40-pip decline. That’s a profit worth CHF
400 (USD 100,000 % 0.0040 = CHF 400). Yeah, but how much is that in real money? To
convert it into USD, you need to divide the CHF 400 by the USD/CHF rate. Use the closing
rate of the trade (1.0527), because that’s where the market was last, and you get USD 379.98.

Factoring profit and loss into margin calculations

The good news is that online FX trading platforms calculate the P&L for you automatically, both
unrealized while the trade is open and realized when the trade is closed. So why did I just drag
you through the math of calculating P&L using pips? Because online brokerage platforms will start
calculating your P&L for you only after you enter a trade.
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@ To structure your trade and manage your risk effectively (How big a position? How much
margin to risk?), you’re going to need to calculate your P&L outcomes before you enter the
trade. Understanding the P&L implications of a trade strategy you’re considering is critical to
maintaining your margin balance and staying in control of your trading. This simple exercise
can help prevent you from costly mistakes, like putting on a trade that’s too large, or putting
stop-loss orders beyond prices where your account falls below the margin requirement. At
the minimum, you need to calculate the price point at which your position will be liquidated
when your margin balance falls below the required ratio. (I cover this subject more
extensively in Chapter 13.) Fortunately, many online brokers provide a pip calculator
application that makes it even easier.

Understanding Rollovers and Interest Rates

One market convention unique to currencies is rollovers. A rollover is a transaction where an
open position from one value date (settlement date) is rolled over into the next value date.
Rollovers represent the intersection of interest-rate markets and forex markets. In short, you will
either earn or pay interest on open positions held overnight.

Currency is money, after all

Rollover rates are based on the difference in interest rates of the two currencies in the pair you’re
trading. That’s because what you’re actually trading 1s good old-fashioned cash. That’s right:
Currency is cold, hard cash with a fancy name. When you’re long a currency (cash), it’s like
having a deposit in the bank. If you’re short a currency (cash), it’s like having borrowed a loan.
Just as you would expect to earn interest on a bank deposit or pay interest on a loan, you should
expect an interest gain/expense for holding a currency position over the change in value.



The catch in currency trading is that if you carry over an open position from one value date to the
next, you have two bank accounts involved. Think of it as one account with a positive balance (the
currency you’re long) and one with a negative balance (the currency you’re short). But because
your accounts are in two different currencies, the two interest rates of the different countries will

apply.

4

@ The difference between the interest rates in the two countries is called the interest-rate
differential. The larger the interest-rate differential, the larger the impact from rollovers. The
narrower the interest-rate differential, the smaller the effect from rollovers. You can find
relevant interest-rate levels of the major currencies from any number of financial-market
websites, but www.reuters.com and www.bloomberg.com have especially good resources.
Look for the base or benchmark lending rates in each country.
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“ad/ So how do interest rates get turned into currency rates? After all, interest rates are in
percent and currency rates are, well, not in percent. The answer is that deposit rates yield
actual cash returns, which are netted, producing a net cash return. That net cash return is then
divided by the position size, which gives you the currency pips, which is the rollover rate.

The following calculation illustrates how this works. I’ve simplified matters by using just one
interest rate for each currency. In the real world, each currency would have a slightly different
interest rate depending on whether you’re borrowing or lending (depositing).

Position: Long AUD/USD 100,000 at 1.0200 (long AUD/short USD 102,000)

AUD interest rate: 4.75 percent per annum — 1 day = 0.0475 x (1 +365) =0.01301 percent
AUD deposit earns: 100,000 x 0.0001301 = AUD +13.01

USD interest rate: 0.25 percent per annum — 1 day = 0.0025 x (1 + 365) = 0.0006849 percent
USD loan costs: 102,000 x 0.000006849 = USD - 0.70

Because AUD/USD pips are denominated in USD, convert the AUD to USD: AUD 13.01 %
1.0200 = USD 13.27.

Net the USD amounts 13.27- 0.70 = USD +12.57 = 100,000 = 0.0001257
On a long AUD 100,000 position, the rollover earns 0.0001257 or +1.257 pips.

Value dates and trade settlement

7
e/ When I talk about currency trading, I’'m implicitly referring to trading the spot forex market.


http://www.reuters.com
http://www.bloomberg.com

A spot market 1s one that’s trading for immediate delivery of whatever security is being
traded. But in the real world, immediate means a few business days, to allow banks and
financial firms time to settle a trade (make payment, deliver/receive a security).

In forex markets, spot refers to trade settlement in fwo business days, which is called the value
date. That time is needed to allow for trade processing across global time zones and for currency
payments to be wired around the world.

The forex market operates on a 24-hour trade date basis beginning at 5 p.m. eastern time (ET) and
ending the next day at 5 p.m. ET. So ifit’s a Monday, spot currencies are trading for value on
Wednesday (assuming no holidays). At 5 p.m. ET on Monday, the trade date becomes Tuesday and
the value date is shifted to Thursday. If you have an open position on Monday at 5 p.m. ET closing,
your position will be rolled over to the next value date, in this case from Wednesday to Thursday,
or a one-day rollover.

If you close your position the next day (Tuesday) and finish the trade date square, there are no
rollovers because you have no position. The same is true if you never carry a position through the
daily 5 p.m. ET close.

)
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W/ On Wednesday trade dates, spot currencies are normally trading for a Friday value date. At
5 p.m. ET on Wednesday, the value date changes from Friday to Monday, a weekend
rollover. In rollover calculations, that’s a three-day rollover (Saturday, Sunday, and
Monday), which means the rollover costs/gains are going to be three times as much as any
other day.
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@" The one exception to the two-day spot convention in FX are trades in USD/CAD. And that’s
because the main financial centers in the United States and Canada share the same time zone,
so communications and wire transfers can be made more quickly. USD/CAD trades settle in
one business day. The weekend rollover for USD/CAD takes place on Thursday after the 5
p.m. ET close, when the value date shifts from Friday to Monday. This only applies to
USD/CAD and not to other pairs involving CAD, such as CAD/JPY or EUR/CAD.

Market holidays and value dates

@" Value dates are based on individual currency pairs to account for banking holidays in
respective countries. Rollover periods can be longer if there 1s a banking holiday in one of
the countries whose currency is part of the trade. For example, if it’s Wednesday and you’re
trading GBP/USD, the normal spot value date would be Friday. But if there’s a banking
holiday in the United Kingdom on Friday, U.K. banks are not open to settle the trade. So the



value date is shifted to the next valid banking day common to the United Kingdom and the
United States, typically the following Monday. In this case, the weekend rollover would take
place at the close on Tuesday at 5 p.m. ET, when the value date would change from Thursday
to Monday, because of Friday’s holiday. That’s a four-day rollover (Friday, Saturday,
Sunday, and Monday).

So what happens at the change in value date at Wednesday’s 5 p.m. ET close? No rollovers in
GBP/USD, that’s what. Because the value date for trades made on Wednesday is already Monday,
no rollover is needed because trades made on Thursday are also for value on Monday. That’s
called a double value date, meaning two trade dates (Wednesday and Thursday) are settling for
the same value date (Monday).

d .F
.ﬁl’./ i
=y

‘Of A few times each year (mostly around Christmas, New Year’s, and Golden Week spring
holidays in Japan) when multiple banking holidays in various countries coincide over several
days, rollover periods can be as long as seven or eight days. So you may earn or pay
rollovers of seven or eight times normal on one day, but then not face any rollovers for the
rest of the holiday period.

Applying rollovers

Rollover transactions are usually carried out automatically by your forex broker if you hold an
open position past the change in value date.

Rollovers are applied to your open position by two offsetting trades that result in the same open
position. Some online forex brokers apply the rollover rates by adjusting the average rate of your
open position. Other forex brokers apply rollover rates by applying the rollover credit or debit
directly to your margin balance. In terms of the math, its six of one, half a dozen of the other.

Here’s an example of how the rollover of an open position would work under each model:

Position: Long 100,000 AUD/JPY at a rate of 90.15 for a value date of January 10

At 5 p.m. ET, the rollover takes place and the following rollover trades hit your account.
(Remember: This 1s done automatically by most online brokers.)

You sell 100,000 AUD/JPY at 90.22 for a value date of January 10. (This trade closes the
open position for the same value date.)

You buy 100,000 AUD/JPY at 90.206 for a value date of January 11. (This trade reopens the
same position for the new value date.)

The difference in the rates represents the rollover points. (90.22 - 90.206 = 0.014, which is
expressed as 1.4 points.)

If the rollover is applied to your average rate on the open position, your new average rate on



the position is 90.136. (Here’s the math: 90.15 - 0.014 = 90.136.) Because you’re now long
from a lower average price, you earned money on the rollover.

If the rollover is applied directly to you margin balance, the rollover points are multiplied by
the position size (100,000 x 0.014 =JPY 1,400 earned) and converted into USD (JPY 1,400 +
116.00 [the USD/JPY rate] = $12.07) and added to your margin balance.
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@" Here’s what you need to remember about rollovers:

¥ Rollovers are interest earned or paid based on the direction of your position.

¥ Rollovers are applied to open positions after the 5 p.m. ET change in value date, or trade
settlement date.

¥ Rollovers are not applied if you don’t carry a position over the change in value date. So if
you’re square at the close of each trading day, you’ll never have to worry about rollovers.

¥ Rollovers reflect the interest rate return or cost of holding an open position.

¥ Rollovers represent the difference in interest rates between the two currencies in your
open position, but they’re applied in currency-rate terms.

¥ Rollovers can earn you money if you’re long the currency with the higher interest rate and
short the currency with the lower interest rate.

¥ Rollovers will cost you money if you’re short the currency with the higher interest rate
and long the currency with the lower interest rates.

¥ Rollovers can have spreads applied to them by some forex brokers, which can reduce any
interest earned by your position.

¥ Rollover costs/credits are based on position size — the larger the position, the larger the
cost or gain to you.

¥ Rollovers should be considered a cost of doing business and rarely influence overall
trading decisions.

-

@ Most forex brokers publish daily rollover rates on their websites or directly on the trading
platform. If you can’t find them, ask. If you’re going to be trading a relatively large account
with an online forex broker (say, over $25,000 in margin deposited), you’ll probably be able
to negotiate a tighter rollover spread with your broker. This will enable you to capture more
of the gains if you’re positioned the right way, or to reduce your cost of carry if you’re not.



Understanding Currency Prices

Now you’re getting down to the brass tacks of actually making trades in the forex market. Before
you get ahead of yourself, though, it’s critical to understand exactly how currency prices work and
what they mean to you as a trader. Earlier in this chapter, I show you that buying means “buying
the currency pair” and selling means “selling the currency pair.”

Here, you look at how online brokerages display currency prices and what they mean for trade and
order execution. Keep 1n mind that different online forex brokers use different formats to display
prices on their trading platforms. A thorough picture of what the prices mean will allow you to
navigate different brokers’ platforms and know what you’re looking at.

Bids and offers

When you’re in front of your screen and looking at an online forex broker’s trading platform,
you’ll see two prices for each currency pair. The price on the left-hand side is called the bid and
the price on the right-hand side is called the offer (some call this the ask). Some brokers display
the prices above and below each other, with the bid on the bottom and the offer on top. The easy
way to tell the difference is that the bid price will always be lower than the offer price.

The price quotation of each bid and offer you see will have two components: the big figure and the
dealing price. The big figure refers to the first three digits of the overall currency rate and is
usually shown in a smaller font size or even in shadow. The dealing price refers to the last three
digits of the overall currency price and is brightly displayed in a larger font size. The two big
numbers are the last whole pips, and the smaller number is the tenth of a pip.

For example, in Figure 4-1 the full EUR/USD price quotation is 1.40225/1.40246. The 1.40 is
called the big figure and is there to show you the full price level at which the market is currently
trading. The 225/246 portion of the price is the bid/offer dealing price in pips.

Figure 4-1:
A dealing box
from the
FOREX.com
trading
platform for
EUR/USD.

Spreads



The spread is the difference between the bid price and the offer price. In one sense, you can look
at the spread as the commission that the online brokers charge for executing your trades. So even if
they say they’re commission free, they may be earning the difference when one trader sells at the
bid price and another trader buys at the offer price. Spreads are standard in all financial market
trading.

A

@ Spreads will vary from broker to broker and by currency pairs at each broker as well.
Generally, the more liquid the currency pair, the narrower the spread; the less liquid the
currency pair, the wider the spread. This is especially the case for some of the less-traded
Crosses.

Executing a Trade

It’s trigger-pulling time, pardner. In this section, I assume you’ve signed up for a practice account
at an online forex broker and you’re ready to start executing some practice trades. Getting a feel
for executing deals now, before you’re ready to commit any real money to a trade, will be very
helpful. (See Chapters 2 and 10 for more on using a practice account.)
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@" There are two main ways of executing trades in the FX market: live trades and orders. If
you’re an adrenaline junkie, don’t focus only on the “Live dealing” section — the “Orders”
section gives you plenty of juice to keep you going, too.

Trading online

®

O/ Live dealing is how you access the market to buy or sell at current market rates. Knowing
exactly what you want to do is important, because when you click the buy or sell button, it’s a
done deal. If you make a mistake, you’ll have to make another trade to correct your erroneous
trade, and that is very likely going to cost you real money.

There are a few different avenues to get to the market depending on how your broker is set up. In
the following sections, I cover all the bases.

Click and deal or “Instant Execution”

Most forex brokers provide live streaming prices that you can deal on with a simple click of your
computer mouse. On those platforms, to execute a trade:



1. Specify the amount of the trade you want to make.

2. Click on the Buy or Sell button to execute the trade you want.
The forex trading platform will respond back, usually within a second or two, to let you know
whether the trade went through:

» If the trade went through, you’ll see the trade and your new position appear in your
platform’s list of trades.

« If the trade failed because of a price change, you need to start again from the top.

* If the trade failed because the trade was too large based on your margin, you need to
reduce the size of the trade.

When the trade goes through, you have a position in the market and you’ll see your unrealized
P&L begin updating according to market price fluctuations.

A

@ Online platforms usually have a number of shortcuts to enable more rapid trading. Some of
these are for more advanced or active traders, so be sure you know what they are before you
engage them. Following are the parameters that you can usually set up in advance.

L Preset trade amounts: These are so you don’t have to specity the amount each time you
make a deal.

¥ Automatic stop-loss orders at a predetermined distance from the trade-entry price:
These automatic stop-loss functions can be turned on or off, and you define the number of
pips away for the stop loss. These functions are good for providing fail-safe stop-loss
protection until you can enter a more detailed order for your trade strategy. Rememaber:
You never know when a headline will roil the market, and you don’t want to get caught
with your pants down.

‘*Of " Some online brokers advertise narrower trading spreads as a way to attract traders. If your
click-and-deal trade attempts frequently fail, and the platform then asks if you’d like to make
the trade at a worse price, you’re probably being re-quoted. Re-quoting is when brokers
offer you a worse price to make your trade, meaning you end up paying a larger spread than
you bargained for.

)
Pay attention to the rate you receive when a trade 1s executed, or your fil/ rate. Getting the
rate you requested is a more important indicator of a forex platform’s execution ability than

spreads.

Phone dealing



Placing live trades over the phone is available from most online forex brokers. You need to find
out from your broker whether it offers this service and exactly what its procedures are before you
can be ready to use it.
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@, The ability to make trades over the phone is critical if you’re frequently trading while away
from your computer or in cases of technological disruptions. At the minimum, you need to
have the dealing phone number memorized and a reliable phone connection in case something
goes wrong with your computer or Internet connection. If your dog chews through your mouse
cable or your kid spills a sippy cup of juice on your keyboard, you’ll need a fallback plan to
protect your market exposure. (I discuss more such risk considerations in Chapter 13.)

To place a trade over the phone, you’ll need to:

1. Call the telephone number at your broker for placing a trade.

2. When you’re connected to a representative, identify yourself by name and give your
trading account number.

Be ready to provide whatever account password is needed. (Knowing what’s required before
you call to place the trade is a good idea.)

Know what your position is. If you’re not sure, your broker will be able to give you this info,
but be prepared for time delays.

3. Ask what the current price is for the currency pair you’re trading. The broker’s
representative will quote you a two-way bid/offer price, such as “EUR/USD is trading at
1.3213/15.

4. If you don’t want the price, say, “No, thank you.”
5. If you want the price, specify exactly what trade you would like to make.

Don’t just say “Close my position” or “Square me up.” Note the direction (buy or sell), the
amount (don’t use lots — use the real amounts), and the currency pair. For example, “I would
like to sell 140,000 EUR/USD.”

The broker should then say, “Done” or “That’s agreed.”
6. Confirm with your broker exactly what trade you just made.
For example, say, “To confirm, I just sold 140,000 EUR/USD at 1.3213.”

Be sure the broker confirms the trade. You can double-check that the trade was correct by
asking the broker to input the trade and update your position.

7. Get the name of the broker’s representative you just made the trade with in case you
have to call back.

Orders
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@ Currency traders use orders to catch market movements when they’re not in front of their
screens. Remember: The forex market 1s open from Sunday evening (ET) through Friday
afternoon (ET). A market move is just as likely to happen while you’re asleep or in the
shower as it is while you’re watching your screen. If you’re not a full-time trader, then
you’ve probably got a full-time job that requires your attention when you’re at work — at
least your boss hopes he has your attention. Orders are how you can act in the market without
being there.

Experienced currency traders also routinely use orders to

¥ Implement a trade strategy from entry to exit
¥ Capture sharp, short-term price fluctuations
¥ Limit risk in volatile or uncertain markets

¥ Preserve trading capital from unwanted losses
¥ Maintain trading discipline

¥ Protect profits and minimize losses
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@/ I can’t stress enough the importance of using orders in currency trading. Forex markets can
be notoriously volatile and difficult to predict. Using orders will help you capitalize on
short-term market movements, as well as limit the impact of any adverse price moves. A
disciplined use of orders will also help you to quantify the risk you’re taking and, with any
luck, give you peace of mind in your trading. Bottom line: 1f you don’t use orders, you
probably don’t have a well-thought-out trading strategy — and that’s a recipe for pain.

Types of orders

In this section, I introduce you to all the types of orders available in the forex market. Bear in mind
that not all order types are available at all online brokers. So add order types to your list of
questions to ask your prospective forex broker. (For more in-depth information, I look at tactical
considerations for placing orders in Chapter 13 and offer practical tips for entering orders in
Chapter 14.)

Take-profit orders

Don’t you just love that name? There’s an old market saying that goes, ““You can’t go broke taking
profit.” You’ll use take-profit orders to lock in gains when you have an open position in the
market. If you’re short USD/JPY at 90.20, your take-profit order will be to buy back the position
and be placed somewhere below that price, say at 89.80 for instance. If you’re long GBP/USD at



1.5505, your take-profit order will be to sell the position somewhere higher, maybe 1.5570.

4t

@ Partial take-profit orders are take-profit orders that only close a portion of your open
position. Let’s say you bought 200,000 EUR/USD at 1.2950 expecting it to move higher —
and it does. But to take some money off the table and lock in some gains, you decide to sell
half the position (100,000 EUR/USD) at 1.3000 and to allow the market to see how high it
wants to go with the rest. Or you can place two partial take-profit orders to close the whole
position at two different levels.

Limit orders

Technically speaking, a take-profit order is a type of /imit order. The key difference is that take-
profit orders close or reduce open positions, and limit orders open new positions or add to
existing positions in the same direction.

:. l .i
w A limit order is any order that triggers a trade at more favorable levels than the current
market price. Think “buy low, sell high.” If the limit order is to buy, it must be entered at a
price below the current market price. If the limit order is to sell, it must be placed at a price
higher than the current market price.

Stop-loss orders

Boo! Sound’s bad doesn’t it? Actually, stop-loss orders are critical to trading survival. The
traditional stop-loss order, or just stop order (I use the terms interchangeably going forward),
does just that: It stops losses by closing out an open position that is losing money. You’ll use stop
orders to limit your losses if the market moves against your position. If you don’t, you’re leaving it
up to the market, and that’s always a dangerous proposition.

Stop orders are on the other side of the current price from take-profit orders, but in the same
direction (in terms of buying or selling). If you’re long, your stop order will be to sell, but at a
lower price than the current market price. If you’re short, your stop order will be to buy, but at a
higher price than the current market.

When stops don’t lose, and take profits don’t profit
Sometimes the roles of take-profit orders and stop-loss orders reverse. This can happen if you
adjust your order levels after you’ve entered a position and the market has already moved away
from your entry price.

With both take-profit orders and stop orders, the important price is not your entry price, but the
current market price. For example, you may be short USD/JPY at 84.00 and the market is trading
higher at 84.30. You originally had your take-profit limit order below to buy back at 83.60, but




now you’re having second thoughts. You decide to raise your take-profit order to 84.15 to try to
close the position on a dip. The order is still a take profit because it is below the current market
price (84.30), even though it will result in a loss if'it’s filled.

The same can apply to stop losses. If you bought AUD/USD at 0.9640 and the price has since
moved higher to 0.9670, you may decide to raise your stop-loss sell order from its original level
(0.9610) to lock in some of the gains. So you raise your stop-loss order to 0.9655. If your stop-loss
sell order is triggered, you’ll actually be taking profit.

Trailing stop-loss orders

o

@ A trailing stop is a beautiful little tool, especially when you’ve got a winning trade going.
You may have heard that one of the keys to successful trading is to cut losing positions
quickly, and let winning positions run. A trailing stop-loss order allows you to do just that.
The 1dea is that when you have a winning trade on, you wait for the market to stage a reversal
and take you out, instead of trying to pick the right level to exit on your own.

A trailing stop-loss order is a stop-loss order that you set at a fixed number of pips from your
entry rate. The trailing stop adjusts the order rate as the market price moves, but only in the
direction of your trade. For example, if you’re long EUR/CHF at 1.3750 and you set the trailing
stop at 30 pips, the stop will initially become active at 1.3720 (1.5750 - 30 pips).

If the EUR/CHF price moves higher to 1.3760, the stop adjusts higher, pip for pip, with the price
and will then be active at 1.3730. The trailing stop will continue to adjust higher as long as the
market continues to move higher. When the market puts in a top, your trailing stop will be 30 pips
(or whatever distance you specify) below that top, wherever it may be.

If the market ever goes down by 30 pips, as in this example, your stop will be triggered and your
position closed. So in this case, if you’re long at 1.3750 and you set a 30-pip trailing stop, it will
initially become active at 1.3720. If the market never ticks up and goes straight down, you’ll be
stopped out at 1.5720. If the price first rises to 1.5775 and then declines, your trailing stop will
have risen to 1.5745 (1.5775 - 30 pips), and that’s where you’ll be stopped out.

Pretty cool, huh? The only catch is that not every online trading platform offers trailing stops. If
you find a platform you like and it doesn’t offer trailing stops, you can mimic a trailing stop by
frequently manually changing the rate on your regular stop-loss order. But this is an imperfect
solution, unless you can monitor your position constantly.

One-cancels-the-other orders

o
@ A one-cancels-the-other order (more commonly referred to as an OCO order) is a stop-



loss order paired with a take-profit order. It’s the ultimate insurance policy for any open
position. Your position will stay open until one of the order levels is reached by the market
and closes your position. When one order level is reached and triggered, the other order
automatically cancels.

Let’s say you’re short USD/JPY at 90.00. You think if it goes up beyond 91.00, it’s going to keep
going higher, so that’s where you decide to place your stop-loss buying order. At the same time,
you believe that USD/JPY has downside potential to 88.50, so that’s where you set your take-

profit buying order. You now have two orders bracketing the market and your risk is clearly
defined.

As long as the market trades between 88.50 and 91.00, your position will remain open. If 88.50 is
reached first, your take profit will trigger and you’ll buy back at a profit. If 91.00 is hit first, then
your position is stopped out at a loss.

@" OCO orders are highly recommended for every open position.

Contingent orders

4

@ A contingent order is a fancy term for combining several types of orders to create a
complete currency trade strategy. You’ll use contingent orders to put on a trade while you’re
asleep, or otherwise indisposed, knowing that you’re contingent order has got all the bases
covered and your risks are defined. Contingent orders are also referred to as if/then orders.
If/then orders require the If order to be done first, and then the second part of the order
becomes active, so they’re sometimes called If done/then orders.

Let’s look at a trade 1dea and see how a contingent order works. Say NZD/USD has been trading
in a range between 0.6700 and 0.6800 and is currently sitting in the middle at 0.6750/53. You
think it’s going to go higher, but you don’t want to jump in at the middle of the range and risk
watching it go down before it goes up. So you use a contingent order to implement your strategy,
even if you’re not watching the market.

Because you’re ultimately looking to buy on a dip toward 0.6700 to get long, you would place an
if/then limit order to buy at 0.6710, the if part of the order. The contingent, or then, part of the
order only becomes active if the if part is triggered and you enter a position.

The then part consists of either a stop order or a take-profit order, or preferably both in the form
of an OCO order.

Continuing with this example, your contingent order may be to place a stop order below 0.6700, in
case the range breaks and you’re wrong. So you may place your stop-loss order at 0.6690 to sell
what you bought in the if part. This type of contingent order is called an if/then stop loss. You may



opt for only an if/then stop-loss order if you want to limit your downside risk, but let your upside
gains run.

If you think the upside is limited to the range highs at 0.6800, you may want to add a contingent
take-profit order at 0.6790 to sell what you bought at 0.6710, in addition to your stop-loss order.
Now if your position is opened at 0.6710, you have an OCO order to stop sell at 0.6690 or take
profit sell at 0.6790. Now you have a complete trade strategy with defined risk parameters.

If the market continues to trade in the range, it may drop from the level you saw (0.6750/53)
before you went to bed. If it hits 0.6710, then your long position is established and your OCO
orders are activated. If the range holds and the price moves back up to the range highs, your take
profit at 0.6790 might be triggered. If the range fails to hold, your stop-loss order will limit your
losses and close out your trade for you.

‘\O/ Be careful about using if/then orders with only a contingent take-profit order. Not using a

stop loss to protect your downside is always very risky. At the minimum, always use an
if/then stop loss to limit your risks.

If you use an if/then OCO order and the market behaves as you expect, you could awaken to find
that you bought at 0.6710 and took profit (sold) at 0.6790, all while you slumbered through the
night. Or you could awaken to find that your if order to buy was done, but the market has yet to hit
your stop-loss or take-profit levels. But at least your open position is protected by the activated
OCO order. Worst-case scenario in this example: You wake up and find that your if limit order
was filled and your stop was triggered on a break through the bottom of the range, giving you a
loss. The key is that you effectively managed your risk.

Spreads and orders in online currency trading

Now that I’ve covered the different order types, I think it’s important for you to be aware of how
online trading platforms typically handle traders’ orders. I spent some time earlier in this chapter
discussing forex market spreads. There was a good reason for that: Online forex brokers accept
your orders according to their trading policies, which are spelled out in detail in the contract
you’ll have to sign to open up an online trading account. Make sure you read that section to be
absolutely certain what your broker’s order execution policies are. Ideally, brokers should publish
their order execution policies on their website. Either way, it should be clear and easy to
understand.

MER
./ ; & \.
i II

@, The key feature of most brokers’ order policies is that your orders will be executed based
on the price spread of the trading platform. That means that your limit order to buy will only
be filled if the trading platform’s offer price (where they sell) reaches your buy rate. A limit
order to sell will only be triggered if the trading platform’s bid price (where they buy)



reaches your sell rate.

In practical terms, let’s say you have an order to buy EUR/USD at 1.2855 and the broker’s
EUR/USD spread is around 3 pips. Your buy order will only be filled if the platform’s price deals
1.2852/55. If the lowest price is 1.2853/56, no cigar, because the broker’s lowest offer of 56
never reached your buying rate of 55. The same thing happens with limit orders to sell.
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2 Stop-loss execution policies are typically different than limit order executions. To prevent

filling your stop order at a worse rate than you requested, most forex brokers utilize the
spread to trigger the stop.

¥ Stop orders to sell are triggered if the broker’s bid price reaches your stop order rate. In
concrete terms, 1f your stop-loss order to sell is at 1.2820 and the broker’s lowest price
quote is 1.2820/23, your stop will be filled at 1.2820.

¥ Stop-loss orders to buy are triggered if the platform’s offer price reaches your stop-loss

rate. If your stop order to buy 1s at 1.2875 and the broker’s high quote is 1.2872/75, your
stop will be filled at 1.2875.

The benefit of this practice is that some firms will guarantee against slippage on your stop-loss
orders in normal trading conditions. (Rarely, if ever, will a broker guarantee stop losses around
the release of economic reports or other volatile events.)

Nuances and strategies of trading with orders are explored further in Chapters 13 and 14.



Part 11
Driving Forces behind Currencies




The 5th Wave

By Rich Tennant
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“T've always vsed historical data analysis to
vebalance my assets, but lately it’s been

pretty much hysterical data analysis that
T've been working with,”




In this part...

I start out by looking at the main macroeconomic drivers that move currency markets. If you slept
through Econ 101, don’t worry — I take a mercifully brief (yet thorough) look at the economic and
structural forces that drive currency rates. Then I shift gears a bit and explore how market
psychology and sentiment filter those economics and dictate day-to-day price movements. Next, [
look at the key individual economic reports — both U.S. and foreign — to give you a trader’s
insight into what they mean and how you can profit from them. I wrap up by providing our insights
into the fundamental trading behavior of the major and minor currency pairs and crosses.



Chapter 5
Looking at the Big Picture

In This Chapter

Getting to know the main drivers of currency rates
Monitoring monetary policy and interest rates
Understanding official currency policies and intervention

Gauging risk sentiment and financial stability

The forex market is inherently a big-picture market. FX traders focus on

¥ Interest rates and monetary policy developments.

¥ Economic growth and inflation data.

¥ Political elections and economic policies in major economies.
¥ Geopolitical risks, trade conflicts, and terror attacks.

¥ Major movements in other financial markets.

On a daily basis, currency traders have to sort through myriad economic reports, interpret the

comments of political and financial officials from around the world, take stock of geopolitical
developments, and assess movements in other financial markets. They do all this to help them
determine what direction major currencies are likely to move.

Unfortunately, there is no set recipe for absorbing the daily flow of data and news to produce a
clear-cut answer. Even if there were, many different market actors are pursuing their own
interests, which may not be profit maximizing (see Chapter 3). Throw in market sentiment and
future expectations, and you’re looking at market participants interpreting the same data and
reaching different conclusions, or maybe reaching the same conclusions but at different times. In
this chapter, I lay the foundation for building the framework to make sense of the many policy,
data, and news inputs that affect the forex markets every day.

The first step in laying the foundation 1s to get a handle on interest rates and monetary policy,
because they’re the final product of most of the other inputs. Unless you’re an economist or banker,
following monetary policy developments probably is not one of your favorite hobbies. But if
you’re going to actively trade in the forex market, you need to get a handle on monetary policy and
interest rates. ’m not trying to turn you into an economist or an interest-rate analyst — I just want
to give you the lowdown on how interest rates affect currencies.



In this chapter, I lay it all out so you can make sense of how it works, what goes into it, and how
it’s communicated to the market. Later in the chapter, I get into the key elements of official
currency policies and what happens when governments intervene in forex markets. Lastly, I take a
look at the Great Financial Crisis of 2008—-2009 (GFC) to see what lessons it holds for currency
traders.

Currencies and Interest Rates

If the guiding principle in real estate is “location, location, location,” in currency trading it’s
“Interest rates, interest rates, interest rates.” The most significant overall determinant of a
currency’s value relative to other currencies is the nature and direction of monetary policy set by a
country’s central bank. This 1s because monetary policy is aimed at influencing domestic interest
rates, which drive currency rates relative to other currencies with different interest rates.
Domestic interest rates also influence overall economic activity, with lower interest rates
typically stimulating borrowing, investment, and consumption, while higher interest rates tend to
reduce borrowing and increase saving over consumption.

Interest rates are important to currencies because they influence the direction of global capital
flows and serve as benchmarks for what investors expect to earn investing in a particular country.
This situation applies most directly to fixed income investing (bonds), which comprise the lion’s
share of investments, but it also influences equity and other investment flows. All other things
being equal, if you could invest in a government-backed bond that yields 6 percent or one that
yields 2 percent, which would you choose? The one with the higher yield, of course. And that’s
exactly what happens with currencies. Currencies with higher yields (higher interest rates) tend to
go up, and currencies with lower yields (lower interest rates) tend to weaken.
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2 Although I’ve stressed interest rates as one of the primary drivers of currency rates, interest
rates are not the only determinant of currency values. Plenty of other elements come into play,
affecting currency rates both in short-term trading and in long-term trends. To use an analogy,
think of the stage in a theater. Now think of interest rates as being the backdrop and the
lighting on that stage. Various actors come and go; sets and props are changed between acts;
but all the action on the stage takes place against the backdrop and under the lights. Interest
rates provide the backdrop and set the lighting for most major currency movements, even if
they’re not always the center of attention.

The future is now: Interest rate expectations

@, It’s not just the current level of interest rates that matter. Markets are always adjusting to



changing circumstances and anticipating future developments. When it comes to currencies
and interest rates, forex markets are focused more on the direction of future interest rate
moves (higher or lower) than they are on the current levels because they’re already priced in
by the market. So even though a currency may have a low interest rate, market expectations of
higher interest rates in the future frequently will cause the currency to appreciate.

And what drives interest rate expectations? The evolving economic outlook based on incoming
data (I look at understanding and interpreting economic data in Chapters 6 and 7), economic
assessments and guidance by monetary policymakers (see “Watching the central bankers™ section
later in this chapter), and a host of other economic, fiscal, and political developments (some of
which I look at later in this chapter).
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@ Keep an eye on various interest rate futures markets, such as the Fed Funds futures contract
for U.S. rates, to see what expectations markets are pricing in. These can be found on
financial websites like Bloomberg.com, Reuters.com, and Marketwatch.com. The
commentary will usually note that markets have priced in, say, 18 bps of tightening by the
next FOMC meeting, meaning the market is expecting a 72 percent chance of a 25 bp rate hike
(18 bps/25 bps ?= 72 percent).

The outlook period, or the time frame in which markets are expecting interest